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Validity of the

“Pay and Walk”
Provision of a Liability
Insurance Policy

By Michael D. Wade and Tara L. Velting

liability insurance policy provides monetary In 1966, the standard policy was changed to combine the
protection in case of liability up to a certain indemnity and defense clauses and expressly define the in-
amount and certain additional protections surer’s right to terminate the defense of the insured upon
such as defense costs (e.g., attorney fees and payment of the policy limits. The new language reads similar
litigation costs). Before 1966, the standard lia- to the following:

bilit li tained defi 1 1 h as:
Hity policy contdined celense clause ‘anguage such as The insurer shall not be obligated to pay any claim or judg-

With respect to such insurance as is afforded by this policy, the ment or to defend any claim or judgment or to defend any
company shall (a) Defend any suit against the insured alleging suit after the applicable limit of the company’s liability has
such injury, sickness, disease or destruction and seeking dam- been exhausted by payment of judgments or settlements.

ages on account thereof even if such suit is groundless, false or This provision of the current policy is sometimes referred

fraudulent; but the company may make such investigation, to as the “pay and walk” provision. This article considers

negotiation and settlement of any claim or suit as it deems ex- cases addressing the validity of language limiting the defense

pedient;.... And the amount so incurred, except settlements of to the time before the exhaustion of policy limits in a histori-
claims and suits are payable by the company in addition to the cal context, looking at cases both pre- and post-1966. It also

applicable limit of liability of this policy.' addresses cases noting the various permutations in policy
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language as well as the variety of circumstances under which

claims arise. The exhaustion of policy limits is a centerpiece
of attention.

Because no published or unpublished Michigan cases exist
on this topic, we recommend how Michigan courts might de-
cide the issue of the validity of this pay and walk provision.

Pre-1966 policy language

The pre-1966 policy did not explicitly contain pay and
walk language, but did make defense of the insured subject
to the “limits of liability, exclusions, conditions and terms of
the policy.” This (or similar) verbiage has been found to per-
mit an insurer to withdraw its defense upon payment of
policy limits. In Denham v LaSalle-Madison Hotel Co, a hotel
fire damaged property belonging to 250 guests, but since
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At a Glance

An insurer’'s duty to defend ceases after
the policy limits are exhausted.

Settlement must be made in good faith.

An insurer may not prejudice the rights
of the insured.
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the duty-to-defend language in the policy was limited by the
phrase “as respects insurance afforded by this policy,” the in-
surer was only obligated to defend until its limits were “ten-
dered.” The court held that when no further insurance was
afforded, the obligation to defend was terminated.’ The court
reasoned that the alternative result would produce the “in-
congruous” situation where the insurer would have a contin-
uing obligation to defend, notwithstanding that its obligation
to pay had been exhausted’

In Lumbermen’s Mutual Casualty Co v McCarthy, the in-
surance limits were not merely tendered, but a judgment ac-
tually paid.® The case involved an auto accident that led to
two lawsuits. The first went to trial and resulted in an over
policy limits judgment that was paid to the policy limits by
the insurer, which then sought a declaration that it had no
duty to defend the second suit. Recognizing that the duty to
defend was independent of the duty to pay, the court found
that the primary duty imposed on the insurer was to pay the
insured’s legal liability for damages. The court stated:

As we construe the policy it obligates the in-
surer to pay the liability of the insured up to
the policy limits, and in addition thereto to
pay those items of expense which it has defi-
nitely assumed. Until these duties of payment
are fully performed, it also has the duty either
to settle or to conduct the defense of actions
against the insured. But upon performance of
its duties of payment its duty to defend ceases
to exist and the further defense of any action
pending thereafter must be conducted or may
be controlled by the insured.”

The court cautioned that an insurer may
not abandon its defense of a claim in mid-
course and under circumstances that are prejudicial to the
insured. The insurer must defend “in good faith and with
due diligence.”®

Other cases interpreting the pre-1966 policy created a
continuing duty to defend after exhaustion of the policy
limits. When the policy read, “As respects such insurance
as is afforded by the other terms of this policy under cover-
ages A and B [for bodily injury and property damage] the
company shall (a) defend...,” the court in American Casu-
alty Co v Howard held that a continuing duty to defend ex-
isted under South Carolina law after payment of the bodily
injury policy limits.” The court found the insuring agree-
ment ambiguous regarding whether the insurer can termi-
nate its defense upon payment of policy limits, and further-
more, the new claim added a property damage claim for
which payment was offered but not actually paid.” Other
cases agreed with Howard that the policies at issue did not

unambiguously permit the insurer to withdraw upon pay-
ment of policy limits."!

Post-1966 policy language

In 1966, the standard form liability policy was revised to
place the duty to indemnify and the duty to defend in the
same paragraph.'? That revision also added the following to
the duty to indemnify language:

...but the company shall not be obligated to pay any claim or
judgment or to pay any suit after the applicable limit of the
company’s liability has been exhausted by payment of judg-
ments or settlements.'

This language was meant to clarify that an insurer’s duty to
defend ceases after the policy limits are exhausted either by
payment of judgments or settlements.* Some policies go
further to add to the above language “or after such limit of
the company’s liability has been tendered for settlements.”®
This refinement appears to permit a tender into court of the

[T]he pay and walk verbiage
has been construed to permit
payment into court, even without

‘payment of judgments
or settlements.”

policy limits and has been held to terminate the duty to
defend, but only if the insured has adequate notice of the
policy provision.!®

The more common provision is the pay and walk lan-
guage without the added “tendered for settlement.” Indeed,
the pay and walk verbiage has been construed to permit pay-
ment into court, even without “payment of judgments or set-
tlements.” In Farmers Ins Co v Mitchell, several individuals
were injured in an auto accident; the insurer filed an inter-
pleader action seeking to deposit its policy limits into court
and requesting a declaration that it had no further duty to
defend.” The policy provided that the insurer “will not de-
fend any suit or make any additional payments after we paid
the limit of liability for coverage.”"® The court held that under
the terms of the policy, the insurer had no further duty to in-
demnify or defend, although the claims totaled more than
double the policy limits."”



Farmers Ins Co may be an anomaly given the broad policy

language, i.e., no duty to defend after “we paid the limit of
liability.” The usual language of the pay and walk provision
relates to “payment of judgments or settlements” and is nar-
rower than “pay the limit of liability.” A payment into court is
not the same as paying a judgment (for a satisfaction of judg-
ment) or settlement (for a release). Thus, the usual pay and
walk provision may not be construed as terminating the duty
to defend by paying the policy limits into court in an inter-
pleader action.

One court has considered a covenant not to execute in
favor of the insured to be sufficiently like a settlement to re-
lieve the insurer of the duty to defend.? The court in this
case held that while the covenant not to execute was not a
full release, it was sufficient under the circumstances and
the primary insurer was relieved of the duty to defend. The
court also held that an insurer cannot simply pay its policy
limits to a claimant without obtaining any type of release
or covenant.

In Conway v Coventry Casualty Ins Co, the plaintiff was
injured in an auto accident; the defendant paid its policy lim-
its but obtained no release or other covenant.” The insurer
also refused to defend the continuing lawsuit. The insured
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hired its own attorney, defended, and
settled, and then sought reimburse-
ment from the insurer. The court ob-
served that the insurer was relieved
from defending when it paid its lim-
its for “judgments or settlements,” but
simply paying limits without more,
such as a release, does not comport
with the policy language. The insured
was entitled to recovery.?

Most courts have found the pay
and walk provision to be unambigu-
ous,* but some courts have found other
ambiguities. For instance, in Brown v
Lumbermen’s Mutual Casualty Co, the
policy provided that the duty to defend
terminated when the limits of liability
have been exhausted.? The insuring
agreement also stated that the insurer
would “settle or defend” any claim or
suit.® The court found no ambiguity
in the word “exhausted,” but did find
an ambiguity concerning how the lim-
its might be exhausted, e.g., the insurer
might interplead the limits into court,
settle for a release of the insured, pay
a judgment, pay the limits to the in-
sured, or pay the limits to a claimant
for a release of the insurer only.?® Since there is an ambiguity
in the manner of how limits might be exhausted, that ambi-
guity must be construed in favor of the insured; the duty to
defend must continue until the limits are exhausted by way
of settlement of claims against the insured or until judgment
against the insured is paid.”’

Regarding the Brown case, one might inquire why the
court sought so hard to find an ambiguity when the policy lan-
guage itself was sufficient for the court’s reasoning. The policy
required the insurer to defend or settle until the limits were
exhausted. No term is ambiguous. The insurer obtained a re-
lease for itself and did not defend its insured. Pareti v Sentry
Indemnity Co makes it clear that the “defend or settle” provi-
sion applies to the insured, not the insurer without reference
to the insured. The settlement must be made in good faith
and in the best interest of the insured.” Any payment made
by the insurer that does not release the insured from a pend-
ing claim—even a policy limits payment—is possibly in bad
faith.* One court has concentrated on the duty to pay under
the policy, and in an interpleader case held that the duty to
defend is not terminated by paying money to be held by the
court because the insurer has not surrendered the money (by
admitting liability) nor has it fulfilled any obligation owed by



Michigan Bar Journal March 2020

28

the insured, as both elements are necessary to pay money
under the insurance policy.*

In terminating a defense, an insurer must do so in a man-
ner that does not prejudice the rights of the insured.’® The
insurer has the obligation to do the following to fulfill its duty
to defend before terminating the defense of an insured:

e Determine coverage and potential liability;

e Exhaust policy limits by payment of a judgment
or settlement;

e Satisfy the terms of the policy;
e Not act contrary to public policy;
e Not be in bad faith; and

e Provide notice to the insured of the insurer’s right
to terminate.®

An insurer may not abandon its defense of a claim mid-
course and under circumstances that are prejudicial to the
rights of the insured.*

Conclusion

Within the constraints described above, the post-1966 lan-
guage in the liability policy intends (and most courts permit)
insurers to pay and walk.** Surprisingly, no Michigan court
has yet decided the validity of the pay and walk provision.
One unpublished opinion in Michigan has applied the pay
and walk contract term without a discussion of its validity and
in the context of allocation of costs among primary and excess
insurers.*® We recommend that insurers in Michigan might find
it advantageous in an appropriate case to exercise the pay and
walk policy language. The key to the validity of pay and walk
is the proposition that courts will enforce clear and unam-
biguous provisions of the insurance policy as written. Michi-
gan subscribes to that rule of contract construction.’® m
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