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A tricky situation faced by insurers is challenging consent judgments coupled with covenants not to
execute.  An insured’s desire to protect his or her personal assets makes entering into a covenant
not to execute, and thereby settling without the consent of the insurer, compelling.1 “The claimant’s
willingness to give the insured a covenant not to  execute against the insured’s assets is what makes
settling without the insurer’s consent so enticing to the insured.”2 If  not for the protection afforded by
the covenant, there would hardly be any reason for an insured to enter into such an agreement,
which generally will require the entry of a judgment establishing liability against the insured, and
typically the assignment of the insured’s rights against his or insurer to the claimant, including breach
of contract and bad faith claims.3

Given the potential liability faced by insurers, not only for the amount of the judgments but for
potential breach of contract and statutory and common law bad faith claims, the question becomes
what, if any, policy language can be used to attack these consent judgments with covenants not to
execute?   One theory that insurers have used  to  attack  covenants  not  to  execute  is  the 
“legally  obligated  to  pay”  language  contained  in  most  liability policies.4

The rationale behind this theory is that the insurer is not liable for the consent judgment because the
insured, having executed the covenant not to execute, is no longer legally obligated to pay any
amount to the claimant. As discussed below, only a minority of jurisdictions have accepted this
argument.  Furthermore,  the  minority  rule  has been overturned in some jurisdictions where it
formerly controlled, evidencing a trend against this position.5

Minority Approach: Covenant Not to Execute Is a Release

In a minority of jurisdictions, insurance companies have successfully argued that consent judgments
with covenants not to execute constitute a form of release, and therefore, the insured was no longer
“legally obligated to pay” the judgment, a necessary condition under the policy to trigger the
insurer’s duty to indemnify.6 In other words, because the insured is not legally obligated to pay the
judgment, they have not sustained a loss under the terms of the policy.7

The leading case on the minority approach is Freeman v. Schmidt Real Estate & Insurance, Inc.8 In 
Freeman, the insured settled an automobile collision suit with the claimant, and as part of that
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settlement, assigned his rights against the insurance agent, insurance agency, and insurance
company to the claimant, confessed judgment and entered into  a covenant not to execute on the
judgment.9 The claimant subsequently brought a suit against the agent, agency, and insurance
company for breach of the duty to procure insurance for the insured.10 Based on its predictions of
how Iowa courts would rule,11 the Eighth Circuit Court of Appeals determined that an insurance policy
places no obligation on the on the insurer to pay because an insured protected by a covenant not to
execute had no compelling obligation to pay, i.e. was not “legally obligated to pay” anything to an
injured party. Therefore, because the insured did not suffer any damages, the claimant received no
enforceable rights through the assignment.13

Majority Approach: Covenant Not to Execute Is a Contract

In the majority of jurisdictions that have considered the “legally obligated to pay” language, a
covenant not to execute constitutes a contract, rather than a release, and the insured’s tort liability
remains, as well as the insurer’s obligation to indemnify its insured.14 Because the covenant not to
execute merely operates as an agreement not to collect, rather than a release of liability, the insured
remains legally obligated to pay, and the insurer must provide coverage under the policy.15

As previously stated, courts have been moving towards the majority rule by overturning prior
precedent applying the minority rule.  For example, in the recent case of Brownstone Homes
Condominium Association v. Brownstone Forest  Heights,  LLC,16 the  Oregon  Supreme Court
overruled prior  precedent17 that had adopted the minority view. In so doing, the court recognized that
its previous decision in Stubblefield was erroneous when it concluded that a covenant not to execute
obtained in exchange for an assignment of rights effects a complete release extinguishing an
insured’s liability, as well as the insurer’s liability.18 The court  held  that  the  language “legally
obligated to pay” was ambiguous, and therefore, was to be construed against the insurer.19

Although it has never addressed the issue directly, the Kentucky Supreme Court found the majority
viewpoint persuasive when ruling on a similar issue in Associated Insurance Service, Inc. v. Garcia.20

In Garcia, the claimants suffered grievous injuries after a wheelchair lift malfunctioned and crushed
their legs when they were in the process of disembarking from a dinner cruise on the Star of
Louisville  (the  “Star”).21 The claimants filed suit against the Star, whose marine insurer provided a
defense under a policy with $1,000,000 limit of liability for amounts that the Star “shall have become
legally liable to pay and shall have paid” to the claimants.22 When the marine insurer became
insolvent and unable to satisfy any judgment against the Star, the claimants and the Star agreed to
arbitrate the dispute, and the Star agreed to arbitrate the amount of damages within a stipulated
range, admit to liability, and assign any and all claims it had against the insurance agent and brokers
who obtained the coverage to the claimants in exchange for the claimants’ forbearance from
collecting any judgment from the Star.23

In analyzing the validity of the assignment, the court considered the merits of the insurance agent
and brokers’ claims that because the assignment had no legal effect, as the Star suffered no
damages because the agreement insulated it from damages, it had no valid claim to assign.24 In so
doing, the court considered the majority and minority viewpoints from other jurisdictions, and found
the majority viewpoint’s distinction between a covenant not to execute and a release to be
persuasive.25 The court held that the assignment was valid because where “liability is not completely
extinguished, the assignment is valid because the tortfeasor is still subject to some amount of
liability.”26 Thus, if presented with the issue of the meaning of  “legally obligated to pay”  within the
scope of a covenant not to execute and consent judgment,  the  Kentucky  Supreme Court would
likely follow the majority approach.
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It is important to note that several jurisdictions have distinguished between releases and covenants
not to execute. For example, the Iowa Supreme Court firmly held in Red Giant Oil Co. v. Lawlor,27

that a covenant not to execute is a contract and not a release, such that the insured would have a
remedy against the claimant if the claimant attempted to collect against him. Therefore, because the
insured’s tort remedy remains, and he is still legally obligated to the claimant, the insurer “must still
make good on its policy promise to pay, if there is coverage.”28 However, in Clock v. Larson,29 the
Iowa Supreme Court distinguished Red Giant. In Clock, the claimant was injured when she fell from
an unprotected catwalk in a barn.30 The insurer provided a defense under a policy with $100,000 of
liability coverage.31 The insured claimed that he requested his agent to obtain a $1,000,000 umbrella
liability policy with the insurer, but no policy was ever obtained.32 The insurer provided a defense for
the insured after the claimant brought suit against him; however, the insured still sued his agent and
insurer for breach of contract and negligence for failure to procure the requested coverage.33

The claimant and the insured settled the underlying tort action, and under the terms of the
agreement, the insured agreed to pay the claimant $110,000, the majority of which was paid by the
insurance company, and assign his interest in the lawsuit against the insurer, in exchange for the
claimant’s agreement not to pursue any claim against the insured arising from the accident.34 The
claimant then attempted to proceed with the insured’s lawsuit against the insurer as the insured’s
assignee.35 The court recognized that Red Giant was different for two reasons: 1) the insurer in Red
Giant had refused to provide a defense; and 2) the settlement in Clock was a release, as the claimant
had agreed not to bring any other legal action against him.36 Therefore, other than a small amount of
the settlement paid by the insured to the claimant directly, there was no liability remaining on behalf
of the insured.37

Conclusion

As these cases demonstrate, attempts to argue that the insurer is not “legally obligated to pay”
following an insured’s execution of a covenant not to execute with a consent judgment have been
relatively unsuccessful. It is important to note, however, the different results that occur when
comparing a full release with a covenant not to execute.
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