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INSURINCE LiTIGATI0N

Insurer Recoupment of Defense Costs in Light of Buss:
A Moot Court Experience

As the nationwide interest in the California Supreme Court's recent decision Buss v Su
» 65 Cal.Rptr.2d 366, 939 P.2d 766 (1997), demonstrates, one of the most vexing issues in

County), Caldth

or Court (Los Angeles

modern law concerns the circumstances in which an insurer may recover from its insured the cost of defending
claims that are later found not to be covered. In order to assist subscribers in framing arguments on the recoupment
issue, we have asked two of the leading practitioners in the area to file briefs in Arch-Angel Insurance Co. v. Walter-
Raleigh, a hypothetical case pending before the Supreme Court of the State of Confusion. The case was developed
for the 1997 Mid-Winter Meeting of the Insurance Coverage Litigation and Appellate Advocacy Committees of the
American Bar Association Tort & Insurance Practice Section. William T. Barker's brief on behalf of the insurance
company appeared in the September 1, 1997 issue of Insurance Litigation Reporter. Michael Sean Quinn’s brief
on behalf of the policyholder appears in this issue of nsurance Litigation Reporter.

CERTIFICATE OF UNSETTLED QUESTION OF
STATE INSURANCE LAW

To: Supreme Court of the State of Confusion

From: United States Court of Appeals for the 12th
Circuit :

Walter Raleigh was a minister in a Protestant
denomination. Life had been good to him, and he
eventually became the senior minister of a major
“downtown” church, an influential director of a
leading seminary in his denomination, a sought-after
speaker, and a repeat author. His sermons were not
only televised but widely read.

Unfortunately, Rev. Raleigh also had z secret life.
From the time he was in seminary, Rev. Raleigh was
voraciously sexual. He kept this information to
himself and never sought therapy of any kind., Over
the years, he became more and more obsessed with
pursuing women. Some said later his super-ego was
soluble in his liberal theology. In any case, he had
numerous affairs with.. members of his various
congregations, the freqiency of which increased over
time. He propositioned:the junior administrator of
the church on and off f8¢ years, and the frequency of
these demands increased. Rev. Raleigh laid hands on
several women who ran schools connected to his
church. He insisted on picking virtually all of the
clerks, secretaries, dieticians, and the like who
worked in the church. At one time or another, he
pursued them all. Rev. Raleigh even attempted to
have sexual relations with people who sought him out
for spiritual counseling. On some occasions, he
succeeded,

Eventually, several of these women discovered
one another, banded together, formed a support
group, advertised for other women who suffered from
Rev. Raleigh’s advances, and brought a lawsuit. Inthe
suit, they alleged sexually predatory conduct a@mst
Dr. Raleigh. The theories they employed inclided
battery, intentional infliction of emotional dl&B‘ess,
negligent infliction of emotional distress, and “pure
negligence. In addition, the plaintiffs characterized
his conduct as intruding upon their privacy, and
sought damages on the basis of the tort of invasion of
privacy. Finally, without stating any facts to support
it, the plaintiffs invoked the tort of defamation. (The
women did not sue the church. Instead, they entered
into an out-of-court structured settlement with it.)

Rev. Raleigh tendered the suit against him to the
church’s commercial general liability carrier, the Arch-
Angel Insurance Company. The policies were
standard CGL policies, used all over the country,
except that they contained two unusual exclusions.
First, they excluded liability for all injuries caused by
sexual conduct of any sort, including any type abuse
or molestation. Second, they excluded coverage for
any incident arising during the course of or out of
counseling. The policies also excluded liabitity for
punitive damages. Each policy has limits of $20
million in the aggregate and $2 million per
occurrence. .

Arch-Angel determined that there might be a
remote potentiality of coverage. For this reason, it
offered to defend Rev. Raleigh, pursuant to a
reservation of rights. The letter from Arch-Angel to
Raleigh offering him a defense, which was issued
timely, reserved the following issues: (1) whether
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there was any accident; (2) whether there was any
sexual conduct; (3) whether there were any injuries
caused by anything other than sexual conduct; (4)
whether Rev. Raleigh expected or intended to injure
the plaintiffs; (5) whether there was any bodily injury;
and (6) whether any of the incidents took place
during the course of or arose out of counseling. In
addition, Arch-Angel’s letter contained the following
paragraph:

Since the Arch-Angel Insurance Company
believes that there is no coverage and no duty
to defend, it further reserves its rights to
recover any and all moneys it expends in
defending you [Reverend Raleigh]. By
accepting a defense from Arch-Angel subject
to these reservations, you acknowledge Arch-
Angel's legal right to assert these reservations,
although you waive no rights of your own.

Rev. Raleigh was represented by counsel, William
Congreve. He dispatched a letter to Arch-Angel in
response to its reservation of rights. In substance,
Congreve said that Rev. Raleigh objected to all of Arch-
Angel's reservations of its rights, “especially its
asserted right to recoupment.” Congreve'’s letter also
called upon the insurance carrier to “do the right the
thing,” and provide an unqualified defense. Congreve
went on to say that unless Arch-Angel “did the right
thing” Rev. Raleigh would reject the offer of defense,
that he (Congreve) would defend the case as
independent counsel, but that Raleigh and Congreve
woulid look to Arch-Angel to pay Congreve.

Arch-Angel responded by refusing to withdraw its
reservation of rights, but acquiescing in Congreve’s
independent representation of Rev. Raleigh. Howev-
er, Arch-Angel stated that its payment of any and all
legal fees and expensés was subject to the insurer’s
right to recoupment:“Afch-Angel’s letter went on to
state as follows: “By-accepting any payment of fees,
Rev. Raleigh and his attorney, William Congreve,
agree that Arch-Angel may recoup any fees and
expenses paid, if such recoupment is consistent with
the controlling of the state law.” Congreve responded
by accepting the offer to pay fees and expenses. His
letter to Arch-Angel included the following, however:

Rev. Raleigh believes that your payment of
fees and expenses is mandated by the
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insurance contract. In any case, your decision
to pay them is your decision. Rev. Raleigh
agrees to no right of recoupment, and he
waives no rights he may have under state law.
We believe that state law is inconsistent with
your professed view. We believe that Arch-
Angel's payment of fees and expenses stops it
from seeking recoupment. :

Arch-Angel paid counsel for Raleigh, took no part
in the management of the defense, and filed a

 declaratory judgment action in federal court, based

on diversity jurisdiction. In due course, the parties
filed cross motions for summary judgment. Arch-
Angel prevailed upon all coverage issues. The trial

court found that the duty to defend was determined ;

by the factual allegations contained in the plaintiffs’
petition. It found further that there were no factual
propositions in the plaintiffs’ complaint which, xf true,
would add up to negligence. In the absence g
fact pleadings, it does not matter, held the s
court, how a plaintiff characterizes his pleadﬁgs.; In .
order to trigger coverage, there must be assértions
which, if construed broadly, would constitute
negligence, if true. (The court noted en passant that
not every case of negligence adds up to an accident,
under a CGL policy. However, it also observed that
where human conduct was concerned, the presence
of negligence was a necessary condition for the
presence of an accident.) For the same reasons, the
court found that the plaintiffs’ assertions of causes of
action for invasion of privacy and defamation did not
trigger a duty to defend. The plaintiffs had asserted
no relevant facts. Moreover, according to the district
court, there was no allegation of bodily injury under
Coverage A, Finally, the court noted that the “Sexual
Conduct Exclusion” extended to all coverage parts of
the policy. Consequently, none of the pleadings
could trigger a cause of action.

In addition, the court held that Rev. Raleigh's
verbal requests for sexual favors constituted a type of
sexual conduct. Moreover, the court reasoned that
since defamation was asserted in the pleading without
elaboration, and since pleadings have to be construed
as a whole, it was reasonable to surmise that the
allegation of defamation was somehow connected to
Rev. Raleigh’s predatory sexuality, and it was
therefore left uncovered by the “Sexual Conduct
Exciusion.”




Rev. Raleigh filed a motion for rehearing. He
included one new point. He stated that the gist of the
plaintiffs’ complaint was that he was a sex addict.
Sexual addiction is a form of insanity, argued Rev.
Raleigh, because it is a form of obsessive-compulsive
disorder over which the person afflicted has no
control. That fact reduces the willfulness (and hence
the intentionality) of the conduct alleged against Rev.
Raleigh in the plaintiffs’ pleadings, and it therefore
brings the allegations within the realm of the
accidental. The district court overruled this motion
for a reconsideration on five bases. (1) Someone
suffering from obsessive-compulsive disorder is not
insane; (2) the complaint does not even allege
addiction; (3) not all addictions rise to the level of
compulsions or obsessions; (4) the acts of an insane
person are not necessarily accidental; and (5) even if
they were, they would be left uncovered by the
“Sexual Conduct Exclusion.” (“Insanity does not
render otherwise sexual conduct asexual,” wrote the
district judge.) .

In a subsequent ruling on the issue of
recoupment, the district court granted summary
judgment in favor of Rev. Raleigh. It did so without
an opinion, although the court noted that there was
no pertinent law in the State of Confusion, the forum
state whose law controlled. In the meantime, the case
of the women against Rev. Raleigh went to the jury in
state district court. A verdict was returned against Rev.
Raleigh based upon theories of battery and

INSURANCE LITIGATION.

intentional infliction. The jury declined to find Rev.
Raleigh negligent, and the trial judge directed verdicts
as to invasion of privacy and slander. The jury set
damages at a million dollars a plaintiff, and each
plaintiff was awarded two million dollars in punitive
damages. Rev. Raleigh instructed his lawyer not to
appeal the state court tort case. At the point final
judgment was entered in the underlying case, the
insurance company had spent $700,000.00 in defense
costs.

Both sides filed notices of appeal with respect to
the decision of the federal district court in the
declaratory judgment action. Rev. Raleigh suggested
that he would forego appealing any of the rulings of
the district judge on coverage matters, if the
insurance company would agree to seek recoupment
of only $400,000.00 in attorneys fees. The insurance
company agreed, the party stipulated that the insurer -

~ was seeking recoupment of $400,000.00 in attorneys

fees, and that those fees were reasonableif Rev.
Raleigh withdrew his appeal, and Archingel -
appealed the district court’s summary judgment
denying it a right of recoupment.

The United States Court of Appeals for the 12th
circuit now certifies the following question: Under
what circumstances if any, does a liability insurer
which pays for a defense bave a right of recoupment
when there was never any indemnity coverage and
no duty to defend?
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STATEMENT OF JURISDICTION

This ‘case is before the court on a question
certified by the United States Court of Appeais for the
Twelfth Circuit.l The Supreme Court of Confusion
has jurisdiction pursuant to the provisions of the
Constitution of the state, applicable statutes, and
court-promulgated procedural rules which authorize
this court to accept certified questions from United
States circuit courts.

QUESTION PRESENTED

What is the legal effect of the following four facts:
(1) a contract of insurance contains a duty to defend;
(2) the insured requests a defense from his insurer

pursuant to that contract; (3) the insurer decides to.

. provide the insured a defense, even though the

insurer has substantial doubts as to whether the
contract, ultimately, requires it to provide a defense;
and (4) the insurer predicates its provision of the
defense upon a reservation of rights, which the
insured expressly rejects? To be precise: is the liability
insurer entitled to recover its reasonable defense
expenditures from the insured, if 2 court of
competent jurisdiction decides that the liability
insurer was not obligated to provide the insured with
2 defense? As the federal court of appeals put it
succinctly:

Under what circumstances, if any, does a
liability insurer which pays for a defense, have
a right of recoupment when there was never
any coverage and no duty to defend?

(The United States District Court from which this
appeal was taken, granted summary judgment to the
insured on the issue of recoupment. It did so without
writing an opinion, although the court correctly noted
that there was no- pertinent law in the State of
Confusion, the forum state whose law controls.)

1. The record before this court is the certificare
from the Twelfth Circuit. This brief cites to the
pages of that document. The record is quite
short and so no references are necessary. Itis o
be found on page 586 of this issue of fnsurance
Litigation Reporter,

[ASURMCE LiTIGemoy;

STATEMENT OF THE CASE

Nature of the Proceedings

The certified question before this court arises
from the appeal of a declaratory judgment. Arch-
Angel Insurance Company, the appeliant in the
Circuit Court, filed a Complaint Seeking a Declaratory
Judgment in the United States District Court for
Confusion. Arch-Angel had issued a liability insurance
policy to a church. The senior pastor of the church,
Rev. Walter Raleigh was an additional insured.

Several women sued Rev. Raleigh alleging sexually
predatory conduct and seeking recovery on a variety
of theories. In response to that suit, Rev. Raleigh
requested a defense from Arch-Angel and Arch-Angel
offered Rev. Raleigh a defense subject to several-
reservations, including an alleged right to recover any-

. and all defense costs spent in defending Rev. Raleigh.

He rejected the defense subject to these reservai
Rev. Raleigh controlled his own defense:
insurance company did not direct the defens

any -

extent; however, the insurer paid for the defensem '

full. Eventually, Arch-Angel spent $700,000 defending
Rev. Raleigh.

After these arrangements were concluded, Arch-
Angel filed an action seeking a declaratory judgment
regarding its rights and duties under the insurance
contract. Before the resolution of the underlying
action, the district court determined that Arch-Angel
had no duty to defend Raleigh. Subsequently, Arch-
Angel moved to recoup its defense costs. The district
court denied its motion.

Raleigh appealed the district court’s declaratory
judgment. However, Raleigh agreed to withdraw his
appeal on coverage, in exchange for an agreement
with Arch-Angel to limit its claim for recoupment to
$400,000. Thus, the only issue before the Twelfth
Circuit was Arch-Angel’s recoupment claim. That is
the question certified to this court. In all likelihood
this court’s answer to the question posed by the
Twelfth Circuit will dispose of this insurance case in
short order.

STATEMENT OF FACTS

This section will briefly review the issues in the
underlying tort case, the insurance contract at issue
in this case, Rev. Raleigh’s application for a defense,
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the insurer’s conduct following upon that request,
and the evolution of the coverage action.

The Underlying Case

Several women accused Rev. Raleigh of sexual
misconduct. Some of these accusations arose out of
the context of spiritual counseling. A group of such
women sued Rev. Raleigh in state district court, They
proceeded upon legal theories of battery, intentional
infliction of emotional distress, negligent infliction of
emotional distress, pure negligence, invasion of
privacy, and defamation. Interestingly, the plaintiffs’
Complaint contained no facts from which the
commission of the tort of defamation could be
inferred. Instead, the charging instrument bluntly
asserted the occurrence of the tort but said nothing
further.

The Insurance Coniract

Arch-Angel issued a standard commercial general
liability (“CGL™) policy to the church at which Rev.
Raleigh was the head minister, and he was an
additional insured under the policy. The contract
contained limits of $2,000,000 per occurrence and
$20,000,000 in the aggregate. In addition, it contained
three exclusionary endorsements, over and above
those found in the usual CGL policy forms. Those
endorsements withheld coverage for:

(1)7all injuries arising by any sort of sexual
conduct of any sort, including any type of
abuse or molestation” (“Sexual Conduct
Exclusion™);

(2)"any incident;

ising in the course of or out
of counseling;”

(3)“punitive dam‘a.ges,_’{

Of course, all the usual exclusions were included in
the body of the contract.

As is customary with CGL insurance contracts, the
relevant promises of indemnity were divided into two
separate sections, “Coverage A” and “Coverage B.”
The insuring agreement for Coverage A, in relevant
part, provides coverage for bodily injury caused byan
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occurrence. The term “occurrence” is defined as “an .

accident, including continuous or repeated exposure
to substantially the same general harmful conditions.”
(The term “bodily injury” is also a defined term. It
means “bodily injury, sickness, or disease sustained
by a person, including death resulting from any of
these atany time."?) As stated, the insuring agreement
in Coverage A is subject to a number of standard
exclusions. Only one of the exclusions is relevant
here: “This insurance does not apply to: ‘bodily
injury’. . .expected or intended from the standpoint
of the insured.” Notice that it is the injury which must
be expected or intended. This exclusion is 7ot an
intentional act exclusion. To the extent that
intentional acts are excluded from Coverage A. They
are excluded by the definition of the term
“occurrence.” '

Coverage B provides indemnity-coverage and * -
- defense-coverage for situations in which 'a’ %ersoﬂ

-«

sustains damages as a result of personal injury
by an insured.” The phrase “personal: injity
defined as any “injury, other than ’bodill Ay
arising out of one or more of the following offenses:
Oral or written publication of material that slanders
or libels a person. . .Oral or written publications of
material that violates a persons right of privacy.”

The Provision of the Defense

Rev. Raleigh sought a defense from his liability
carrier, Arch-Angel. It offered to defend Rev. Raleigh,
but it attempted to subject its provision of that
defense to the following reservations:

(Dwhether there was any accident;

(2)whether Rev. Raleigh had engaged in
sexual conduct;

(3)whether any of the injuries alleged by the
plaintiffs in the underlying action were caused
by anything other than sexual conduct;

(Dwhether Rev. Raleigh expected or
intended to injure the piaintiffs;

2. Is there anything circular about this definition?




(5)whether there was any “bodily injury,” as
that phrase is defined in the policy;

(6)whether any of the liability-generating
conduct took place during the course of or
arose out of counseling; and

(7)whether Arch-Angel could recover its
defense expenditures, if it were ever
adjudicated that Arch-Angel never had a duty
to defend.

Arch-Angel put its seventh point as follows:

Since the Arch-Angel Insurance Co. believes
that there is no coverage and no duty to
defend, it further reserves its right to recover
any and all monies it expends in defending
you [Rev. Raleigh]. By accepting the defense
from Arch-Angel subject to these reservations,
you acknowledge Arch-Angel's legal right to -
assert these reservations, although you waive
no rights of your own.

These reservations need some explication. (1) If
there were no accident, there could be no

“occurrence” (as that term is defined in the policy) .

and therefore no insurance whatever under Coverage
A. Given the definition of the term “occurrence” Arch-
Angel was also seeking to determine whether Rev.
Raleigh’s conduct constituted “continuous or repeat-
ed éxposure to subs tantiaily the same general harmful
conditions,” thereby triggering the definition of the
term “occurrence.” (2)-(3) Reserving on the issue of
the existence of sexual conduct, Arch-Angel was
attempting to determine whether the “Sexual
Conduct Exclusion”;applied to. all of the things Rev.
Raleigh did. Some of What Rev. Raleigh did included
sexual talk. Rev. Raleigh took the position that sex-talk
is not sexual conduct, and — of course — the carrier
took the opposite view. (4) Some courts have held
that conduct in the range alleged against Rev. Raleigh
is automatically, as a matter of law, expected or
intended to inflict injury. See Houg v. State Farm Fire
& Casualty Co., 481 N.W.2d 393 (Minn. App. 1992).
The thrust of the insurance carrier’s reservation was
to determine whether that entailment applied in the
State of Confusion. (5) Arch-Angel reserved on
“badily injury” because it wanted an adjudication as

[ASURICE LiTigamyay

to whether emotional injuries, neurotic disturbances,
and mental breakdowns (all of which were alleged
against Rev. Raleigh) could constitute “bodily injury,”
as that term is defined in the insurance contract.
Physical injuries to the bodies of the plaintiffs were
not alleged. (6) By reserving its rights on counseling-
related issues, the carrier was trying not only to
provide itself with an opportunity to quit defending
but also to obtain a declaratory judgment of non-
coverage with respect to injuries arising during or out
of counseling relationships. (7) By issuing a
reservation of rights with respect to recoupment of
defense costs, the carrier was attempting to suggest
two things: (a) that it could defend its insured before
obtaining a declaratory judgment as to the duty to
defend and (b) that it could later recover monies it
paid pursuant to undertaking its insured’s defense, if
it obtained a declaration of no duty to defend.
Reservations (1)-(6) are all fairly routine. The last

 reservation, (7), is revolutionary and far'reac@)g. It

is not a routine fixture in reservation of rights letters
dispatched by insurers. Rev. Raleigh recognized the
innovative — indeed, radical — nature of the carrier’s.
attempt to reserve its rights to get its defense dollars
back. While he objected to all of Arch-Angel’s
reservations, Rev. Raleigh singled out. for special
condemnation “its asserted right for recoupment.”

Because of Rev. Raleigh’s rejection of its
reservations of rights, Arch-Angel agreed to permit
Raleigh to conduct his own defense through
independent counsel and to pay the fees and
expenses of independent counsel as they became
due. It refused to withdraw its reservation of rights,
however, and it specifically stood upon its right to
recoupment. Arch-Angel's letter stated thar “fbly
accepting any payment of fees Rev. Raleigh...agree[s]
that Arch-Angel may recoup any f{legal] fees and
[defense] expenses paid, if such recoupment is
consistent with controlling state law.” Rev. Raleigh
responded as follows:

your payment of fees and expenses is
mandated by the insurance contract. In any
case, your decision to pay them is your
decision. Rev. Raleigh agrees to no right of
recoupment, and he waives no right he may
have under state law. Rev. Raleigh believe(s]
that state law is inconsistent with your
professed view. Rev. Raleigh believe[s] that
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Arch-Angel's payment of fees [e]stops it from
seeking recoupment.

Thereafter, Arch-Angel paid Rev. Raleigh legal fees
and expenses but had no active involvement in
formulating or managing the defense,

The Federal Declaratory Judgment Action

Arch-Angel brought a declaratory judgment
action in federal court to determine its rights and
duties under the insurance contract. Arch-Angel and
Raleigh filed cross motion for summary judgment,
and the district court determined that Arch-Angel had

no duty to defend Rev. Raleigh. In general, the court

held that the factual allegations in the Complaint in
the underlying tort action did not add up to an
“occurrence.” The district court also concluded that
no “bodily injury,” as that term is used in the insurance
contract, was pleaded. It found further that the
“Sexual Conduct Exclusion” covered all of the
activities about which the plaintiffs complained. The
district judge went on to find that none of the
allegations in the Complaint stated any facts which
might constitute defamation. And finally, he found
that no pleaded facts amounted to the allegation that
the plaintiff's privacy had been invaded by means of
any oral or written statement. Because there was no
potential for indemnity under the insurance contract,
the district court held that there was no duty to
defend. In a subsequent order, the district court
granted Rev. Raleigh summary judgment on Arch-
Angel’s plea for recoupment. In its order, the court
noted that the jurisprudence of the State of Confusion
contained no applicable faw, 3

Tort Acfion Outcome

The jury found Rev: Raleigh liable to the plaintiffs
in the underlying tort action. The jury verdict was
based upon theories of battery and the intentional
infliction of emotional distress. The jury expressly
declined to find Rev. Raleigh negligent. Before the
case was sent to the jury, the trial judge directed
verdicts as to invasion of privacy and defamation. The
jury awarded each plaintiff $1 million in compensato-
ry damages and $2 million in punitive damages. Rev.
Raleigh did not appeal the judgment which was
eventually entered in the state court tort case.
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SUMMARY OF THE ARGUMENT

When a liability insurer conducts and/or pays for
the defense of one of its insureds because the carrier
is not sure whether it has a duty to defend under the
applicable contract of insurance, the insurance carrier
should 7ot be permitted to recover the money it
spends in the defense of its insured simply because it
turns out, ultimately, that the contract did not require
the carrier to defend its insured. This proposition is
true for several reasons.

First, when an insurer provides a defense because
of its own uncertainty, the insured is not unjustly
enriched by the fact that the insurance company paid
for the defense. It is a2 fundamental principle of
insurance law and practice that uncertainty favors
coverage. Notice, for example, that ambiguities favor
the policyholder.

Second, Arch-Angel’s suggestion that an adjudica-
tion of no duty-to-defend creates in the insugance
company a right to recover monies already paid to

.l'i\'

defend an insured is not only novel butradicak Itis .

contrary 10 well established patterns of conduét and.

deeply entrenched implicit agreements in the field of

liability insurance. Wild departures from established

traditions are not usually the business of common law
courts. Common law courts usually work incremen-
tally, and they generally (whether implicitly or
explicitly) demand sound economic justification for

3. Rev. Raleigh filed a motion for re-hearing. He
took the position that the plaintiffs complaint, in
effect, characterized him as a sex addict. Rev.
Raleigh suggested that sexual addiction is a form
of insanity because it is a form of obsessive-com-
pulsive disorder over which the afflicted person
has no control. Rev. Raleigh further suggested
that obsessive-compulsive conduct isn't really
wiliful and hence that it isn't really intentional,
and so is accidental. The court overruled this
motion on a variety of bases: obsessive compui-
sive disorders are not the equivalent of insanity;
the plaintiff's complaint in the underlying tort
case did not even refer to any addiction; not all
addictions are compulsions are obsessions; the
acts of an insane person are not necessarily acci-
dental; and even if the acts of an insane person
were accidental, so long as they took a sexual’
form, they would be left uncovered by the “Sex-
ual Conduct Exclusion.”



Q revisionist decisions. There is no reason whatsoever

to suppose that insurance companies operating at a
profit do not, in the premiums they charge,
adequately provide for the duty-to-defend expendi-
tures generated by uncertainty.

Third, Arch-Angel suggests that unless it has a
right to recover duty-to-defend expenditures which
are subsequently shown not to be required by law, the
law will be tantamount to imposing a forfeiture upon
a liability insurer. This is an obscure proposal. Arch-
Angel is not suggesting that its defense expenditures
constitute a forfeit. Rather, it is suggesting that it
decided to fund Rev. Raleigh’s defense because it was
worried about a possible forfeiture. The “forfeiture”
Arch-Angel has in mind is the damages it would have
to pay if it refrained from defending Raleigh and
“guessed” wrong. The damages it would face might or
might not be just, but under no circumstances do they
constitute a forfeiture. Arch-Angel suffered no
forfeiture.

Fourth, Arch-Angel suggests that the principles of
restitution straight-forwardly applied to the Arch-
Angel/Raleigh situation, require that Rev. Raleigh
make restitution to Arch-Angel. Arch-Angel has
misconstrued the law of restitution. In most
jurisdictions, the general law of restitution does not
apply straightaway to most situations governed by the
law of insurance. There are several fixed places in the
law of insurance where the law of restitution has a
niche, such as subjugation, but none of them even
remotely suggests that the law of restitution ought to
be applied directly to the duty to defend.

Fifth, Arch-Angel’s suggestion is breathtakingly
innovative. There is 720 authority in this jurisdiction
supporting Arch-Angel's position. There is no
precedent fos it in thc vast majority of American
jurisdictions; and the.pr
jurisdiction which- have: applicable authority,
California, is fragmentary,' ill-reasoned, and divided.
In the last decade, or so, a few intermediate-level
appellate courts and district courts of record have
faced our question, or one close to it. Some have
permitted recovery by insurers, but the best reasoned
opinions have denied it.* On July 24, 1997, the
California Supreme Court considered a question

4. Travelers Ins. Co. Lesher, 231 Cal. Rptr. 791
(Cal. App. 1986).
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somewhat similar — but by no means identical — to
the i zssue now before this Court. In Buss v. Superior
Court,? the California Supreme Court held that when
some claims against a defendant-insured present a
duty to defend and some do not, the defendant’s
liability insurer has a duty to defend the entire lawsuit.
However, if the insurer can prove that some defense
expenses were entirely devoted to the defense of
claims for which there was no potentiality for
indemnity coverage, then the insurer may obtain
restitution from the insured of its expenses for those
claims. Obviously, the holding in Buss does not have
immediate relevance to the claim now before the
Supreme Court of Confusion. In Buss there were
claims for which there was coverage and claims for
which there was no coverage. Unquestionably, the
insurer in that case had a duty to defend the entire
case. This case is quite different: It has been
determined that the liability insurer never owed Rev.
Raleigh any duty to defend. Here, the insurerHiad no.
legal duty to defend any of the case. This dlstiqcnon
crucial. The difference alters any possible foundauon
for the insurer’s application for restitution. Further,
different social policies are involved in thinking about
whether the law should award 2 liability insurer
restitution.

Sixth, Arch-Angel suggests that Rev. Raleigh
would suffer no detriment or injury by requiring the
repayment of legal fees to which he never had any
right. It bolsters his position by pointing out that Rev.
Raleigh accepted these payments knowing that Arch-
Angel might attempt to recover them. The thesis that
Rev. Raleigh suffers no detriment or injury by being
required to repay fees to which he never had a
contractual right is not only dead wrong in the context
of insurance law, it is beside the point,

Seventh, part of the law of restitution is based on
mistake. Under the law of restitution, when a person
makes a payment by mistake, he can recover the
payment under a theory of restitution. Impliedly,
Arch-Angel takes the position that it made a relevant
type of mistake in this case and is therefore entitled
to restitution. In reality, it is unclear that what Arch-
Angel did was really a mistake. It did what it wanted

5. 16 Cal. 4th 35, 65 Cal. Rptr. 2d 366, 939 P.2d
766 (1997).
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to do. Even if there was a mistake, it was not a mistake
of the right sort. It was not based on an error about
any fact. It was based on the insurer’s pursuing its
own interest.

Eighth, there is no evidence in the record of the
extent to which Rev. Raleigh was enriched. Whether
unjustly or not. Since the measure of any award to a
Plaintiff upon a theory of restitution is the extent to
which the defendant was unjustly enriched, there
must be proof as to the extent he was enriched at all.
There is no such proof here, so Arch-Ange!’ case must
fail.

Finally, a crucial premise in the argument of Arch-
Angel is that it suffered a loss. The premise is true
only if Acch-Angel has not included money to finance
decisions on the side of caution in providing
contractually unrequired defenses to its insureds, that
is, only if Arch-Angel has not applied the principles
of risk-pooling to finance difficult-to-call defense
decisions. If Arch-Angel has allocated any premium
dollars to finance this activity, then if it were to obtain
reimbursement from Raleigh, it would be Arch-Angel
which has been unjustly enriched, not Rev. Raleigh.

Alas, there is no evidence in the record about this

matter.

ARGUMENT

Normally, it is for the appellant to formulate the
terms of the argument by stating points of appeal (or,
points of error). Traditionally, appellees respond to
those points. Because we are dealing with a certified
question, the traditional £ rmat. for the appellee’s
brief, cannot be follow erefore, the contents of
this section will be an elabération of the seven points

set forth in the “Summary of the Argument.” Each of

these points tends to demonstrate two points. First,
Arch-Angel does not have a right to recoup its defense
expenses in this case. Second, there are hardly any
circumstances, in today’s world, where a liability
insurer which pays for a defense has a right of
recoupment, when it is subsequently determined that
(despite appearances) there never was any coverage
and no duty to defend.
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PRACTICES FOR

dent duties to indemnify and to defend: have -

. A LIABILITY INSURER WHICH PROVIDES A .

DEFENSE TO AN INSURED AND SUBSEQUENTLY
OBTAINS A DECLARATORY ADJUDICATION THAT
IT NEVER ACTUALLY HAD A DUTY TO DEFEND
SHOULD NOT LATER BE ENTITLED TO THE
RECOVERY-RECOUPMENT OF ITS DEFENSE
EXPENSES. THE GRANTING OF SUCH RECOVERY
WOULD BE A SUBSTANTIAL DEPARTURE FROM
ESTABLISHED BUSINESS NORMS AND TRADE
WHICH NGO LEGAL OR
ECONOMIC JUSTIFICATION HAS BEEN OFFERED,

The discussion of this point will be divided into
two parts. The first subsection develops general
considerations. The second subsection applies these
general considerations to the facts of this case,

A. General Issues

Liability insurance contracts containing mdegen

available in the United States for a century, or so<_

types of primary liability insurance confer upozagthﬁ

insurer the right and duty to defend the insured when
the insured is accused in a law suit of conduct which
is potentially covered. The insured’s right to 2 defense
is a valuable right. Many an insured needs its right to
a defense more than it needs its right to indemnity.
For many insureds it is much more common to be
sued than to be held liable. Oft times an insured which
is found to be a tortfeasor is liable for only small
damages — frequently those damages are exceeded
by the costs of defense. The cost of a defense
frequently exceeds the price of a settlement or the
amount of a judgment.

_ Aliability insurer’s duty to defend is much broader
than its duty to pay the tort victim on behalf of the
liable tortfeasor for whom there is coverage.6 State
courts generaily apply one of two rules in deciding the
duty to defend. The first one, which is the majority
rule, is often called the “Eight Corners Rule.”
According to it, an insurer is duty-bound to defend its
insured, if the petition (or, complaint) states facts
which are within the insuring agreement, not within
any exclusion, and which if proved would add up to
liability on the part of the insured-defendant.

6. Jeffrey W. Stempel, INTERPRETATION OF INSUR-
ANCE CONTRACTS (“Stempel™) § 31.10.1 (1994),
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The “Eight Corners Rule” is the rule in the State

of Confusion. This rule is beset by three principal
problems. Each of these problems can make duty-to-
defend decisions difficult.

First, the requirement of fact pleading is
inconsistent with the notice pleading requirement
which presently controls virtually every jurisdiction.
The mﬂuenual case of Gray v. Zurich Insurance
Company’ expressly noted this problem.

Second, the requirement of fact pleadings implicit
in the Eight Comers Rule does not comport easily

with the logical foundations of Coverage B. Coverage -

A is fact-based. The insuring agreement of Coverage
A is triggered when an event which is an accident or
a harmful condition is alleged. Obviously, both events
and conditions are factual. In contrast, Coverage B is
offense-based. The insuring agreement of Coverage B
is triggered when an offense is proved. The Eight

Corners Rule says nothing about how an offense must .

be pled. If contemporary notice pleadings standards
are employed, then an offense is properly pleaded
when it is bare-bones named. Obviously, that
approach is inconsistent with the spirit of the Eight
Corners Rule.

Third, the majority rule permits an insurer to deny
its insured a defense even if the insurer knows facts
which, if pled, would entitle the insured to a defense.
Conversely, it requires the insurer to defend even if
everyone knows that the pleadings are fraudulent.
The majority rule turns solely upon what has in fact
been pled. Truth and knowledge count for nothing.
Consequently, some states have adopted a minority
rule, which might be called the “Eight Corners-Plus
Rule.” According to this rule, a liability insurer must
defend its insured if the terms of the Eight Corner
Rule are met or if the insurer has good reason to
believe that the insured would be entitled to a defense
if the plaintiff had d his case more vigorously.?

Both of these: Share a significant essence:
there is a duty toidefend if there is potentially
coverage.’ Professor Stempel has put the point this
way: under the well-entrenched and universally
accepted rules governing the duty to defend, there is
a duty to defend when “the claim [is] arguably or
potentially within the indemnity coverage provided
by the insurance agreement.”!? In many jurisdictions,

7. 419 P.2d 168 (Cal. 1966).

the insurer bears the burden of showing that he has
no duty to defend. !

Not only is the duty to defend quite broad and
amorphous, it is a right belonging to the insured. This
fact is of tremendous economic significance. Defense
costs can be ruinous. Insurers may not refuse to

8. Some cases are even broader. John Markel
Ford, Inc. v. Auto-Owner’s Ins. Co., 543 N.W. 2d
173 (Neb. 1996)(*{A]n insurer's duty to defend is
broader than its duty to indemnify. An insurer
has a duty to defend its insured whenever it
ascertains facts which give rise to the potential of
liability under the policy...[A]n insurer’s obligated
to defend if (1) the allegations of the complaint if
true, would obligate the insurer to indemnify, or .~ -
(2) a reasonable investigation of the actual facts = .
by the insurer would or does disclose facts that |
would obligate the insurer to indemnify.” Id; at:
179.) See Stempel, supra at 31.10.1.at°781. :
9. Doev. Liberty Mutual Ins. Co.,-667 Nij -
1149 (Mass. 1996). (“It is well settled i in thisforis-
diction that a liability insurer owes a broad duty
to defend against any claims that create 2 poten-
tial for indemnity.'[I)f the allegations of the [3rd
party] compiaint are 'reasonably susceptible' of
an interpretation that they state or adumbrate a
claim covered by the policy terms, the insurer
must undertake the defense.) Liberty Mutual Ins.
Co. v. SCA Servs,, Inc., 588 N.E. 2d 1346 (Mass.
1992), quoting Sterlite Court v. Continental Casu-
alty Co. 458 N.E. 2d 338 (Mass. 1983); Constitu-
tion Associates v. New Hampshire Mut. Ins. Co,,
930 P.2d 556 (Colo. 1996). (“The duty to defend
is triggered more easily than is the duty to indem-
nify. Generally, the duty to defend arises where
the alleged facts even potentially fall within the
scope of coverage....” Id. at 563.); John Markel
Ford. Inc. v. Auto-Owner's Ins. Co., 543 N.W, 2d
173 (Neb. 1996){The duty to defend exists when-
ever there is “the potential of liability under the
policy. Allstate Ins. Co. v. Novak, 313 N.W. 2d 636
(Neb. 1981).M; Chantel Associates v. Mount Ver-
non Fire Ins. Co. 656 A.2d 779 (Md. 1995)(“[A]ln
insurer's duty to defend is triggered when an
examination of the policy, the complaint [,] and
appropriate extrinsic evidence discloses a poten-
tiality of coverage under an insurance policy.” 1d.
at 784);

10. Stempel, supra note 6 §31.10.1 at 779 (foot-
note omitted and emphasis added).
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defend lightly. Liability insurers are in the business of
drafting insurance contracts and making duty-to-
defend decisions. Insurance contracts are generally
quite unclear as to precisely how the duty to defend
is triggered.’? Case law and widely understood
customs fill in this blank. On this basis, liability
insurers make duty to defend decisions every day.
Insureds hardly ever make these decisions. In the vast
majority of cases, insureds depend upon insurers to
make these decisions accurately and in accordance
with the rules which favor duty-to-defend coverage.

American culture seems litigious. Television
news, newspapers, and popular news magazines
frequently contain stories about civil litigation. There
are substantial arguments as to whether it is more
litigious now than it used to be. Some scholars even
dispute whether it really is litigious. Nevertheless,

11. See North Star Mutual Ins. Co. v. Kneen, 484
N.W. 2d. 908 (5.D. 1992). (The case also endorses -
Stempel's view that there is a duty to defend if
the face of the pleadings even "arguably' augur a
duty to defend. This is true even if the pleadings
are ambiguous. Id. at 912). Chantel Associates v.
Mount Vernon Fire Ins. Co., 656 A 2d 779 (Md.
19935) (duty to defend arises when there is a2
potentiality for coverage); Horace Mann Ins. Co.
v. Barbara B., 486 P.2d. 792 (Cal. 1993).(A “liabil-
ity insurer owes a broad duty to defend its
insured against claims that create a potential for
indemnity.” Id. at 795.); Hecla Mining Co. v. New
Hampshire Ins. Co., 811 P.2d 1083 (Colo.
1991)(“An insurer seeking to avoid its duty to
defend an insured bears a heavy burden. An
insurer's duty to defend arises when the underly-
ing complaint against the insurer alleges any facts
that might fall within the coverage of the pol-
icy....'[W]here the-insurer's duty to defend is not
apparent from:the pléadings in the case against
the insured, but the: allegations do state z claim
which is potentially or arguably within the pol-
icy coverage, or there is some doubt as to
whether a theory of recovery within the policy
coverage bas been pleaded, the insurer must
accept the defense of the case.' City of Wil-
loughby Hills v. Cincinnati Ins. Co., 459 N.E. 2d
555, 558 (Ohio 1984).” Id. at 1089).

12. Stempel, supra note 5 at § 31.10.1 (acknowl-
edging the duty to defend language in an insur-
ance policy is “incomplete™.
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many businesses get sued, from time to time, and it
is not unheard of for a person to be a plaintiff, now
and again. Individuals are even defendants
occasionally, as in this case. Consequently, having a
right to a defense under an insurance policy is a
valuable right. One of the underlying themes of
American jurisprudence is that liability insurance
should be an important mechanism for financing tort
litigation. Liability insurance pays for defenses, and,
ultimately, because of the contingency fee system, it
pays the fees of plaintiffs’ lawyers. In the United
States, tort litigation and insurance, as a matter of
public policy, go hand in hand.

From this point of view, Arch-Angel has done
nothing less than ask this court to substantially

revolutionize the economic organization of American.

tort litigation, This is not a step which should be taken

lightly. It is not a step which should Be undertaken -
. without substantial evidence before a trial court on’

the economic organization of tort Iitigatic’zi%fa_ndg
liability insurance markets. It is not a step:-which

should be undertaken without substantial evidence as
to the consequences of such a reorganizatidn. If
insurance companies are permitted 10 recoup
defense expenses, it is virtually inevitable that they
will attempt to do so more frequently and in more
jurisdictions than they have done up until now. As a
result, declaratory judgment litigation focused on the
duty to defend will increase. Insurers will be busily
developing evidence against their insureds, even as
the self-alleged victim does so.

The social function of insurance is risk pooling. It
is a method for financing loss in a relatively efficient
and relatively painless way. This is true of both first
party insurance (such as property insurance), and
third party insurance (in particular, liability insurance)
Another important social function of liability
insurance is to bring finality to accidents and losses.
Tortfeasors — whether alleged or actual — are able
to put losses behind them and get on with life, The
insurance company takes over the defense of the
lawsuit, and it pays whatever judgment there is, so
tong as it is within policy limits. Over a century's
experience has taught us that involvement in
accidents and the sort of safety audits often required
in the underwriting phase of insurance are sufficient
to deter much similar future negligence. Hence, just
as finality is a good thing in litigation, finality is a good
thing in ordinary existence and in business life. Arch-




@ Angel wishes to undermine this sort of very valuable

finality. Presumably, no court will permit a liability
insurer to obtain restitution of legal fees from the
insured-defendant whilst the underlying tort case is
continuing. Therefore, such restitutionary recoveries
will have to proceed after the underlying tort case is
fully resolved. If the tort case is fully litigated, that
could be several years after it begins. So, Arch-Angel
is suggesting that people who have been accused of
actionable conduct shall first be exposed to the rigors
of the tort case, and then shall be exposed to a second
lawsuit to determine who will ultimately bear the
burden of the already expended legal costs. If the
general rule proposed by Arch-Angel is adopted, the
insurer may even have been in charge of the defense
— in charge of spending the money.

Arch-Angel seems to have no feel at all for the
salutary proposition: All good things must come to
an end. Although it may be disappointing for lawyers
to digest this idea, it applies even to litigation. A
liability insurer should understand this. )

Moreover, if Arch-Angel has its way, another form
of conduct will increase. If insureds face the possibility
of their liability insurers’ recouping defense expenses,
rational insureds who are also accused tortfeasors will
cooperate with plaintiff’s counsel in making absolute-
ly certain that the allegations in the plaintiffs
complaint trigger the duty to defend. This kind of
cooperation exists already, to some degree. Most non-
lawyers who hear of it are appalled. Indeed, many
lawyers who hear of it, and — indeed — not a fewwho
participate in it, have ethical qualms about what they
are doing. If Arch-Angel obtains the remedy it seeks,
this kind of questionable coordinative conduct will
increase dramatically. It would have been fairly simple
to make sure that the case of Several Women v.
Raleigh, the underlying tort case we are considering,
was pleaded in such 4%ay that the duty to defend was
unquestionably triggered:. From this follows a
perfectly general poing*?” Unless the Courts wish to
encourage coordination between plaintiffs and
insured-defendants, they should be veryleery of Arch-
Angel’s invitation.

Finally, in every American jurisdiction, ambigu-
ities, uncertainties, and vagaries 0 be found in
insurance contracts are resolved in favor of coverage.
In some jurisdictions, some ambiguities are automat-
ically resolved in favor of coverage. In other
jurisdictions, ambiguities are resolved in favor of

[NSURANGE LTIGATION,

coverage only after extrinsic evidence and other rules
of interpretation are exhausted without resolving the
ambiguity.14 :

It would be hard to find a section of an insurance
policy which is more ambiguous than the duty to
defend language. The ambiguity arises not from the
use of terms with more than one meaning, or from
the use of vague terms. Rather, the ambiguity arises
because the specification of the insurer’s duty to
defend is so sketchy, so incomplete, so inarticulate,
and so contradictory to its very core. For decades,
insurers and insureds, alike, have relied upon judicial
decisions to fill out the contours of the duty to defend.
Liability insurers could have rewritten their policies to
articulate the duty to defend with some rigor. This has
been done elsewhere in the CGL policy, for example,
after trouble arose. Consider, for example, the
language which is now almost universally: used in

- “otherinsurance” sections. But the insurance industry

has not done this for the duty-to defend language.
Instead, it has relied upon common practicé§ and -

13.There was once a law school professor of
insurance law who routinely beat his students,
former students, and all other comers $100 per
transaction, that there was no case which could
not be pleaded in such a way as to trigger cover-
age. No student, or former student, ever obliged
him to pay any of these bets, hard though many
of them tried. He is known to have thrown an
annual bash for students and former students
with the revenues he received from former stu-
dents, and others, paying off their bets. Imagine
how many restitution law suits could be gener-
ated if this same fellow left the groves of academe
and went into the consulting business. Does the
State of Confusion really wish to face this kind of
burst dam? By the way, the foolproof method to
plead Several Women v. Raleigh and trigger the
duty to defend was (i) to avoid all mention of
both sex and counseling in the pleadings and (i)
to allege bodily injury.

14. See National Union Fire Ins. Co. of Pgh., PA. v. CBI
Industries, Inc., 907 5.W. 2d 517 (Tex. 19935); State
Farm Life Ins. Co. Beaston, 907 S.W.2d 430 (Tex. 1994);
Michael Sean Quinn, Liability Insurance Contracis: A
Primer, 34 Tex ]. Bus. L. 2, 18-26 (1997); Michael Sean
Quinn and H. Michelle Caldwell, fnsurance Contracts
and Semantic Inguiry: The Case of the Limited Pollu-
tion Exclusion, ENVIRONMENTAL CLAIMS J. 275
(1992).
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common understandings which have been generated
by many years of commeon law judicial decisions and
benignly cooperative conduct in insurance markets.
Now, Arch-Angel wants to upset that applecart, and
its brief - by omission - appears to pretend that nearly
a century of established customary practice does not
exist.

We are not arguing that Arch-Angel had a duty to
defend as a result of the ambiguity of the duty-to-
defend language in the insurance contract. Even if
that proposition is true, it has been already resolved
out of this case. We are suggesting that one expression
of the strength of the system of pro-coverage rules, of
which the contra-insurer ambiguity norm is one, is the
lack of a restitutionary remedy against an insured
which receives a defense not mandated by the
insurance contract.

For a hundred years, from the moment liability
insurance contracts came into being and into court,
common law courts have been wiser than this. One of
the key features of common law decision-making is
incrementalism. The web of the common law
discourages radical departures, gigantic innovations,
- and legal transformations which could have all sorts
of unintended consequences. Traditionally, these
sorts of changes are best sought from legislatures or
from regulatory authorities. Judge-made law empha-
sizes custom, continuity, predictability, and succes-
sive adaptation, along with flexdbility and a capacity for
incremental growth. 15

B. Principles Applied

Arch-Angel faced a very uncertain situation, when
it made its duty-to-defend decision in Rev. Raleigh’s
case. The plaintiff’s pleadings expressly alleged that
Rev. Raleigh had committed the offense of
defamation. The instrument alleged no facts in
support of that bold allegation, but the “offense” —
to use the language of the insurance policy — was

pleaded. Similarly, the pleading alleged invasion of
privacy. The pleading was ambiguous because it did

not link up the alleged invasion of privacy with the

15. See Davis v. Davis, 521 5.W.2d 603, 608 (Tex.
1975) (a clear case illustrating well-established,
nearly universal principles). See also Melvin Aron
Eisenberg, THE NATURE OF THE COMMON AW
(1988).
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defamatory use of language. Nevertheless, that ‘

connection was quite possible. The petition pleaded
negligence. Most insurance claims-persons believe
that a pleading of negligence invokes the “occur-
rence”-based (i.e., “accident™) language of Coverage
A. (After all, virtually anything which involves
negligence involves neglect, and virtually any case of
neglect can be described as something which
happens accidentally or which involves an accidental
feature.) Moreover, the underlying complaint alleged
negligent infliction of emotional distress. It is an open
question in the law of this state whether emotional
injuries may constitute a kind of “bodily injury” within
the meaning of the CGL insurance contract. Some
states have held that mental and emotional injuries
can be “bodxly injury” within the meaning of the
policy.1® Moreover, given the strength of the contra-
insurer ambiguity norm (which prescribes that all
ambiguities not otherwise resolvable shall be

interpreted in favor of coverage, even if t.hase are-

more reasonable interpretations which would Fesult
in no coverage), it was entirely uncertain that the
“Sexual Conduct Exclusion” would abridge coverage
for tortious injuries resulting from talk. After all, in
ordinary English, there is a substantial difference
between conduct and words. (Don't we say that
“Actions speak louder than words™? Does this maxim
not 1mpiy that speech is not ipso facto a form of
acnon?)

For at least these reasons, and perhaps others,
Arch-Angel was in a position of substantial uncertainty
when it made its duty-to-defend decision. Given the
well established norms -and practices of liability
insurance markets, and given the power of the contra-
insurer ambiguity norm when applied to the duty-to-
defend language in both Coverage A and Coverage B,
Arch-Angel should not be permitted to shift the
expense of defending its insured, from itself to that
very insured. When liability insurers are uncertain
about what to do, they are supposed to defend. This
is the way the system has worked for generations. In
one sense, Arch-Angel did not make a mistake. It did

16. Peter J. Neeson, Ed., COMPREHENSIVE GEN-
ERAL LIABILITY POLICY: COVERAGE PROVI-
SIONS, EXCLUSIONS, AND OTHER LITIGATION
ISSUES, 191-208 (1995).

17. Michael Sean Quinn, supra, n. 14 at 3742,

..
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@ what any prudent insurer would do under the

circumstances. It gave its insured the benefit of the
doubt. For generations insurers have done this
without believing they should obtain recoupment.
That is a tradition worth preserving.

IIl. A LIABILITY INSURER WHICH DECIDES TO
DEFEND ONE OF ITS INSUREDS UNDER
CONDITIONS OF SUBSTANTIAL UNCERTAINTY IS
NOT ENTITLED TO RECOVER THE LEGAL FEES AND
EXPENSES EXPENDED WHEN IT IS LATER DECIDED
THAT THERE WAS NEVER A DUTY TO DEFEND.
UNDER CONDITIONS OF SUBSTANTIAL
UNCERTAINTY, THE INSURER'S DECISION DOES
NOT UNJUSTLY ENRICH THE INSURED,

The discussion of this point will proceed in two
parts. First there will be a general discussion of the
law governing this point. Next the law will be applied
to the facts of this suit.

A. General Issues

A liability insurer’s erroneous decision to defend
its insured in the face of substantial uncertainty as to
whether it owes any defense at all does not necessarily
amount to the unjust enrichment of the insured. Arch-
Angel would suggest precisely the opposite as a
general principle, and it relies upon Buss and the
American Law Institute’s Tentative Draft of the
RESTATEMENT (SECOND) OF THE LAW OF RESTITUTION. 18
Buss does not really address our question as we have
already pointed out, and we shall discuss at length in
section V, below. In any case, virtually everything
Arch-Angel says about its entitlement to restitution is
based upon §1 of the DRAFT RESTATEMENT, which is
entitled “The General Pr cnple Unjust Enrichment.”
Buss itself crucially: relies on this unpromulgated
rumination. In any ¢ase, the. DRAFT RESTATEMENT
states as follows in its entirety:

18. American Law Institute, RESTATEMENT (SEC-
OND) OF RESTITUTION (Tent. Dr. No. 1, April 5,
1983). The A.L.l. RESTATEMENT [FIRST} OF RESTI-
TUTION (1937) has thus fallen into desuetude.
Since the American Law Institute has abandoned
it, the document now has no more than historical
interest.

A person who receives a benefit by reason of
an infringement of another person's interest,
or of loss suffered by the other, owes
restitution to him in the manner and amount
necessary to prevent unjust enrichment.

The phrase “unjust enrichment” is not defined. It is a
generative — even protean — primitive term. In
effect, the rule states that one person, A, will owe
(unjust enrichment-preventing) restitution to anoth-
er person, B, only if A receives a benefit by reason of
B’s interests having been infringed or as the resuit of
B having suffered a loss. (Notice that restitution is
owed because B’s interests are infringed. It is not
necessary that A be the person who infringed upon
B’s interests,)

1. Theme: Unjust/Enrichment -

The law of restitution has an independen
according to the DRAFT RESTATEMENT. It is not part of
the law of torts, and it is not part of the law of cdﬁtract
Moreover, a “right to restitution arises in many
situations in which no tort occurs and no contractual
obligation exists.”!® One of the foundations of the law
of restitution is to deter wrongful conduct by persons
in positions of trust.2® Deterrence is not the primary
function of the law of restitution, however. The
primary function is to prevent st enrichment. Not
every serendipitous enrichment is unjust, of course.
“In countless instances a person is not unjustly
enriched although he has received a benefit by reason
of another person’s loss. The laws regular enforce-
ment of speculative contracts reflects that conclu-
sion."*!Moreover, actionable unjust enrichment

19. Id. § 1 unofficial comment A.

20.1d. at 10. (“{I}t can be said that restitution law
serves a deterrent function among others. That
function is especially pronounced when a wrong-
doer, such as a faithless trustee, is made to dis-
gorge a gain which he had acquired by an abuse
of his position.™)

21.Id. cmt. b. See Hettinga v. Sybrandy, 886 P2d
772, 776 (Idaho 1994) (“Recovery for unjust
enrichment is unavailable if the benefits to the
[defendant] we created by incidently by [the
plaintiff] in pursuit of his own financial advan-

tage.”)
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requires that the defendant infringe upon some
protected interest of the plaintiff. Obviously, when
an insured applies to its liability insurer for a defense,
the insured could hardly be said to have infringed
upon the insurer’s interests. This proposition is true
even if the insurer ultimately does not owe its insured
a defense. An insured’s seeking a defense under a
contract of liability insurance which contains a duty to
defend cannot possibly violate an insurer’s rights. An
insured requesting a defense from its insurer is a
perfectly routine event. Indeed, if the insured fails to
put the insurer on notice quickly as to the possibility
that it is entitled to a defense, that omission may
destroy the insured's right to a defense. The “prompt
notice” (or, “notice as soon as is reasonably
practicable™ requirement in liability policies virtually
requires insureds to seek defenses from their insurers
almost immediately.?2

Additionally, in order to invoke the DRAFT
RESTATEMENT'S putative “First Principle” of the law of
restitution, a liability insurer seeking to recover duty-
to-defend expenditures must show that it has suffered
a loss. It is far from clear that a liability insurer which
decides, under conditions of substantial uncertainty,
to defend its insured has suffered a loss. After all,
making such decisions is a routine part of the
insurance business. A profitable (Ze., a prudent)
insurer will have charged premiums to cover such
expenditures. If the cost consequent upon such
decisions, including ultimately erroneous ones, is
built into the price of the thousands upon thousands
of liability insurance contracts that insurers issue,
then there is no loss. Insurance company caution —
an expansive view of the duty to defend — is built into
the structure of the risk pool and inherent in the price
of joining that pool: Such decisions simply become a
cost of doing busmess

2. Counter Theme: Ld’bsé.Ends.

22. Marc S. Mayerson, Perfecting and Pursuing
Liability insurance Coverage: A Primer for Poli-
cybolders on Complying with Notice Obliga-
tions, 32 TorT INs. L. 1. 1003 (1997).

23.0n the crucial role of risk pools in insurance
finance, see George L. Priest, The Current Insur-
ance Crises in Modern Tort Law, 96 YALE L.J.
1521 (1987).
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Arch-Angel places a very heavy bet on the law of
restitution. It conceptualizes this body of Iaw as being
theoretically grounded on the idea of wumjust
enrichment and assumes — along with the DRrarT
RESTATEMENT — that this fundamental idea is
applicable to virtually all kinds of transactions.
Interestingly, many legal scholars have cast doubt
upon precisely this proposition. Andrew Kull, a
leading authority on restitution for example,
remarked not long ago that the “modern law of

restitution was invented by the American Law

Institute|. ]“ As stated, the American Law Institute
never finalized the RESTATEMENT (SECOND), even
though it saw the RESTATEMENT [FIRsT]. Perhaps that
is a significant fact. Perhaps it means that many in the

legal elite in this country have been wisely skeptical. -
of the idea of unifying the law of restitution around

the idea of unjust enrichment. Even those. who

subscribe to the idea that restitution and: gn;ust.; .

enrichment are essentially related only think that
is substantially true.?5 Courts should be’chis
extending restitution willy-nilly on the bas:s
DRAFT RESTATEMENT.

Some scholars have substantial doubt that unjust
enrichment is the proper foundation for restitution.
Professor Mechem, for example, stated long ago that

“the subject of restitution ... is a truly superiative
collection of jurisprudential loose ends."26 Moreover,
Professor John Dawson, one of the great American
scholars of the law of restitution in the 20th century
stated that “the most obvious comment about the
American law of restitution is that it lacks any kind of
system.” 27 professor Stuart Macaulay of the University
of Wisconsin Law School, who has spent his life
relating legal doctrine to social institutions, remarked
that the history of the American law of Restitution is
one “of relative freedom to decide cases unburdened
by formal rules.” According to him, each judge has
the freedom to decide cases of restitution based upon
his individual “sense of justice.” Often, this sense of

24. Andrew Kull, Rationalizing Restitution, 83
CaL L. Rev, 1191, 1192 (1995).

25. Stuart Macaulay, Restitution in Context, 107
U. PA. L. REv. 1133, 1133 & n.2 (1959).

26. Philip Mechem, A Realistic Treatment of Res-
titution, 25 lowa L. REv. 187, 189 (1939).

27. John Dawson, UNJUST ENRICHMENT 111 (1951).

Qu'



[NSURANCE LITIGATION.

@ justice takes precedence over both precise evidence

or real legal rules.28 Obviously, the law of restitution
is an invitation to virtually unbridied judicial
discretion, and, as Professor Macaulay points out,
“discretionary action can be arbitrary action.”?

Thus, there are two opposing theories of the
nature of the law of restitution. On one theory,
restitution is more or less equated with unjust
enrichment. On the other theory, restitution applies
to a heap of cases for which there is no real unifying
theme. If the second theory, which has been
espoused by such thinkers as Professor Dawson and
Professor Macaulay is the correct one, then restitution
does not apply in the duty to defend situation. With
the exception of a handful of California cases
culminating in Buss, which will be discussed in detail
in section V, Anglo-American jurisprudence does not
include insurance defense situations within the ambit
of restitution. It is simply not one of the scraps on the
heap. Buss, as we shall see presently, swallows hook,
line and sinker the viewto be found in § 1 of the DRAFT
RESTATEMENT. If that view of the law is wrong, then
Buss could not possibly be founded upon right
reason.

Even current legal commentators who subscribe,
more or less, to the equation between restitution and
unjust enrichment limit their view sharply. Professor
Kull, for example, will only say that he has a *hunch”
that there may be an equation between restitution
and unjust enrichment. He is unwilling to claim on
the basis of reasoned elaboration that wherever there
is unjust enrichment, there should be restitution, as
well:*°

Confusion over the content of restitution
carries significant adverse consequences. To
put it bluntly, American lawyers today (judges
and law professers:included) do not know
what restitution:>-ig:© ... The technical
competence of published opinions in straight
forward restitution cases has- noticeably
declined; judges and lawyers sometimes fail

28. Macaulay, supra at n. 25 at 1135.

29. Id. at 1137,

30. Kuil, supra, n. 24, at 1197 (*The case for a
purely unjust enrichment -- base law of restitu-
tion is in one sense no more than a hunch.”)

to grasp the rudiments of the doctrine even
when they know where to find it.3!

Moreover, also according to Professor Kull, even “a
rationalized law of restitution — a law of restitution
based exclusively on unjust enrichment — has no
independent role to play in legal disputes arising out
of enforceable contracts.”? In the context of this
case, Professor Kull's concession is of monumental
significance. Obviously, the limitation Professor Kull
imposes on restitution entails that the Buss case was
wrongly decided, and it removes Arch-Angel v.
Raleigh from the purview of restitution,

3. Social Policy and Duty-to-Defend
Decision-Making

Sound social policy encourages insurers to make
duty-to-defend decisions expansively. It is probably..
better that five insureds that may ultimately got be-
entitled to receive defenses, than it is that one iifsured:
entitled to a defense go without. Given the fagt that
duty-to-defend decisions are principally. tiedto. the
language of plaintiff pleadings, there will frequently
be uncertainty as to whether an insurer owes a
defense. Ordinary language - the language of
pleadings - is ineluctably fuzzy, vague, imprecise, and
polymorphous. It is also subject to deliberate
manipulation. Hence, the protection of the rights of
insureds, considered in the aggregate, requires that
duty-to-defend decisions have plenty of breathing
room. (It is unlikely that social policies encouraging
caution on the part of liability insurers with respect to
the duty to defend will destabilize or skew the
structure of any insurance market. The distribution of
hard cases to liability insurers is probably random.
Additionally, given the mobility of insurance claims
people, and the extent to which industry norms are
widely accepted, most reputable insurers probably
make duty-to-defend decisions in roughly the same
ways.)

Because of the organization of insurance markets,

31. Kull, supra, n. 24, at 1195.

32. 1d. at 1197. Obviously, there was an enforce-
able contract as between Raleigh and Arch-Angel.
Therefore, Profession Kull would eliminate the
law of restitution from any conflict between
Raleigh and Arch-Angel.
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the connection between the duty to defend and the
language of pleadings, and the social function of
insurance, it is entirely unclear that if an insurer,
under conditions of uncertainty, provides a defense
to one of its insureds, which it was not contractually
required to provide, the insured has received an
unjust enrichment. Given three facts — (1) risk-
transfer function of insurance in modern society, (2)
the voluntary entry of liability insurers into insurance
markets which are antecedently known to be
governed by pro-coverage rules, and (3) the fact that
insurers are profitable based upon foresight,
knowledge of markets, and accurate actuarial
computations — it is difficult to see how an insured’s
receiving a defense constitutes an unjust enrichment,
when the insurer is not sure what to do. The
organization of the primary liability insurance markets
makes sense. From an economic standpoint, the
liability insurance business is rational. It is economi-
cally rational that liability insurers should treat the
duty-to-defend expansively and err on the side of
caution when making duty to defend decisions.
Hence, there is no “unjust” enrichment. The system
already works well. The system encourages insurers
to be more overprotective. Courts need not tinker
with the system as it exists.

Throughout this argument, the assumption has
been made that liability insurers anticipate making
tough calls with respect to the duty to defend, under
conditions of substantial uncertainty. It is further
assumed that these costs are built into the pricing
structure of insurance contracts. Those assumptions
may, of course, be false. However, it is incumbent
upon the insurance company which wishes to change
established norms and practices to demonstrate the
falsity of these assumptions. If the assumptions are
true, then insurers should not be permitted to collect
money for insurance ¢ 'tracts and then have their
established obligations“ifi. conjunction with those

contracts reduced. This sounds much more like a .

legislative or regulatory- decision, than a judicial
matter. Arch-Angel proffered no evidence on these
issues in the district court. In the absence of an
evidentiary record showing that no part of the
premiums charged for liability insurance are collected
for the purpose of financing “errors” on the side of
caution, it cannot be held that the insurer, in the
situation of Arch-Angel, suffered a loss.
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‘out tort.

B. Principles Applied

Obviously, if the law of the restitution is a group
of lose ends — a heap — and not a coherent body of
doctrine organized around the idea of unjust
enrichment — as § 1 of the DRAFT RESTATEMENT would
have us believe'— then the putative “First Principle”
of the DRAFT RESTATEMENT cannot be willy-nilly
extended to the controversy between Rev. Raleigh
and Arch-Angel. There would be no “First Principle”
to extend. Moreover, if Professor Kull's circumscribed
version of the principle Restitution is founded upon
unjust enrichment and nothing else is adopted, then
Arch-Angel’s case against Rev. Raleigh fails again. Its
case arises exactly out of the administration of the
contract. According to Professor Kull, restitution is

completely alien to the habitat of contract administra--

tion. It is a commonplace maxim of the common faw

frequently taught to law students that Contract drives.
If Professor Kull's moderate and:; %feil- .
reasoned approach to the law of restitution is apg "ad _

in preference to the half-century old; sug

RESTATEMENT of Professors Warren Seavey and: A dn

Scott, the draftsmen of the RESTATEMENT, then
Contact drives out restitution, as well,

Even if we looked to §1 of the Drarr
RESTATEMENT, restitution is authorized only if the right
of a plaintiff has been infringed. Rev. Raleigh never
infringed upon any right of Arch-Angel. He boughtan
insurance policy from it. He got sued. He asked for
a defense. All of this is perfectly routine, not suspect
in any way, indeed, an absolutely quotidian sequence
in the life of any insurer. An insured’s asking his
liability insurer for a defense could never be — unless
the request were fraudulent — an infringement upon
any interest of the insurer. After Rev. Raleigh made
his request nothing significant happened. The
insurance company made its own decision. It
pursued its own course. It acted by its own lights. In
short, there is no sense in which any of its rights or
interests were invaded or infringed.

Moreover, it is difficult to see how Raleigh was
unjustly enriched in this case. Arch-Angel simply did
not suffer a loss. It had a decision to make, albeit a
difficult one, but still the type of decision it is in the
business of making, and indeed is contractually
bound to make. Arch-Angel’s restitution claim is
simply an attempt to shirk it’s responsibility as an
insurer to make exactly this type of decision. Arch-
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Angel boldly asserts in its Brief that if an insurer
underwrites a defense which was not required under
the contract, then the insurer has suffered a loss
within the meaning of § 1 of the DRAFT RESTATEMENT.>>
This conclusion simply isn’t true.

"Further, z liability insurer misuses the reservation
of rights letter when it uses it to announce that it will
seck recovery of defense expenses. This proposition
is true for two reasons. First, as a matter of well-
established and lengthy practice, the purpose of
reservation of rights letters is to give the insured
notice of what the carrier’s position on indemnity
coverage may ultimately be 34 Obviously, announcing
a right of recoupment is not within the ambit of this
purpose. Second, the very locution “reservation of
rights” suggests that there must antecedently exist a
right which is reserved. A reservation of rights letter
is no place to try to create new rights. But the precise
matter at issue here is whether Arch-Angel has the
right it tried to reserve,

The rhetoric of Arch-Angel's argument is also
substantially misleading. Throughout its brief, Arch-
Angel implies that Rev. Raleigh is being unjustly
enriched because he “demanded” a defense, because
he “coerced” a defense, because he obtained a
defense through “threats,” and so forth.3> Arch-
Angel's intent, with this language, is designed to

33. “The fact that Arch-Angel had no duty to pay
those costs establishes that they were a 'loss' and
shows that Raleigh had no right to those bene-
fits.” Brief of Appellant at 546. It has been estab-
lished for the purposes of this case, that Raleigh
had no right 1o 2 defense. Arch-Angel's remark
appears to suggest thart if Raleigh had no right to
the defense, then:Arch-Angel has suffered a loss
within the meanirig'6f §1 of the DRAFT RESTATE-
MENT. But that claim:-- that'equation - is by no
means obvious. Even though Arch-Angel had no
legal duty to pay Rev. Raleigh's legal expenses,
there still may not have been a loss for which
there should be restitution. Arch-Angel's actions
may be a cost of doing business in a prudent fash-
ton. As a matrer of social policy, the American
polis may wish to encourage insurers to act pru-
dently, cautiously, and expansively in making the
duty to defend decisions. Thar social goal would
not necessarily be served by creating a right of
insurer recoupment.

INSURINCE LITIGATION

create the sub rosa specter of a highway robber
stopping a stage coach, raising a pistol, and
announcing, “Your money or your life!” Nothing of
the sort, of course, happened here. The imagery is all
wrong. When an insured secks coverage from his
liability insurer, he should not be cast in the role of a
coercive highway robber trying to hold up the
innocent insurer. The insurer is in the business of
issuing policies, and processing claims. It is supposed
to process those claims expertly, and assume the risk
of error in acting on them.

Liability insurers should not be permitted to
export back to their insureds the risk of error in hard
cases. Insurance companies have gone into the
insurance business to provide insurance, not
circumvent difficult decisions. There are written
pleadings. The principles of law are what they are. The.
cases say what they say. It is routine in the insurance:- -
business for liability insurers to obtain duty-to-defend *.
coverage opinions from learned and capable cqunsel. -
Insurance companies are in the business of making
decisions on these bases. Seeking: restitutionary
recovery for not having the nerve to act in a priricipled
fashion is nothing but corporate cowardice, and the
law of restitution was never designed to reward
pusillanimity.

HI. AN INSURED IS NOT UNJUSTLY ENRICHED
WHEN A LIABILITY INSURER DECIDES TO
PROVIDE THE INSURED A DEFENSE BECAUSE OF

34. Allan D. Windt, INSURANCE CLAIMS & DISPUTES,
§2.07 - 14 (3d Ed. 1995). (“It should not ordi-
narily be enough for a reservation of rights letter
to state generally that the insurer, although
assuming the insured's defense, reserves its right
later to deny coverage. The purpose of reserva-
tion of rights letters is to enable insured to make
informed decisions as to whether they should,
because of the existence of conflicts of interests
berween themselves and their insurers, take
some action in order to protect their interest. An
insurer, therefore shouid set out in its reservation
of rights letter every reason of which it is aware,
or should then be aware, why the insured might
not ultimately be entitled to coverage [i.e.,
indemnity coverage].” Id. at 60. (Footnotes
omitted)),

35. Appellant’s Brief at 547-49.
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POSSIBLE LEGAL CONSEQUENCES FACING THE
INSURER IF IT WITHHOLDS THE DEFENSE.

This point will be discussed in two phases, as are
the other points. First, general principles of law will
be considered. Thereafter, Arch-Angel’s exact posi-
tion will be discussed.

A. General Issues

It is “black-letter” law in many jurisdictions that if
a liability insurer declines to defend its insured, and is
mistaken, then the insured may extricate itself from
the case on reasonable terms and the insurer will be
obligated to pay the settlement amount, assuming
that it is reasonable and noncollusive.3% In general,
courts do not review an insured defendant’s
settlement with his plaintiff too carefully. The
fundamental theory is breach of contract, and if the
settlement amount exceeds the coverage of the
policy, the insurer may be stuck for that amount too,
based upon a theory of consequential damages.3”
(Arch-Angel takes the position that an insured faced

with a breach of the insurance contract by an insurér

which refuses to defend, has no duty to mitigate its
damages. Itis not at all clear that this legal proposition
is true. The duty to mitigate is limited. It does not

require substantial expenditures of funds. Hence, in -

all likelihood, a non-breaching insured has the same
duty to mitigate that any other non-breaching party
to a contract has.)

According to Arch-Angel, the problem facing an
insurer when making a duty-to-defend decision is that
if it gives the wrong answer — if it fails to defend when
it had 2 duty to defend — then there is a danger that
its insured’s duty to cooperate will be canceled, that
the insured will have no duty to resist the plaintiff's
lawsuit, that the insured-defendant may default in the
underlying lawsuit, that the insured may enter into a
sweetheart deal with the: amnff thereby subjecting
the insurer to exorbitani ,ages (through the use

36. State Farm Fire & Cas. Co. v. Gandy, 925 S.W.2d
696 (Tex. 1996).

37. Windt, supra note 34, at §4.38. Some states
treat this as the tort of insurer bad faith. The only
substantial difference between the use of a con-
tract theory and the use of a tort theory is in
thinking about damages. On a tort theory some
individual plaintiffs can get mental anguish, and
any plaintiff can get punitive damages.
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of subject to a covenant not to execute upon the
assets of the insured), and so forth. According to
Arch-Angel, “[i]f the insurer has been mistaken
[about] its defense obligation, this is likely to magnify
its obligation to the claimant greatly, even though the
insured suffers no damage requxnng compensation
under such an arrangement.”3® This is the danger
Arch-Angel has repeatedly described as a “forfeiture.”
Arch-Angel'’s fundamental argument is that because it
faces that so-called “forfeiture” in making duty-to-
defend decisions, it should be entitled restitution
from policyholders when it provides a defense itis not
obligated to provide under the law. (The “forfeiture”
confronting an insurer is what might happen if the
insurer errs, provides no defense, and gets stuck with
a big verdict. The “forfeiture” is not the company’s
defense expenses.)

As 2 general matter, Arch-Angel’s position ‘is a
celebration of circumambulation. First, there is no..
genuine forfeiture in the situation it describes.
Instead, there are actual and consequential damages
for breach of contract. Second, Arch-Angel m&j§ be=

right, in so far as it observes that liability insurer$ do-

not receive a fair shake when they breach contracts of
insurance by failing to provide a required defense.
Perhaps trial courts should be more careful about
prove-ups following default judgments. Perhaps
courts at all levels should scrutinize more carefully
settlement agreements which appear to be “sweet-
heart deals.” Perhaps our court system should enforce
more rigorously the requirement in insurance
contracts that insurers not be liable to tort victims
unless there has been an “agreed settlement”
involving the insurer or an “actual trial.”3’ Perhaps

38. Brief of Appellant at 551.

39. The standard CGL form contains the following

language:
A person or organization may Sue us to recover
on an agreed settlement or a final judgment
against an insured obtained after an actual trial;
but we will not be liable for damages that are not
payable under the terms of this {insurance con-
tract] or that are in excess of the applicable limit
of insurance. An agreed settlement means a set-
tlement and release of liability signed by us, the
insured and the claimant or claimant’s legal rep-
resentative,

This kind of language is to be found in virtually ail stan-

dard CGL forms.
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liability insurers which have breached the duty-to-
defend provisions of their insurance contracts are still
entitled to enforce the “actual trial” provision of the
contract. So what does this have to do with restitution
and the duty to defend?

What Arch-Angel is doing is suggesting that the
proper remedy for a deficiency in the litigation system
is to make insureds liable to insurers for defense costs
the insurers did not have to incur but which they did
incur out of an abundance of prudence. Arch-Angel's
gambit, of course, is exquisitely inventive. Just as the
punishment should fit the crime, however, the
remedy should fit the delict. If the litigation system
needs to be reformed because avaricious plaintiffs
and either weak or poor defendants (and who are not
being defended by their insurers) strike outlandish
bargains, then the remedy should fit the problem. It
would make a great deal of sense for the courts to
regulate “sweetheart deals,” and the like, a good deal
more carefully than they are now. % It does not make
sense to try to regulate the situation by making
insureds ultimately liable for insurance company
caution. In fact, Arch-Angel’s proposal will encourage
(not alleviate) the shenanigans which have come to
characterize some of insurance defense practice.

B. Principles Applied

The tort case which underlies this insurance
controversy illustrates our point almost perfectly. Rev.
Raleigh rejected Arch-Angel’s control of his defense.
Therefore, Arch-Angel paid for his defense, although
it did not direct it. Had the parties been willing, Rev.
Raleigh could have directed his lawyer to settle with
the plaintiff's, and enter into an arrangement whereby
Rev. Raleigh’s assets would have been protected. Had
the plaintiffs been willing to do so, Rev. Raleigh could
have directed his counisel to strike 2 deal so that the
plaintiffs would hdve: executed: only against the
insurance policy, and not against any of his other
assets. This is not a situation which the law should
encourage. Indeed, it is difficult tosee why Arch-Angel
would want to encourage it.

The fundamental difficulty with which Arch-Angel

is trying to deal is weak knees in its adjustment

40. Some states have begun to do this. Gandy,
supra n. 36.

bureaucracy. In general, line (or, field) adjusters are
loathe to deny a defense without the approval of the
more senior claims staff. Many such people believe
that it is always best to err on the side of caution when
making duty-to-defend decisions. Making overly-
liberal and contractually unnecessary duty-to-defend
decisions, subject to reservations of rights, will not
protect corporate assets when the insured rejects the
reservation, directs the defense himself, and accepts
insurance company money to pay his lawyer.
Sweetheart deals will still be struck. Executives in the

adjustment bureaucracy will still be frightened by the

size of the sweetheart deals; consequently, unneces-
sary payments will still be made.#® Rev. Raleigh did
not threaten Arch-Angel with any kind of forfeiture.

Arch-Angel did not even face any problem of
forfeiture. What it faced was 2 problem of potential

damages, if it "guessed” wrong in conjunction withits’~ 7. -

duty to defend decision. This situation is actually no..
different than the situation facingwaz_ay“coq: acting
party making a decision under uncertainty.:

IV. THE GENERAL PRINCIPLES OF RESTITUTION
DO NOT APPLY AUTOMATICALLY TO SPECIFIC
PROBLEMS OF INSURANCE LAW. WHEN THERE IS
AN ELABORATE AND INTRICATE SYSTEM OF
LAWS, POLICIES, NORMS, ACCEPTED PRACTICES
AND PROCEDURES, THE GENERAL, AND QUITE

41. There is a complication. Many insureds in this
situation will not settle with plaintiffs, without
indemnification from the plaintiff with respect to
attorney's fees should the insurance company
seek to obtain such fees. Rational plaintiffs will
not likely grant such indemnification. This twist
may retard the making of sweetheart deals, but
the route is so convoluted that there may be
other unanticipated consequences. In the alter-
native, settling plaintiffs and defendants will
approach insurers and ask them to waive attor-
ney’s fees in order to consummate the settle-
ment. The nondefending insurer wilt have the
same problemns here that it has when making its
duty-to-defend decisions. If the insurer has the
duty to defend, but believes it does not, and
declines to waive recovery of attorney's fees,
thereby undermining a reasonable seitlement,
the insurer will be liable for actual and conse-
quential damages.
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VAGUE, “FIRST PRINCIPLES” OF RESTITUTION
SHOULD BE APPLIED GINGERLY.

“Remedies implement substantive policies, and
any remedial principle, no matter how well settled
may have to be adapted or limited when applied in a
context of a particular substantive violation.”#
Principles from the law of restitution are completely
unnecessary in this context. The law governing
carriers and policy holders in the context of the duty
to defend has been heavily litigated year in and year
out, decade in and decade out. Insurance lawyers,
insurance intermediaries, insurance claims people,
and risk managers are all familiar with the rights and
duties of insurers and insureds in the context of the
duty to defend. Injecting the law of restitution into
this already well-developed area of the law is simply
unnecessary.

Arch-Angel suggests that 2 helpful analogy is to be
found in an old line of cases pertaining to life or
disability contracts. Some of those contracts granted
the insured a waiver of premium if the insured
becomes totally disabled. When an insured claims to
be disabled and the insurer disagrees, the insured
faces a risk if he withholds his premium. Should the
insurer be adjudged correct and the insured found
not to be totally disabled, if he failed to pay his
premiums, then the insured would lose his policy for
non-payment of premiums. On the other hand, it
seems unjust that the insurance company should be
ableto keep the premium, ifitis adjudged tobe wrong
about the policyholder’s disability. As Arch-Angel
points' out, the better reasoned cases in this area
require an insurer which has been proved to be
wrong, i.e., an insurer who said its policyholder was
not totally disabled when in fact he was, to return the
premiums paid. The reasoning in the cases appears
to be that when some aces a difficult choice, he
should not be regarded as a volunteer, for the
purposes of the law of restitution,

These cases are inapposite because Rev. Raleigh
does not contend that Arch-Angel is a volunteer. Rev.
Raleigh does contend, however, that he did not
subject Arch-Angel to any untoward pressure, duress,
coercion, or threats. Arch-Angel voluntarily entered

42. Douglas Laycock, MODERN AMERICAN REMEDIES
142 (2d Ed. 1994)
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the liability insurance business. The nature and
structure of today's duty to defend obligation has
characterized that business for nearly a century.
Thinking its way through tough decisions is one of the
reasons Arch-Angel is paid premiums. Hence, the
position of the sophisticated insurer — which has
unlimited access to well-trained lawyers — is quite
different from the possibly disabled individual insured
who has to decide whether to pay premiums.

Furthermore, the disabled worker cases involve
mistakes of fact. The insured rightly claimed to be
disabled, while the insurer claimed he was able-
bodied. The insurer was wrong about the facts. It
required that it be paid money based upon a false view
of the world. This is one natural habitat of restitution,

Moreover, we should remember the approach of

Professor Kull. According to him, restitution plays no" -

role when an obhganon arises out of problems. in

contract administration. 3 He is right, The dlsabled -
worker line of life insurance cases are really breaeh of -
contract cases, even if they conceive of themse[@s as.
Life insurance contracts which -

restitution cases.
contain premium-abatement clauses forinsured§who
become disabled also contain an implied warranty
that the insurer will not demand return premiums (or
keep them) if an insured actually becomes disabled.
So, an insurer which wrongly and wrongfully insists
upon premiums from a disabled worker has breached
the contract by breaching the implied warranty.
According to Professor Kull, it is quite common for
putative restitution cases to misconceive themselves.
It is quite common for such cases to be contract cases
which have mislabeled themselves.#

Finally, as Arch-Angel concedes, one of its
purposes in agreeing to provide Rev. Raleigh (and
people like him) with a defense is so that it may guard
its own assets from the vicissitudes of tort litigation at
which it is not present. Nothing of the sort motivates
the disabled insureds in Arch-Angel’s example. They
are not sophisticated business entities which
voluntarily entered the business of insurance and
therefore routinely face difficult issues of policy
interpretation. They are ordinary people simply trying

43. Kull, supra at n. 24, See Andrew Kull, Restitu-
tion as a Remedy for Breach of Contract, 67 S.
Cal. L. Rev. 1465, 1478-83 (1994). (Itisn't)

44. Kull, supra n. at 1199-201.
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“ . to hang onto their insurance policies. Since the status

of the parties is not analogous, the examples are not
symmetrical. As a resuit, Arch-Angel’s argument is not
particularly instructive about how the law of
restitution should be applied to Arch-Angel.

V. THE CASE OF BUSS v. SUPERIOR COURT IS
INAPPOSITE, WRONGLY DECIDED, AND ILL-
REASONED. IT SHOULD NOT BE FOLLOWED IN
THE STATE OF CONFUSION.

Buss was a business tort case. The plaintiff
asserted some 27 causes of action, including causes
of action for defamation and perhaps wrongful
eviction. Most of the facts and causes of action would
not generate a duty to defend. Two of them —
defamation and wrongful eviction — would. Thus, as
the Court recognizes and says repeatedly, Buss was a
“mixed” case, a case where some causes of action

might have to be paid by the insurer, but most would ,

not.

Consequently, as the Court acknowledges, under
California law, and under the law of most jurisdictions,
the liability insurer was required to defend the entire
lawsuit. It could not defend some of the causes of
action and refused to defend others.

The question before the Court, therefore, was
whether — in a “mixed” case a liability insurer could
recover the expenses it incurred in defending causes
of action which, had they been pleaded alone, would
not have generated a duty to defend. The court held
that, in a “mixed” case, an insurer could recover, by
way of restitution, defense expenses which could be
allocated solely to causes of action for which there was
no duty to defend. It reasoned as follows. The price
of the contract did not include any amount for the
defense of claims which are not covered, even in
mixed cases. “With regard to defense costs for
[uncovered] claims; the insurer has not been paid
premiums by the msurcd It did not bargain to bear
these costs.”*>

The court’s argument is based upon two mistakes.
First, the record in Buss is completely devoid of any
empirical data to suggest that the fundamental
premise upon which the court operates is true. There
is nothing in the record to suggest that insurance
premiums do not include allocations for defending

45.Buss, 939 P.2d at 776.

entire cases, where only some causes of action are
covered. If insurers in fact charge premiums for
defending the entirety of mixed cases, then it is not
the insured, but the insurer, which is getting 2 free
ride. If insurers charge for defending the entirety of
mixed cases, and then obtain money back by way of
restitution, it is the insurers which are being unjustly
enriched. In the absence of a factual record, a

decision of the South California Supreme Court is
based on a completely arbitrary factual assumption.

But the impoverished record is not the worst of
the problems in Buss. The majority relies upon the
following argument. (1) Ifall the claims in a complaint
are potentially covered, then the insurer has aduty to
defend the entire lawsuit. (2) If “none of the claims
are potentially covered, the insurer does not have a
duty to defend.” (3) “[I]t follows that, in-a ‘mixed’-
action, in which some of the claims- are at least
potentially covered and others are not, the insurer has
a duty to defend as to the claims: that are_':g,t least
potentially covered, having been paid pre: fims by
the insured therefor, but does not have*
defend as to those that are not, having not been paid
therefor.” The conclusion does not, of course, follow
from the premises.

The argument involves a howling fallacy. The
argument assumes that if X is true of one ingredient
and not-X is true of another ingredient, then, when
the two ingredients are mixed together, and
characteristics of the mixed substances will remain
separate and identifiable. In general, nothing of the
sort need be true. One characteristic might trump the
other, and extinguish it, or they might blend.

Nowhere in Buss does Justice Mosk argue that an
insurer should recover defense expenses based upon
restitution when a plaintiff's pleading does not
generate any duty to defend. Indeed, the
paradigmatic example the majority uses to vindicate
restitution in mixed cases is flatly inconsistent with
restitution in situations where there is no duty to
defend. The majority uses the following example:

It is like the case of A and B. A has a
contractual duty to pay B $50. He has only a
$100 bill. He may be held to have a
prophylactic duty to tender this note. But he
surely has a right, implied in law, if not in fact,
to get back $50.90
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Obviously, the situation as between Raleigh and Arch-
Angel is nothing at all like this example. In the instant
case, A came to B and said

I may have a duty to take care of you. I'm not
sure whether I do or I don’t. Maybe I do.
Therefore, I will. But there’s a catch. Fm

- going to sue you at the same time. I'm taking
care of you, but if it turns out I don’t bave to
take care of you, I will ry to get my money
back from you.

Thus, the exemplary fact pattern which Justice Mosk
uses as the foundation for his analogical argument, in
no way resembiles this case.’

Buss argues that the remedy of restitution is
necessary, because — were it not for the availability
of that remedy — some insurers might fail to provizi
all the defenses they should. This argument is
unpersuasive. It is completely and totally hypotheti-
cal. Nevertheless, on the surface, it has a certzin
abstract plausibility. We do not live in Plato's world
of Forms, however. We live in the real world. That
world has a history, and it has a present. Historically,
liability insurers have made proper duty-to-defend
decisions in the vast majority of the cases presented
to them. This is also true in the present. One can
ransack the legal literature and not be able to find
anyone who claims that incidents of improper duty-
to-defend decisions is on the rise. Consequently, it is
empirically false that remedy of restitution is needed
in order to stimulate insurers to make proper duty-to-
defend decisions. Indeed, the impact of Buss may the
opposite. Insurers in California — and perhaps
elsewhere — may be encouraged to issue reservation
of rights letters routinely indicating that they intend
to seek restitution for the defense of any uncovered
claims. The routine issuance of such letters would
certainly clog the channels of communication
between insurers and insureds. It will engender
suspicion. It might stimulate insureds to reject such
defenses and require insurers to pay for them anyway,
and it might lead to a whole new category of litigation.
Such a consequence, when considered in the
aggregate, would be good for the lawyers, but hardly

46. 1d. at 777.
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anyone else.

Buss did not decide the issue before this court. It
is based upon a factual assumption for which there
was no evidence in its record. The logic upon which
it relies is fallacious. The Buess case should influence
no one. The dissenter, Justice Kennard recognizes
this clearly. He is at a loss to understand why an
insurance company, which defends a case in the
pursuit of its own interest, should be entitled to
restitution. He also points out, that the contract of
insurance at issue in Buss contained a2 standard
provision requiring an insured to defend any “suit”
which potentially falls within the obligation to
indemnify. He is at a loss to understand how an
insurer could be entitled to restitution, when it is

contractually obligated to defend entire suits. (Justice -

Kennard also points out that the Attorney General of

the State of California filed a brief on behalf of the-
policyholder in Buss. That fact alone should give this

court pause.y
In fairness, much of the argumcnc:in Bzg?s is

irrelevant to the problem before us.  Bussiwas.

concerned with mixed cases. It spent not one
sentence reflecting upon whether an insurer which
deliberately decide to defend a case for which there
is ultimately no coverage should be able to recover
litigation expenses based upon a theory of restitution.
Arch-Angel’s main theme is that when an insurer
thinks there might be coverage, and there isn’t, then
it has made a mistake, and made a payment it should
not have made, so the law of restitution kicks in. Not
one word of the Buss case supports this view. None
of the arguments in Buss focus upon the relationship
between restitution and mistake.

Perhaps it makes sense to suppose that any court
which decided the Buss case as it did, would also be
disposed to decide a case of no coverage in a similar
manner. Maybe so. Maybe not. Buss is certainly not
precedent for that proposition. The central argument
in Buss involved an embarrassing logical fallacy, the
kind of fallacy which is routinely exposed in freshman
courses on informal logic and rhetoric. If one tried to
reason from result in Buss to proposition that
“unmixed,” no duty-to-defend-whatsoever, cases
authorized restitution, one would be committing a
complementary fallacy, the commission of which in
public is no less humiliating.




,;. V1. THE BETTER REASONED, MORE PERSUASIVE
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PRE-BUSS AUTHORITIES ON RECOUPMENT BY
LIABILITY INSURERS SUPPORT REFUSING
RECOUPMENT.

Cases considering recoupment for defending
liability insurers before the Buss decision are few and
far between. It is quite misleading to suggest that
there is a well-developed body of law in this matter.
In fact, there are only a smattering of cases. They are
fragmentary, divided, tentative, and uncertain. The
majority of what few cases there are arose in California
or were decided under California law. As Arch-Angel
itself notes, the only federal circuit court case
supporting this view is a “not for publication” case and
is therefore without precedenttai authority even in
the circuit it was decided.¥” Another case Arch-Angel
cites it acknowledges is not published in an official
reporter and so is unciteable as precedent.*® Many of

the cases upon which Arch-Angel's claim for .

substantial authority rests are federal district court
cases which have not been reviewed in circuit
courts.®® The only published federal district court
opinion which has been reviewed in the circuit court
was affirmed by a mere memorandum opinion.’® Two
of the cases Arch-Angel cites in support of the claim
that there is substantial authority supporting
recoupment by liability insurers refer to this matter
only in dicta.?! It is worth noting that most of these
cases arose in California.

One line of authority holds that an insurer may
obtain reimbursement, if the insured has agreed that

47. Forum Authority Ins. Co. v. The County of
Nye, 1994 U.S. App. LEXIS 13, 374 at (9th Cir.
June 3, 1994) (marked not for publication).
48. State Farm Pire and Casualty Co. v. Richard-
ri2c 825 (Cal. App. 1995).
nenwealth: Land Title Ins. 932
.F Supp. 1169 . 1996); First Federal Sav-
ings and Loan Assh,'793 F. Supp. 265 (D. Colo.
1992); North Atlantic Casualty and Insurity Ins.
Co. v. William D., 743 F. Supp. 1361 (N.D. Cal.
1990); Walbrook Ins. v. Goshgarian & Goshgar-
jan, 726 F. Supp. 777 (C.D. Cal. 1989); 5t. Paul
Mercury Ins. v. Medical Lab. Network, Inc., 650 F.
Supp. 901 (C.D. Cal. 1988).
50. Omaha Indem. Ins. Co. v. Cardon Oil Co., 687
F. Supp. 502 (N.D. Cal. 1988), affd men., 902
F.2d 40 (9th Cir. 1990).
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it might. Several cases say that if an insurer issues an
appropriate reservation of rights letter on the issue of
recoupment, and the insured is silent, then the
insured is deemed to have acquiesced in (or, agreed
by its silence to) the insurer’s demand.>? This line of
case should have no value at all for a court trying to
decide Arch-Angel v. Raleigh. Raleigh never agreed
to Arch-Angel’s right of recoupment. It never
acquiesced in Arch-Angel’s assertion of that right.
Indeed, Raleigh at all times rejected Arch-Angel’s right
to assert recoupment. The line of (mostly) California
cases just considered essentially presupposed
agreement between the insurer and the insured on
the point of recoupment. There was no such
agreement here. The cases are therefore inappo-
site.’3 It is extremely important to notice that. the
California line of cases providing for reimbursement:.
to the insurer of defense costs alt proceed upon a«
theory of explicit or implicit agreement. None of these .
cases bases its reasoning upon general pringiples of
restitution, unjust enrichment, or quasi%“’ntract.
Therefore, the California line of cases — ang} that is.

i
Y

51. First Federal Savings & Loan Ass'n, 793 F.
Supp. 265 (D. Colo. 1992); Frank & Freedus v.

Allstate Ins. Co., 52 Cal. Rptr. 2d 678 (Cal. App.

1996)..

52. Knapp v. Commonwealth Land Title Ins. Co., 932 F.

Supp. 1169 (D. Minn. 1996); Gossard v. Chio Casu-

alty Grp, 35 Cal. Rpt.2d 190 (Cal. App. 1995);

North Atlantic Casualty Insurity Ins. Co., v. Will-

iam D., 743 F. Supp. 1361 (N.D. Cal. 1990); Wal-

brook Ins. Co. Lid. v. Goshgarian & Goshgarian,

726 F. Supp. 777 (C.D. Cal. 1989); and Omaha

Indem. Ins. Co. v. Cardon Qil Co., 687 F. Supp.

502 (N.D. Cal. 1988).

53. The Goshgarian case suggests that, under
some circumstances, if an insured accepts money
from an insurer which is trying to reserve its
rights, then the insured will acquiesce (or, will

have agreed) to the reservation. At the same
time, the Goshgarian court admits that insureds
may force insurers to make an election as to
whether to defend or refuse to defend. Rev.

Raleigh did just that here, moreover, there is Cal-
ifornia authority to the effect that the unilateral

reservation of rights is ineffective, when the
insured expressly refuses to consent to that reser-
vation. Omaha Indem. Ins. Co. v. Cardon Oil Co.,
67 F. Supp. 502, 505 (M.D. Cal. 1988).
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virtually all the cases there are — do not help Arch-
Angel establish a right to recoupment based on §1 of
the DRAFT RESTATEMENT.

Aside from Buss there are hardly any holdings on
the matter at issue here. Very little of the judicial
discussion of this issue qualifies it as authoritatively
reasoned elaboration. Most of the discussions of
recoupment which are to be found in the cases
indicate the question came up as a side issue. The
courts treat the matter as a kind of rabbit trail. They
see themselves as making cursory, off-hand remarks

on the way to or on the way from the main point of

the case. The flavor of the cases suggests that the
issues have not been carefully briefed and argued
before the courts. This rather complicated historical
fact suggests that hardly anyone seriously believes
that defending insurers are entitled to recoupment.
The established understandings are simply too firm
and wide-spread.

Perhaps the most straightforward reasoning on
the matter in a published case is to be found in
Travelers Ins. Co. v Lesher,>* which stated as follows:
among the settled principles of restitution is [this:]

a person who, incidental to the performance
ofhis own duty or to the protection of bis own
things, has conferred a benefit upon another,
is not thereby entitled to contribution. The
insurer who is uncertain whether coverage is
provided under a policy undertakes the
defense of its insured under a reservation of
rights in large part to protect itself from a
subsequent claim that it breached its
agreement with the insured. Although the
assumption of the defense by the insurer
without doubt also benefits the insured, it is
not primarily undertaken for the insured's
benefit.5? :

The precise holding in' Lesber was that the liability
insurer had not properly reserved its right to seek
recoupment. At the same time, the courts also boldly
drew on a broader canvas and posited the rule When
a person acts to protect bis own assets, bhe is not

54. 231 Cal. Rptr. 791 (Cal. App. 1986).
55. 809-10 (citations omitted and emphasis
added).
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entitled to recoupment of amounts spent, even if be
also confers a benefit upon another party. A benefit
conferred upon another by a person as a side
consequence of his pursuing his own self interest is
not recoverable upon a theory of unjust enrich-
meﬂt.56 :

Arch-Angel suggests that Lesher has been
overruled by the California Supreme Court in Buss.>’
This claim is not quite true. The California Supreme
Court stated that Lesher and several other cases were
disapproved in certain ways. They were disapproved
only to the attent that they were contrary to the
holding in Buss.*® It is difficult to find anything in Buss
which would cast doubt upon the proposition that if
a person pursues his own interests, and aids
somebody in an incidental way as a result of that
pursuit, then that person would be entitled to
restitution. There is nothing, for example, in Justice

" Mosk’s paradigm which would support a comrary

existing a “prophylactic duty” requiring A to tgnderr-ﬂ"
his “C-note"” to B. The existence ofa prophylac:i‘ﬁfdut}lF e

is not the same as A pursuing his own interests.

Arch-Angel relies upon another line of cases to
suggest the approprateness of restitution in
relationship between liability insurers ‘and their
insureds. They are inapposite. The key case is
Jobansen v. California State Automobile Association
Inter-Insurance Bureaw,” in which the California
Supreme Court decided that if a liability insurer
reserves its right to dispute coverage and then
controls the defense of an insured and accepts a
reasonable settlement offer, after having entered into
an appropriate agreement with the insured, then
liability insurer may obtain reimbursement of its
settlement payment, if it can subsequently establish
non-coverage.

What is crucially important about Jobansen is that

insurers payment to the tort plaintiff in the underlying
case is subject to an agreement with the insured. The

56. Ins. Co. of the West v. Haralambos Beverage
Co., 241 Cal. Rptr. 427, 434-35 (Cal. App. 1987);
Major-Blakely Court v. Jenkins, 263 P. 2d 655 (Cal.
App. 1953).

57. Appellant’s Brief at 545.

58. Id. at'n. 14.

59.15 Cal.3d 9, 538 P.2d 744, 123 Cal. Rptr. 288 (1975).
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insurer rmght seek reimbursement from the
insured.% It is also worth noting that whatever
Jobansen says on this topic, it is as dicta. The holding
in Jobansen was that the insurers did cover the
insured and hence that insurer was obligated to paya
judgment in excess of policy limits when if failed to
accept a reasonable settlement offer. The remarks to
be found in Jobansen provide remarkably weak
support for Arch-Angel’s position. What the California
Supreme Court does in Jobansen is to suggest a
contractual framework in which an insurer might go
forward. Hence, the theory of the case is not
restitution at all.

Other cas€s Arch-Angel invokes are similarly
defective. Indirectly, for example, Arch-Angel relies
upon Great American Insurance Company v.
Raque ! This case held that there was coverage
under a liability insurance policy. The insurer had
paid a settlement. The insurer and the insured had
agreed that the insurers paying the settlement did not
constitute an admission of coverage under the policy
due to an addition, the insurer had had “reserved all
rights to seek indemnification from Rague in the

~amount of” the settlement 1:;:;1yrm'-:nt.62 The Court

does not validate this procedure. Instead, as stated,
it simply found coverage. Obviously, Raque does not
support Arch-Angel's position. Arch-Angel relies
upon Central Armature Works v. American Motors
Insurance Company, in the same way it relied upon
Rague. This case, the Court again found that the
insurer breached its duty to defend and to indemnify

60. Id. at 294. (*[A]ll that Comunale establishes is that
an insurer who fails to settle does so ‘at its own risk.'
Moreover, contrary to defendant’s assertion, an insurer
in defendant’s posman retains the ability fo enter an
stired reserving its right to assert
e-even if it accepts a settle-
ment offer. If, having: teserved such rights and having
accepted a reasonable offer, the insurer subsequently -
establishes the non-coverage of its policy, it would be
free 10 seek reimbursement of the settlement payment
from its insured.™)

61. 448 F. Supp. 1355 (E.D. Pa. 1978), aff'd 591
F.2d 1335 (3d Cir. 1979). Footnote 38 of Arch-
Angel’s Brief refers to cases collected in Allan D.
Windt, supra n. 34, § 505 at n. 62. Raque is one
of those cases.

62.1d, at 1358.

63.520 F. Supp. 283 (D.C. 1981).
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when it refused to defend and refused to pay a
settlement. In dicta, the court made these
observations:

An insurance carrier owes and has a duty to
consider the insured’s interests at least as
much as its own when determining whether
or not to settle. When an insurer denies
coverage, even if that denial is in good faith, a.
refusal to settle is viewed as an effort to further:
insurer's interest. The proper course for an
insurer in such circumstances is to stay
proceedings against the insured and seek a
resolution by way of declaratory judgment or
to pay the settlement in seeking
indemnification from the insured %4

These remarks, albeit made in dicta tend to support
Raleigh’s view that insurance law is. des:gned
encourage insurers that we are on the side of: c“amlon-
and to charge premiums with that social fanction in-
mind. Thus, social policies embodied in ﬁm‘al“—"
Armature tend to be inconsistent with the viéw of
Arch-Angel. Moreover, the theory of recovery
endorsed in this case is indemnification not
restitution.

VIl. REQUIRING RESTITUTION OF LEGAL FEES
AND EXPENSES CONSTITUTES A DETRIMENT TO
REV. RALEIGH.

Arch-Angel takes the position that insureds who
receive the benefit of a defense provided by a liability
carrier, subject to a reservation of rights which sets up
restitution action to recover legal fees, suffers no
detriment by having to pay back these monies. Such
insureds are, therefore, not harmed by Arch-Angel’s
proposed restitution rule. This claim is overly
simplistic and false, even when the insured is
controlling his own defense.

Two detriments come quickly to mind. First, Rev.
Raleigh is exposed to paying pre-judgment interest to
his insurer. He would not have to pay this sum if the
insurer had not tried to eat its cake and have it still.
Second, any insured in Rev. Raleigh’s situation will
endure additional anxiety, stress, uncertainty, sleep-

64.1d. at 288. (Citarions ormitted.)
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less nights, and mental anguish as the results of the
shenanigans of its insurance company.

VII. WHEN A LIABILITY INSURER PROVIDES AN
INSURED A DEFENSE, PURPORTEDLY RESERVES
ITS RIGHT TO RECOVER DEFENSE EXPENDITURES,
AND SUBSEQUENTLY
ADJUDICATION THAT THERE IS NO DUTY TO
DEFEND, THE INSURER'S HAVING PROVIDED THE
INSURED A DEFENSE IS NOT THE KIND OF
MISTAKE WHICH WARRANTS RESTITUTIONARY
REMEDIES.

Implicitly, Arch-Angel relies upon the “Argument
from Mistake.” Without quite saying so, Arch-Angel
seems to reason that if it had no duty to defend then
it should not have defended. It did so anyway, so it
made a mistake and conferred an undeserved benefit
upon Raleigh. When this happens, there should be
restitution of the benefit.

There is, perhaps, no more important foundation.

for restitution than one party's making a mistake in
the performance of a contract. Professor George
Palmer, the leading restitution scholar in the English-
spezking world and the author of the magisterial four
volume treatise The Law of Restitution, calls such
mistakes “mistakes in performance” and classifies
them as a species of “money paid by mistake.”®> A
paradigm of this sort of case is Simms v. Vick.% In
that case, the obligor on a note paid substantially
more than he actually owed, because he had forgotten
that he had made an earlier payment. “Restitution was
granted by the North Carolina court, and will be
almost as a matter of course in similar situations.”’
This brief has already argued at some length, that an
insurer’s taking up the. defense of its insured is
substantially disanalogous to a simple overpayment.
Arch-Angel did not pay here as the result of

65.2 George E. Palmer, LAW OF RESTITUTION §11.2
(1978). Significantly, Professor Palmer orgznizes his
treatise around the thesis Restftution rests upon unjust
enrichment and nothing else. Substantial doubt has
been cast upon this thesis by other scholars. See John
P. Dawson Restitution Without Enrichment, 61 BOS-
TON U. L. REV. 561 (1981). See afso, John P. Dawson,
EBrasable Enrichment German Law, 61 BOSTON U. L.
REV. 271 (1981).

66. 65 S.E. 621 (N.C. 1909).

67. Palmer, supra n. 65 at 492.
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forgetfulness, inadvertence, or bureaucratic blunder.
It made a reasoned decision. It did what it wanted to
do, under conditions of uncertainty.

Professor Palmer recognizes that Simms does not
apply straightforwardly to our situation and empha-
sizes it:

There is a seemingly endless variety of ways in °
which a person pays money not owed in the
belief that he is obligated to do so, when in
fact he is not. Restitution usually is granted
almost as a matter of course, although this is
not always true in connection with
insurance paymenis. . . 88

Because insurance is 2 special case, Palmer treats it
separately:

~ There are special factors affecting insurancesz -
payments that call for separate discussion oft
the problems of restitution of mistaken
payment. Two important policies in particular>:
are at cross purposes. On the one hand is the
policy of insuring prompt payment of claims,
which is best served by granting restitution
when there was in fact no obligation to pay.
On the other hand, there are clear indications
of a policy favoring finality of insurance
payments, as one court expressed it, when the
insurer, “after matre and skeptical
investigation and deliberation..., comes to a
final conclusion that it is bound to pay a loss
under a policy of insurance.”®®

Impliedly, Palmer is saying that § 1 of the DrarT
RESTATEMENT is inadequate since it does not treat
insurance payments separately.

The public policy favoring the finality of insurance
payments is an important one. If insurance companies
were constantly reopening payments they made, the
economy would quickly become a mess, and both
people and businesses who are policyholders would

68. 3 Palmer, supra n. 65 at 174. (Emphasis added.)
69. Id. at 186 (footnotes omitted and emphasis
added). The quotation comes from Standard Qil
Co. v. United States, 121 F. Supp. 770, 773 (S.D.
N.Y. 1992).




