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OPINION OF THE COURT 

SMITH, J.: 

We hold that, when a liability insurer has breached 
its duty to defend its insured, the insurer may not 
later rely on policy exclusions to escape its duty to 
indemnify the insured for *2 a judgment against 
him. 
  
 

I 
Plaintiffs are two limited liability companies that 
made loans totaling $2.83 million to a third such 
company, Goldan, LLC. The loans were to be 
secured by mortgages. Goldan failed to repay the 
loans, and plaintiffs discovered that their 
mortgages had not been recorded. A bankruptcy 
petition was later filed against Goldan. 
  
Plaintiffs brought a lawsuit against Goldan and its 
two principals, Mark Goldman and Jeffrey Daniels, 
asserting a number of claims. One claim was 
asserted by each plaintiff against Daniels, a lawyer, 
for legal malpractice. Plaintiffs alleged that Daniels 
acted as their attorney with respect to their loans to 
Goldan, and that his failure to record the mortgages 
was “a departure from good and accepted legal 
practice.” 
  

Daniels notified his malpractice carrier, American 
Guarantee and Liability Insurance Company, of the 
malpractice claims against him, and forwarded a 
copy of the complaint. American Guarantee 
refused to provide “either defense or indemnity 
coverage,” for the reason, among others, that the 
allegations against Daniels “are not based on the 
rendering or failing to render legal services for 
others.” After this disclaimer, plaintiff made a 
settlement demand on Daniels for $450,000 -- 
significantly less than the $2 million limit of 
American Guarantee’s policy. Daniels transmitted 
the demand to American Guarantee, which rejected 
it for the reasons it had previously given for 
denying coverage. 
  
Daniels defaulted in plaintiffs’ action against him, 
and plaintiffs obtained a default judgment in excess 
of the policy limit. The judgment was entered only 
as to plaintiffs’ legal malpractice claims; their other 
claims against Daniels were discontinued. After 
judgment was entered, Daniels assigned to 
plaintiffs all his rights against American Guarantee 
and plaintiffs, as Daniels’s assignees, brought the 
present action against American Guarantee for 
breach of contract and bad faith failure to settle the 
underlying lawsuit. On their contract claims, 
plaintiffs seek to recover the $2 million policy 
limit, and on their bad faith claims they seek to 
recover the full amount of their default judgment. 
  
American Guarantee moved for summary judgment 
dismissing the complaint, relying on two policy 
exclusions, the so-called “insured’s status” and 
“business enterprise” exclusions. The policy issued 
by American Guarantee says, in relevant part: 
  
“This policy shall not apply to any Claim based 
upon or arising out of, in whole or in part . . . 
  
“D. the Insured’s capacity or status as: 
  
“1. an officer, director, partner, trustee, 
shareholder, manager or employee of a business 
enterprise . . . *3 
  
“E. the alleged acts or omissions by any Insured, 
with or without compensation, for any business 
enterprise, whether for profit or not-for-profit, in 
which any Insured has a Controlling Interest.” 
  
According to American Guarantee, the claim 
against Daniels arose out of his “capacity or status” 
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as a member and owner (and thus presumably at 
least a “manager”) of Goldan, and out of his “acts 
or omissions” on Goldan’s behalf. 
  
Plaintiffs cross-moved for summary judgment in 
their favor. Supreme Court granted plaintiffs’ 
motion as to the breach of contract claims, holding 
that American Guarantee breached its duty to 
defend Daniels, and was therefore bound, up to the 
$2 million limit of its policy, to pay the resulting 
judgment against him. The court dismissed the bad 
faith claims. 
  
The Appellate Division affirmed, with two justices 
dissenting in part (K2 Inv. Group, LLC v American 
Guar. & Liab. Ins. Co., 91 AD3d 401 [1st Dept 
2012]). The majority held that the exclusions 
American Guarantee relied on were inapplicable to 
the malpractice claim on which the default 
judgment against Daniels was based (id. at 
403-405). The dissent concluded that issues of fact 
existed as to whether the exclusions applied (id. at 
405-411 [Andrias, J., dissenting]). 
  
American Guarantee appeals to us as of right 
pursuant to CPLR 5601(a), on the basis of the 
two-justice dissent in its favor. Plaintiffs 
cross-appeal pursuant to leave granted by this 
Court. We now affirm on both the appeal and the 
cross-appeal. 
  
 

II 
We affirm the summary judgment in plaintiffs’ 
favor on the breach of contract claims without 
reaching the question that divided the Appellate 
Division: the applicability of the insured’s status 
exclusion and the business enterprise exclusion to 
American Guarantee’s duty to indemnify Daniels 
for a judgment based on legal malpractice. We hold 
that, by breaching its duty to defend Daniels, 
American Guarantee lost its right to rely on these 
exclusions in litigation over its indemnity 
obligation. 
  
It is quite clear that American Guarantee breached 
its duty to defend -- indeed, it does not seem to 
contend otherwise now. We summarized the law 
applicable to this issue in Automobile Ins. Co. of 
Hartford v Cook (7 NY3d 131, 137 [2006]): 
  
“It is well settled that an insurance company’s duty 
to defend is broader than its duty to indemnify. 
Indeed, the duty to defend is exceedingly broad and 

an insurer will be called upon to provide a defense 
whenever the allegations of the complaint suggest a 
reasonable possibility of coverage. If, liberally 
construed, the claim is within the embrace of the 
policy, the insurer must come forward to defend its 
insured no matter how groundless, *4 false or 
baseless the suit may be. 
  
“The duty remains even though facts outside the 
four corners of the pleadings indicate that the claim 
may be meritless or not covered . . . . Thus, an 
insurer may be required to defend under the 
contract even though it may not be required to pay 
once the litigation has run its course.” 
  
(Citations, internal quotation marks, elision and 
bracketing 
  
omitted.) 
  
Here, the complaint in the underlying lawsuit 
against Daniels unmistakably pleads a claim for 
legal malpractice. American Guarantee no doubt 
had reason to be skeptical of the claim; it is 
unusual, in a loan transaction, for lenders to retain 
a principal of the borrower to act as their lawyer, as 
plaintiffs here claimed they did. But that means 
only that the claim against Daniels may have been 
“groundless, false or baseless . . . meritless or not 
covered” -- it does not allow American Guarantee 
to escape its duty to defend. It would be different if 
the claim were collusive, but American Guarantee 
has neither claimed that plaintiffs and Daniels were 
colluding against it nor alleged any facts to support 
such a claim. 
  
It is also well established that, when an insurer has 
breached its duty to defend and is called upon to 
indemnify its insured for a judgment entered 
against it, the insurer may not assert in its defense 
grounds that would have defeated the underlying 
claim against the insured (Lang v Hanover Ins. Co., 
3 NY3d 350, 356 [2004]). As the court said in 
Mendoza v Schlossman (87 AD2d 606, 607 [2d 
Dept 1982]): 
  
“A default judgment on the issue of liability in a 
legal malpractice action disposes of the issue of the 
lawyer’s negligence and the validity of the 
underlying claim.” 
  
The rule as we have just stated it does not dispose 
of the present case, because American Guarantee is 
not relying on defenses that would have shielded 
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Daniels from malpractice liability; it is relying on 
exclusions in its insurance contract with Daniels. In 
Lang, however, we stated the rule more broadly: 
  
“[A]n insurance company that disclaims in a 
situation where coverage may be arguable is well 
advised to seek a declaratory judgment concerning 
the duty to defend or indemnify the purported 
insured. If it disclaims and declines to defend in the 
underlying *5 lawsuit without doing so, it takes the 
risk that the injured party will obtain a judgment 
against the purported insured and then seek 
payment . . . Under those circumstances, having 
chosen not to participate in the underlying lawsuit, 
the insurance carrier may litigate only the validity 
of its disclaimer and cannot challenge the liability 
or damages determination underlying the 
judgment.” 
  
(Emphasis added.) 
  
While Lang did not involve a situation like the one 
we have here, we now make clear that Lang, at 
least as it applies to such situations, means what it 
says: an insurance company that has disclaimed its 
duty to defend “may litigate only the validity of its 
disclaimer.” If the disclaimer is found bad, the 
insurance company must indemnify its insured for 
the resulting judgment, even if policy exclusions 
would otherwise have negated the duty to 
indemnify. This rule will give insurers an incentive 
to defend the cases they are bound by law to 
defend, and thus to give insureds the full benefit of 
their bargain. It would be unfair to insureds, and 
would promote unnecessary and wasteful litigation, 
if an insurer, having wrongfully abandoned its 
insured’s defense, could then require the insured to 
litigate the effect of policy exclusions on the duty 
to indemnify. 
  
Perhaps there are exceptions to the rule that we 
stated in Lang and now reaffirm. Thus, we do not 
necessarily reject (though we do not necessarily 
endorse) the decision of the Appellate Division in 
Hough v USAA Cas. Ins. Co. (93 AD3d 405 [1st 
Dept 2012]). There, the court held that an insurer’s 
“disclaimer of its duty to defend its insured in the 
underlying action does not bar it from asserting 
that its insured injured plaintiff intentionally.” The 
Hough decision could arguably be justified on the 
ground that insurance for one’s own intentional 
wrongdoing is contrary to public policy (see 
Messersmith v American Fid. Co., 232 NY 161, 
165 [1921]). But no public policy argument is 

available to American Guarantee here, and there is 
no reason to make this case an exception to the 
general rule. American Guarantee, having chosen 
to breach its duty to defend, cannot rely on policy 
exclusions to escape its duty to indemnify. 
  
 

III 
The courts below properly dismissed plaintiffs’ 
claims based on American Guarantee’s alleged bad 
faith failure to settle the malpractice claim against 
Daniels for a sum lower than the policy limit. 
  
An insurer’s rejection of a settlement offer for less 
than the full amount of its policy does not by itself 
establish the insurer’s bad faith, even when the 
insured later suffers a judgment greater than the 
policy limit. 
  
“[A] bad-faith plaintiff must establish that the 
defendant insurer *6 engaged in a pattern of 
behavior evincing a conscious or knowing 
indifference to the probability that an insured 
would be held personally accountable for a large 
judgment if a settlement offer within the policy 
limits were not accepted.” 
  
(Pavia v State Farm Mut. Auto Ins. Co., 82 NY2d 
445, 453-454 
  
[1993].) 
  
Plaintiffs have alleged no facts showing that “bad 
faith” in this sense was present here. Indeed, 
nothing in this record suggests that American 
Guarantee knew or should have known that the 
malpractice claim against Daniels was worth 
significantly more than $450,000 -- let alone more 
than the $2 million policy limit. As we have 
mentioned, it may well have been reasonable for 
American Guarantee to believe that the malpractice 
claim lacked any merit. 
  
Plaintiffs’ claim in this case is not really for a bad 
faith failure to settle, but for an alleged bad faith 
failure to defend. Plaintiffs allege that American 
Guarantee repudiated its duty to defend without 
any basis for doing so. We need not decide, 
however, whether such an allegation could ever 
support a claim for damages in excess of policy 
limits. Such a claim would require the insured to 
show, at a minimum, that the judgment against him 
would not have been entered if the insurer had 
defended the case. Plaintiffs have not alleged that 
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that is true here, and they would face an awkward 
task in making that case: it would require them to 
prove that the judgment against Daniels that they 
obtained by default could not have been obtained if 
Daniels had been defended. They have not alleged 
this, and therefore their bad faith claims cannot 
stand. 
  
Accordingly, the order of the Appellate Division 
should be affirmed, without costs. 
  
* * * * * * * * * * * * * * * * * 
  

Order affirmed, without costs. Opinion by Judge 
Smith. Chief Judge Lippman and Judges Graffeo, 
Read, Pigott and Rivera concur. Judge 
Abdus-Salaam took no part. 
  
Decided June 11, 2013 
  

Copr. (c) 2013, Secretary of State, State of New 
York 
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