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A Primer on the Cooperation Clause

Damron v. Sledge and Its Progeny

very insurance contract imposes

upon the insured party an express

or implied duty to cooperate with

the insurer. This duty is commonly
referred to as the cooperation clause.! The
cooperation clause protects the insurer’s
right to a fair determination of a claim by
prohibiting an insured from doing anything
that might prejudice the insurer’s defense of
the claim.

Three duties are imposed on the insurer
in exchange for the benefits the cooperation
clause provides. They are an express duty to
defend, an express duty to indemnify, and an
implied duty to equally consider an insured’s
Sfinancinl interests with its own.> The actual
or anticipatory breach of any of these du-
ties can expose the insured to the risk of a
judgment or other damage that may not be
covered by the insurance policy or that may
exceed the policy’s limit of coverage.

Insurance policies are governed by gen-
eral principles of contract law.® Therefore, a
breach of any of the duties an insurer owes
to an insured excuses the insured from the
obligations imposed by the cooperation
clause.® When a breach occurs, the insured
may enter into an agreement with an ad-
verse party to protect against harm that may
result from the insurer’s breach.

Arizona courts have recognized four ba-
sic situations when this may happen. The
nature of these situations and the types of
agreements that can be entered into when
they arise have been the source of some con-
fusion among practitioners. The courts have
added to the confusion by calling the agree-
ments by different names or calling one type
of agreement by the name of another.

The following article describes the four
situations in which the insured is excused
from the obligations of the cooperation
clause, discusses the agreements into which
an insured is permitted to enter, and offers
practical considerations for responding to
an insurer’s breach.
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Breach of the Duty to Defend
Damron Agreements

When presented with a claim, an insurer
must determine whether there is coverage
that would trigger a duty to defend the
insured against the claim. The Arizona Su-
preme Court examined the consequences
of an insurer’s refusal to defend an insured,
which resulted in an arranged default judg-
ment and the assignment of the insured’s
claims against the insurer, in Damron .
Sledge.” There, two insurance carriers re-
fused to defend a driver involved in a motor
vehicle accident on the grounds that there
was no coverage because he was driving
without the owner’s permission. Before the
case could be tried, the defendant driver
agreed to withdraw his answer and allow a
default judgment to be entered against him.
He also agreed to assign to the plaintift any
claims he had against the insurance com-
panies for failing to provide him with a de-
fense. In exchange, the plaintiff agreed not
to execute the resulting default judgment
against the defendant driver’s assets. The
Supreme Court held that the agreement
was an appropriate mechanism for the driver
to protect himself from the risks associated
with the insurers’ refusal to provide a de-
fense.

Damron agreements, as they are now
known, usually involve either a stipulated
judgment or a with-
drawal of the answer
followed by the entry
of a default judg-
ment, along with a
covenant not to ex-
ecute the judgment
against the defen-
dant’s assets. In ad-
dition, the defendant
usually assigns to the
plaintift any breach
of contract and bad

faith claims the defendant has against the in-
surer. When an insurer denies the existence
of coverage and refuses to defend, it is not
entitled to advance notice of the parties’ in-
tent to enter into a Damron agreement, nor
is it entitled to intervene in a default hearing
after the agreement has been finalized.

Damron agreements are valid so long as
they are not fraudulent or collusive.® They
are not tested for reasonableness. Fraud
or collusion are extremely high bars for an
insurer to overcome when trying to defeat
such an agreement.” Examples of fraudulent
or collusive conduct include an agreement
by an insured to perjure herself in a subse-
quent bad faith claim'® and conduct by a
plaintiff and an insured acting in concert in
the underlying action to obtain benefits to
which the insured would not otherwise be
entitled.!!

Whether an insurer had a duty to defend
and whether a Damron agreement is fraud-
ulent or collusive are usually determined in
a declaratory judgment action or a garnish-
ment proceeding. If a Damron agreement
is found to be valid and coverage exists, the
insurer must pay the entire judgment up to
the policy limits. As discussed later in this ar-
ticle, only when an insurer is found to have
acted in bad faith can it be held liable to pay
an amount in excess of its limit of coverage.

Before executing a Damron agreement,
a plaintiff should carefully consider wheth-
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Damron agreements are
valid so long as they are not
fraudulent or collusive.
They are not tested for
reasonableness.

er to establish damages at a default hearing,
or by stipulation. An insurer’s breach of its
duty to defend an insured deprives it of the
right to participate in a default hearing.'?
Therefore, a default proceeding can be an
attractive way to establish damages because
there will be no challenge by the insurer
to the plaintiff’s evidence. The amount of
damages established by an independent fact
finder in a default proceeding is also less
likely to be viewed as fraudulent or collusive
in a subsequent action to determine the va-
lidity of the agreement than the amount of a
stipulated judgment.

On the other hand, a plaintiff at a default
hearing risks that the trier of fact will find
the amount of damages to be lower than
an amount that would have been stipulated
to by the parties, but still found to be free
of fraud or collusion in a later proceeding
in which the insurer is involved. Generally
speaking, a stipulated judgment gives the
plaintiff far greater control over the out-
come.

Anticipatory Breach of
the Duty to Indemnify

Helme Agreements

The duty to indemnify normally does not
arise until a judgment has been entered.
However, it can be breached in advance
of the entry of judgment. The Arizona Su-
preme Court examined the consequences
of an anticipatory breach of the duty to in-
demnify in Arizona Prop. & Cas. Ins. Guar.
Fund v. Helme."®

There, the plaintift in an underlying
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wrongful death
action sued a phy-
sician and his vi-
cariously liable
professional corpo-
ration alleging neg-
ligence. The State
Guaranty Fund
defended the claim
because the defen-
dants’ professional
liability
carrier was insolvent. The plaintiff offered
to settle the claim against those defendants
for the Fund’s per-claim liability limit of
$99,900. The Fund declined. As discovery
progressed, the plaintiff identified another
physician in the same professional corpo-
ration whom the plaintift also believed was
negligent. The plaintiff then made a demand
for $199,800 for the separate acts of negli-
gence of the two physicians. The Fund took
the position that its liability was limited to
$99,900. It reasoned, in part, that because
there was only one “occurrence” under the
insolvent insurer’s policy, there was only one
claim. The Fund told the defendants that it
would pay only one limit of $99,990 re-
gardless of the size of the judgment.

The defendants then entered into a
settlement agreement with the plaintift in
which they stipulated to a judgment against
themselves for $350,000. In exchange, the
defendants received a covenant not to exe-
cute and assigned to the plaintiff any claims
they had against the Fund. The Fund then
paid the plaintiff $99,900 and filed a declar-
atory judgment action to determine wheth-
er the physicians’ conduct constituted one
occurrence or two and whether there had
been a breach of the cooperation clause.

The Supreme Court held that there were
two occurrences and that two limits applied.
The Court also concluded that the Fund’s
coverage position constituted an anticipa-
tory breach of its duty to indemnify, which
excused the insureds from the constraints of
the cooperation clause.

Helme agreements are treated in the
same manner as Damron agreements. Once
it is determined that there has been an an-

insurance
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ticipatory breach, they may be defeated
only by proving that they are fraudulent
or collusive. If a Helme agreement is found
to be valid, the insurer must pay the entire
judgment up to the policy limit, unless the
insurer is found to have acted in bad faith,
in which case a higher amount may be per-
mitted.' Because an insurer may now “re-
serve” the right to challenge an insured’s
coverage position, as set forth in the next
section, it makes little sense for an insurer
to take a firm pre-judgment position of no
or limited coverage.

Defense Under a
“Reservation of Rights”

Morris Agreements

An insurer can sct forth the reasons it
may prospectively refuse to indemnify
an insured while continuing to provide a
defense to any claims against the insured
without breaching its obligations under
the policy."® This is known as a reservation
of rights.'® A reservation of rights preserves
the right of the insurance carrier to later or
simultancously litigate the issue of cover-
age.!” The Arizona Supreme Court exam-
ined the effects of a defense being provided
under a reservation of rights in United Ser-
vices Auto. Ass'n v. Morris.'®

There, the plaintiff sued the defen-
dants alleging gross negligence and reck-
lessness in connection with a shooting.
The insurer notified the defendants that it
was providing a defense, but not waiving
any coverage defenses. While a motion to
amend the complaint to add an allegation
of intentional conduct was pending, the
defendants notified the insurer that they
intended to settle the case by allowing a
judgment to be taken against them. The
insurer then specifically reserved its right to
refuse to indemnify the defendants against
any judgment that might be entered based
on the defendants’ intentional conduct.
The next day, the defendants stipulated
to a judgment for the policy limit with a
covenant not to execute and assigned their
claims against the insurer to the plaintiff.
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The trial court later granted the motion to
amend.

The insurer took the position that the in-
sureds had breached the cooperation clause
and prejudiced its rights by entering into
the settlement. The insureds argued that the
insurer’s position exposed them to the risks
of a judgment in excess of the policy limits
or a judgment within the limit that might
not be covered.

The Supreme Court held that, despite
the existence of the cooperation clause,
when an insurer reserves it rights, insureds
may act reasonably to protect themselves.!”
The Court reasoned that if a judgment were
entered against the insured in the underly-
ing action, the insurer would get a second
chance to escape liability by challenging
coverage in a subsequent declaratory judg-
ment action or garnishment proceeding.?’
In addition, absent bad faith, the insurer
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would never be exposed to liability beyond
its policy limits, while the insureds risked fi-
nancial ruin.*!

Unlike Damron and Helme agreements,
Morris agreements require advance notice
to the insurer before they can be executed.?
The amount of advance notice required de-
pends on the circumstances, but it must be
sufficient to allow the insurer to assess the
situation and decide how to proceed. The
notice must not only inform the insurer of
the date by which the insureds will enter
into the agreement; it must also provide the
insurer with notice of the terms of the pro-
posed agreement. The most practical means
of doing this is to negotiate the terms of the
agreement and provide a copy of the final
form of the agreement to the insurer. After
receiving the required notice, the insurer
may withdraw the reservation of rights, and,
should it do so, the case then proceeds as

A Primer on the Cooperation Clause

if the insurer had defended unconditionally
from the outset.?® If the insurer stands by
the reservation of rights, the insured may
then enter into the Morris agreement with-
out breaching the cooperation clause.?*

While Morris agreements take the same
form and are enforced in the same way as
Damron and Helme agreements, they are
tested for reasonableness in addition to
fraud or collusion.”® The reasoning is that,
unlike an insurer in a Damron or Helme sit-
uation, an insurer in a Morris situation has
not breached the obligations it owes to the
insured.?® For the same reason, the insured
must notify the insurer once a Morris agree-
ment has been signed, after which the insur-
er may intervene and participate in a reason-
ableness hearing as a matter of right.?’

The test of reasonableness is the same
one that an insurer must apply when eval-
uating a settlement proposal to determine
whether it has complied with the implied
covenant of good faith and fair dealing.”®
It is what a reasonably prudent person with
unlimited funds would pay to settle the same
claim with all of the information known to
the parties at the time of the agreement.?’
The trier of fact may consider the facts bear-
ing on liability and damages as well as the
risks of going to trial.*® The plaintiff bears
the burden of proof on reasonableness.’!

If a court determines there is no cover-
age, the insurer owes nothing on the judg-
ment.>? If there is coverage and the trier of
fact concludes that the agreement was rea-
sonable, the insurer must pay the judgment
up to the amount of the policy limit. If
coverage is found, but the amount is deter-
mined to be unreasonable, then the insurer
must pay whatever amount the trier of fact
determines to be reasonable.**

The determination of what is reasonable
usually involves a battle of experts, with the
plaintift calling someone to testify that the
judgment was reasonable and the insurer
calling someone to testify that it was not.
This process usually favors the plaintiff for
two reasons. One, the battle of experts over
whether an established amount is reasonable
is easier for the plaintift to fight than prov-
ing damages in front of a jury. Two, if the
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The determination of what is
reasonable usually involves a battle of
experts, with the plaintiff calling
someone to testify that the judgment
was reasonable and the insurer calling
someone to testify that it was not.
This process usually favors the plaintiff.

O

amount of the judgment is found to be un-
reasonable, the trier of fact starts with that
amount and goes down until it reaches what
it considers to be a reasonable amount. This
amount is likely to be higher than what a jury
might award starting at zero and going up.

At first blush, it may seem attractive in
a Morris setting to attempt to set damages
at a default hearing to defend against later
claims that a judgment was not reasonable.
However, the plaintiff is exposed to the risk
that the insurer may intervene in the default
hearing process, because an insurer must
be notified when the parties’ intend to en-
ter into a Morris agreement and when the
agreement has been executed. The insurer
then has a right to trial by jury on the issue
of damages in a default proceeding where
the trier of fact will establish a reasonable
amount starting from zero and going up.*
An insurer, however, only gets one bite at
the apple: If it intervenes, then it likely will
not be permitted to challenge damages in a
later action to determine coverage.

Morris agreements can be dangerous to
the party taking an assignment of any claims
because if the coverage defense upon which
the reservation of rights was based is found
to be valid, the party taking the assignment
usually recovers nothing.*® Therefore, the
more uncertain the question of coverage,
the more risky a Morris agreement becomes.
Similarly, a Morris agreement becomes less
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appealing as the amount of assets an insured
has against which a judgment may be exe-
cuted increases.

Breach of the Duty to
Give Equal Consideration to
an Insured’s Interests

Peaton Agreements

In State Farm Mut. Auto. Ins. Co. . Pea-
ton,’” the Court of Appeals examined the
cooperation clause in the context of an in-
surer’s duty to equally consider the financial
interests of its insured with its own when
confronted with a settlement offer. There,
the underlying case involved a significant
personal injury. Before an answer to the
complaint had been filed, the plaintiff de-
manded the policy limits plus interest un-
til paid. Ten days later, the plaintiff made
another policy limits demand that did not
include interest. The insurer accepted the
second demand and thought it had a settle-
ment until the plaintift suggested that pay-
ment of interest was still a part of the agree-
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ment. The insurer then filed an answer and
again offered to settle for the policy limits.
Not long after that, the insurer offered to
pay interest as well, but the plaintiff claimed
that filing the answer was a rejection of his
previous offer and refused to settle on those
terms.

The plaintiff and the insured then en-
tered into a “Morris-style” agreement
(which the Court referred to as a Damron
agreement).*® Damages were addressed at a
default hearing in which the insurer was not
permitted to intervene. The insurer did not
appeal the trial court’s denial of its request
for intervention.

In a subsequent declaratory judgment
action to determine coverage, the Court of
Appeals considered whether the insurer’s
failure to involve its insured in the settle-
ment breached the duty to give equal con-
sideration to the insured’s interests. The
court concluded that because the offer to
settle had been withdrawn before the de-
mand for interest was met, the insurer had
no legal obligation to involve the insured in
negotiations for amounts in excess of the
limits. The court noted that there was noth-
ing about the negotiations that suggested

Insurance Cooperation and Its Limits

the insured’s involvement was necessary
to reach a settlement. Because the insurer
breached no duty to the insured, the court
held that the agreement was a breach of the
insured’s duty of cooperation from which
he had not been excused.

An insurer’s failure to give equal con-
sideration to the financial interests of its
insured excuses the insured from the duties
imposed by the cooperation clause, after
which the insured may enter into a Peaton
agreement. Generally, there must have been
an offer to settle within the policy limits to
trigger the duty of an insurer to give equal
consideration to the financial interests of its
insured. The court in Peaton, however, not-
ed that the duty to give equal consideration
may require an insurer to initiate settlement
attempts where an insured faces significant
exposure to a judgment in excess of the pol-
icy limits.*

While there currently is no requirement
that an insurer be given prior notice before
an insured enters into a Peaton agreement,
as a practical matter, it is usually provided
when the plaintiff threatens to enter into
such an agreement unless the insurer ac-
cepts the pending settlement demand. The

An insurer’s failure to give equal
consideration to the financial
interests of its insured excuses the
insured from the duties imposed by the
cooperation clause.

O
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insurer has the right to intervene and to par-
ticipate in a default hearing once a Peaton
agreement has been executed.*’ Like Morris
agreements, Peaton agreements currently
are enforceable only to the extent that they
are reasonable.*! This may change on fur-
ther appellate consideration, however, be-
cause the insurer in a Peaton situation has
breached the insurance agreement. For that
reason, application of the test required for
Damron or Helme agreements seems more
consistent with the policy behind such
agreements.

If the insurer was not in bad faith for re-
fusing to settle within the policy limits, en-
tering into a Peaton agreement is a breach of
the cooperation clause, but the insurer must
have been prejudiced by the insured’s con-
duct before it will be excused from paying
anything. That said, it is difficult to imagine
a situation where a Peaton agreement would
not be considered prejudicial to the insurer
because it deprives an insurer of the oppor-
tunity to defend and subjects it to liability
for a stipulated or default judgment over
which it has little or no control.

From the plaintift’s perspective, Peaton
agreements should only be entered into in
very limited circumstances. There is signifi-
cant risk that the trier of fact may conclude
there was no bad faith in failing to accept
a settlement offer within the policy limits
where a final judicial determination of dam-
ages is not reached. Not much, if anything,
is to be gained by entering into a Peaton
agreement in a case with good liability,
good damages and good coverage given the
risk that the insurer might be excused from
paying anything.

On the other hand, an insurer will prob-
ably still be obligated to pay the financial
responsibility minimum in an auto case,
even where an insured’s breach of the co-
operation clause is prejudicial.** Therefore,
in an auto case with catastrophic injuries
and minimum limits, entering into a Pea-
ton agreement makes good sense where the
insurer does not promptly agree to pay the
policy limits because the minimum recovery
will likely be the same, even if the insured
breached the cooperation clause.
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Recovering More Than the
Policy Limits

An insurer cannot be obligated to pay more
than the policy limits solely as the result of a
breach of contract, regardless of the amount
of the judgment against the insured. There
must be “something more” to require a
payment in excess of the limits. The tort of
bad faith refusal to settle is that “something
more.” If a plaintiff has not given an in-
surer the opportunity to settle within policy
limits before entering into one of the four
agreements discussed here, the insurer’s lia-
bility will almost certainly be capped at the
policy limits.

While Arizona law recognizes there may
be occasions when the liability and damages
are so bad that the insurer has an obligation
to make settlement offers without waiting
for the plaintiff, the courts have been re-
luctant to find an insurer guilty of bad faith
on this basis alone. A plaintiff who hopes to
recover more than the policy limits should
give the insurer an opportunity to settle the
case within limits before entering into one
of these agreements. A tort claim for bad
faith gives rise to a claim for extra-contrac-
tual damages, which includes the difference
between the policy limits and the amount of
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the final judgment, punitive damages, attor-
ney’s fees and, in the case of an individual
insured, damages for emotional distress.**

Practical Considerations

An insurer should not do anything to im-
pede or prevent an insured from taking
advantage of the protections provided by
these agreements, although it can negotiate
with the insured to reach an agreement to
provide protection that the insured finds
acceptable. While the former is almost cer-
tainly bad faith, the latter has been held not
to interfere with the contractual rights of a
plaintiff, at least where a Morris agreement
has been proposed.*

For the reasons previously mentioned,
an insurer should attempt to intervene in
any default hearing and request a jury tri-
al on damages, because a contested hearing
before a jury is likely to result in a lower
amount than might be set at an uncontest-
ed default hearing before a judge or com-
missioner. Furthermore, allowing a default
hearing to proceed without intervention
and planning to claim later that the default
award is unreasonable is a risky and proba-
bly unsuccessful strategy. For the same rea-
sons, a plaintiff should avoid a default hear-
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ing in cases in which an insurer might have
a right of intervention and use a stipulated
judgment instead.

Where a default hearing is held following
a successful motion to intervene by an insur-
er, the insurer may be permitted to partici-
pate in the name of the insured and to offer
proof on comparative fault and damages,
although this will be within the court’s dis-
cretion. If an insurer participates in a default
hearing, it will almost certainly be bound
by the outcome in any future action. For
example, if the default hearing is limited to
damages only, the insurer may discuss liabil-
ity and comparative fault in a reasonableness
hearing to determine how much of the now-
fixed damages a reasonable person would
have paid to settle the case. The Court of
Appeals, however, has encouraged trial
courts to expand default hearings to include
consideration of liability issues to avoid the
necessity of a second reasonability hearing in
a subsequent bad faith action.*

Many issues in this area of law remain
unresolved and courts are considering them
on a regular basis. Practitioners should take
advantage of the significant opportunity for
creative lawyering when these situations
arise.
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