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New York has traditionally been
a favorable venue for insurance
companies.! If an insurer takes ad-
vantage of a claimant by engaging
in fraudulent practices, the claimant
who intends to hold its carrier ac-
countable faces an uphill legal battle.
This is because New York law does
not liberally permit plaintiffs to plead
both breach of contract and fraud
claims that arise from the same series
of events.2 Courts in New York re-
quire plaintiffs to allege a distinct set
of facts for each cause of action when
the fraud is related to the contract
claim, the so called “separate fact
requirement.” This legal reality can
be particularly hard to swallow for
disability claimants who are denied
coverage by their carriers. Insurance
companies, not always able to dis-
tinguish phony from genuine claims,
are suspicious of all claims and often
resort to predatory denial processes.
Claimants tend to feel the denial
was in bad faith, feel defrauded, and
often seek punitive damages in ad-
dition to what they claim under the
policy.? In New York, punitive dam-
ages are available only as a remedy
in tort, not contract. As the “separate
fact requirement” makes it difficult to
sue for a tort that is related to a con-
tract claim, it is therefore difficult for
plaintiffs to seek punitive damages—
which are only available when alleg-

ing a tort—when they are defrauded
by an insurance company. *

This legal struggle has never
been more relevant than it is today,
with reports of insurance company
mistreatment—as well as consumer
fraud—higher than ever. This ar-
ticle discusses the troubled insurer-
insured relationship, focusing on the
legal hurdles facing a claimant who
sues an insurance carrier for a tort in
addition to a breach of contract.

. A Troubled Relationship

Reports of insurance carrier
underpayment, claim denial and
delay have been increasing for sev-
eral years.® Insurance companies
in this economy flex their institu-
tional muscles to fight claims while
weakening an insured’s claim, and
it is often in their economic inter-
est to do s0.° Some reported tactics
include obtrusive and misleading
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video surveillance,” over-reliance on
independent medical examiners and
consultants,® and employing out-of-
date U.S. Department of Labor list-
ings to find a claimant’s job activity
at sedentary level, thereby declaring
he is not disabled and can go back to
his job.? Insurers also tend to exploit
their structural advantage in the
claims process. Insurers are required
to respond to claims within a certain
time period, and if they fail to do so,
their self-imposed penalties require
payout of the policy. It is not unheard
of for insurers who miss such a dead-
line to back-date a denial letter to a
claimant so that it falls within the
response window. As is discussed
below, this may or may not be fraud
in New York.

Deceitful practices are, of course,
not limited to insurance companies.
Fraud on behalf of claimants has
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spiked in the past year. Fraud fight-
ing bureaus have seen a significant
increase in all fifteen types of fraud
schemes, including home arson
cases, drivers ditching unwanted
vehicles, and questionable slip and
fall cases.!% Some studies suggest that
more than one-third of people hurt
in auto accidents exaggerate their
injuries, adding approximately $13
billion to America’s annual insurance
bill.! Other studies find nearly one-
third of doctors exaggerate the sever-
ity of a patient’s illness.!> While this
article focuses on fraud on the insur-
er side and the legal hurdles facing

a plaintiff with a genuine claim, it is
important to note the bad faith which
travels on this two-way street.

Il. Pleading Fraud and Breach
of Contract in New York

A claimant who sues her insurer
for fraud and breach of an insurance
contract has three major hurdles to
cross when fighting a Motion to Dis-
miss. The first is Rule 9(b) of the Fed-
eral Rules of Civil Procedure (FRCP),
which sets a heightened pleading
standard when alleging fraud: “In
alleging fraud or mistake, a party
must state with particularity the
circumstances constituting fraud or
mistake.”!? Particularized allegations
* have an origin in public policy and
are meant to prevent litigants from
dragging defendants’ names through
mud based on broad, unfounded
allegations.

Second, a plaintiff must plead
the common law fraud elements by
~ clear and convincing evidence. The
required elements are: (i) a misrep-
resentation or omission of material
fact; (ii) that the defendant knew to
be false; (iii) that the defendant made
with the intention of inducing reli-
ance; (iv) upon which the plaintiff
reasonably relied; and (v) that caused
injury to the plaintiff.14

The third hurdle facing these
plaintiffs is the requirement that the
fraud and breach of contract together

must allege separate facts for each
cause of action. Case law demon-
strates that “[a] claim for fraud will
be found duplicative and dismissed
where the fraud cannot sufficiently
be distinguished from the breach of
contract claim.”?® Though New York
struggled to clarify this confusing
requirement, it is now clear that a
plaintiff may satisfy this requirement
in one of three ways: (a) by establish-
ing a legal duty separate from the
duty to perform under the contract,
(b) by showing a fraudulent misrep-
resentation collateral or extraneous
to the contract, or (c) by showing
special damages that have been
caused by the misrepresentation and
are unrecoverable as contract damag-
es.16 As discussed below, it is difficult
for insurance claimants who want

to plead both breach of contract and
fraud to comply with any of these
prerequisites.

(a) Establishing a Separate Legal
Duty

This “separate fact” requirement
has proven to be an extremely dif-
ficult threshold for these claimants
to cross. First, unlike other states, an
insurer in New York does not owe its
client any special duty. 7 Courts will
only find a special duty, and there-
fore the foundation for an indepen-
dent tort, if (1) the parties stand in a
confidential or fiduciary relationship
with each other,!® or (2) one party
possesses superior knowledge, not
available to the other, and knows
the other is acting on the basis of
mistaken knowledge.!” Even though
courts acknowledge the disparate
bargaining positions inherent in an
insurance contract,?’ an insurer in
New York owes no more of a duty
to an insured than an ordinary busi-
ness party would to a commercial
contract. 2!

(b) Collateral or Extraneous
Exception

In New York, a mere allegation
by the Plaintiff that the defendant

entered into the contract without the
intent to perform it is insufficient to
support a fraud claim.?2 However, a
false promise can support a claim for
fraud where that promise was “col-
lateral or extraneous” to the terms of
the contract. These so-called “fraud
in the inducement” cases surface
where one party induces the other

to enter a contract by misrepresent-
ing present facts, like its financial
policy,® as opposed to future prom-
ises to perform. Courts permit these
fraud claims because the inducement
is considered “collateral” to the con-
tract it precedes.

Fraud in the inducement is
widely considered the exception to
the bar of asserting fraud and breach
of contract together. This would not,
though, include the back-dating ex-
ample presented in section I, where
a carrier, having missed its window
to respond fo a claimant, back-dates
a letter so that it falls within that re-
sponse period. It is unlikely a claim-
ant could convince a court that it was
induced to enter a contract because it
thought the insurer would respond
within, say, 30 days to its claim.
Moreover, a carrier’s promise at the
time of contracting to respond within
30 days, even if insincere, relates
to the performance of some future
act, as opposed to present fact, and
would fail the inducement exception.
Since New York does not recognize a
cause of action based upon a defen-
dant’s failure to reveal a breach, the
question becomes whether the failure
to reveal a breach can be distin-
guished from an affirmative effort to
conceal a breach to the other party.

It would likely offend the public
interest to exclude carriers who en-
gage in practices such as back-dating
from tort exposure. In fact, there is
scattered support in the case law per-
mitting a fraud claim where one par-
ty affirmatively misrepresents or con-
ceals something material during per-
formance of the contract. In Freedman
v. Pearlman, the parties entered into a
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working relationship and made sev-
eral oral promises regarding profit
sharing.? Under these contracts,
Freedman was supposed to receive a
percentage of defendant Pearlman’s
existing stock options. Throughout
performance of the contract, Pearl-
man claimed that he did not receive
any stock options in a joint venture,
but this was untrue. Freedman, upon
discovering the truth, sued Pearlman
for various causes of action, includ-
ing fraud and breach of contract. The
Court sustained the fraud claims,
finding them not duplicative of the
breach of contract claim. With respect
to the fraud claim, the court found it
almost dispositive that the defendant
“deliberately concealed the amount of
income received from Bally’s so that
the one-third share Freedman was
allegedly entitled to by contract was
undercounted.”? Similarly, in Eagle
Comtronics v. Pico Products, the defen-
dant allegedly “misrepresented or
concealed existing facts” regarding
patent licenses, and the court found
the plaintiff’s fraud claim “discrete”
from the contract claim.?

In Jordan Investment Co. v. Hunter
Green, the defendants, various in-
vestment firms, agreed to invest the
plaintiff’s money into non-leveraged
assets.? Since the plaintiff was a
charitable trust, it was important
that its funds were invested in non-
leveraged assets in order to preserve
its tax-exempt status. Although the
defendants assured them that this
would be the case and that they
would notify the plaintiff before
making any investment decisions,
the defendants invested the trust’s
money on a leveraged basis and in-
tentionally concealed this fact from
the plaintiff. In denying the defen-
dants” motion to dismiss, the Court
emphasized how the defendants
went out of their way to conceal from
the plaintiff that its funds were be-
ing invested in leveraged assets. The
Court declared that “misrepresenta-
tions made after a contract is entered
into which relate to a present fact
that would exist if the contract were
performed, are collateral or extrane-
ous to the contract...and are action-

able in fraud.”?® Jordan is significant
in that the District Court extended
the “collateral or extraneous” excep-
tion, which previously had only been
applied to fraudulent inducement
cases, to post-formation misrepresen-
tations. These decisions suggest that
affirmative misrepresentation that
relate to post-formation contract per-
formance might be actionable as an
independent tort in New York.

() Alleging Extra-Contractual
Damages

If a plaintiff establishes a sepa-
rate legal duty or shows a collateral
or extraneous misrepresentation, he
must still show—or at the pleading
stage, allege—damages that are not
recoverable under the contract. The
genesis of this requirement concerns
the history between tort and contract
remedies. Based on the classical Eng-
lish case Hadley vs. Baxendale, a party
who breaches his promise owes only
those damages that “...may reason-
ably be supposed to have been in
the contemplation of both parties,
at the time they made the contract,
as the probable result of the breach
of it.”? Damages recoverable for a
breach of contract are meant to put
the nonbreaching party in the same
place it would be had the contract
been performed. Tort damages, on
the other hand, exist to both compen-
sate victims for injuries (compensa-
tory damages) and vindicate some
public value like deterring similar
acts (punitive damages). Indeed, the
tort duty of care is meant to “protect
society’s interest in freedom from
harm.”%0

In a disability insurance context,
a plaintiff’s extra-contractual damag-
es are most likely to be a combination
of damages from pain, suffering, and
emotional distress as well as puni-
tive damages. Where an insurer acts
fraudulently, punitive damages are
meant to punish such behavior. The
public has an in interest in ensuring
that carriers do not engage in that
type of behavior, and studies show
that punitive damage awards help
deter that type of conduct.®!

These important justifications
notwithstanding, it is difficult to
recover punitive damages in New
York. A plaintiff seeking punitive
damages must show that the defen-
dant engaged in “gross conduct that
involves high moral culpability or
demonstrates wanton dishonesty.”3
If the fraud claim arises from a relat-
ed contract claim, such as the “back-
dating” example, courts in New York
require the plaintiff to show that
defendant’s conduct was “aimed at
the public generally.” This additional
“public harm rule” is an exceed-
ingly high burden that requires al-
leging “ultimate facts” that show a
“fraudulent and deceitful scheme’”
in dealing with the general public,
therefore making it very difficult for
such a plaintiff to recover punitive
damages.®®

This “public harm rule” could
very well relieve an insurer of ex-
posure to punitive damages, as a
claimant would have great difficulty
in proving the carrier committed the
act towards the public generally. This
result is unjust, though, because it is
unlikely a carrier back-dated a letter
out of any personal animus towards
a particular claimant. A carrier has
one true north, and it applies equally
to all of their cases: to limit policy
payouts. This true north, therefore,
can be said to apply to the public
generally. Yet fraudulent acts to limit
a policy payout would probably fail
the public harm rule, absent some ev-
idence the insurer committed back-
dating previously. Where a plaintiff
demonstrates evidence of intentional
back-dating, courts should treat such
behavior as dispositive fraudulent
conduct.

lll. Conclusion

The legal obstacles facing a
plaintiff who feels defrauded by an
insurance company are daunting,
but they are not insurmountable.

If an insurer goes out of its way to
conceal a breach committed under

a contract, some courts will hold it
accountable by permitting a plaintiff
to plead a tort in addition to breach
of contract. This is a fair option.
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Holding responsible an insurer who
commits fraud along with breaching
a contract serves the public interest,
punishes wrongdoing and deters
future fraudulent acts. A plaintiff is
usually also required to allege puni-
tive damages when asserting a tort
and breach of contract, a fair if strict
requirement, as punitive damage is
considered a drastic remedy. Courts,
however, should take a second look
at applying the “public harm rule” to
cases, like the back-dating example,
where its application tends to hurt
an important group: the consuming
public.
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