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3 Trinity v. Cowan:
A Gloss on ‘Occurrence’

by Jack M. McKinley

Trinity v. Cowgn holds that duplicating and
passing around a photo shop customer’s revealing
photographs is not an “accident.” The broader,
tougher question: When injury-producing conduct
is deliberate, yet the injury is unintended both
subjectively and objectively, is there coverage?
The court, at least, implies the answer is yes.

23 Reserving Rights Rightly:
The Romance and the Temtations

by Michael Sean Quinn

One of the most important steps in processing
some liability claims occurs when an insurer
reserves its right to deny a duty-to-pay claim at a
later date, reserves its right to take back its
tentative, preliminary agreement to defend its
insured, or both. At the same time, there is some
confusion about the legal duties of the insurer that
wishes to reserve its rights. There is good reason
why there is confusion. Industry practice is not
without uncertainty and complexity. Moreover,
the law simply is not univocal and clear.

41 Unreasonably Unclear—
Bad Faith Set-Back
by Michael W. Huddleston

The Texas Supreme Court, divided and splintered
almost to the point of complete confusion, appears
to have drastically altered the standards for
determining whether an insurer has breached the
duty of good faith and fair dealing in Universal
Life Ins. Co. v. Giles.

46 Casenote—Eneryjex Systems v.
Fiveman’s Fund
by David A. Gauntlett

Insurance Coverage
For Intentional
Tort Liability

by Terry Budd and John K. Baillie

he ongoing and well-publicized legal travails

of President Clinton in Paula Jones’s sexual ha-
rassment suit have given rise to what is, within the
realm of insurance coverage, a “sexy” issue (if you
will pardon the pun). Jones v. Clinton has drawn a
great deal of media attention to the breadth and avail-
ability of insurance for conduct one might not ordi-
narily think of as covered by insurance; some of the
nation’s most prominent newspapers have asked the
question: “is insurance coverage available for ‘in-
tentional torts’ ”?' This article explains why, in many
instances, msurance coverage is indeed available for
intentional tort liability, even under standard insur-
ance industry policy wordings, and even for insureds
who do not wield political power.

Jones v. Clinton is particularly instructive in this
regard. Jones’s complaint includes allegations that
might support claims for such potentially insured
causes of action as violations of civil rights statutes,
sexual harassment and discrimination, assault and
battery, false imprisonment, and defamation under
the standard form general liability policy’s personal
injury coverages.? Moreover, Jones’s claim that she
suffered such injuries as mental distress and humili-
ation as a result of the President’s alleged miscon-
duct would support coverage under the standard
form policy’s “bodily injury” coverage in a number
of states.® Indeed, President Clinton’s personal um-
brella liability insurer has seemingly acknowledged
the potential for coverage, because it has agreed to
defend the President against Jones’s claims.*

{Continued on page 7)
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Reserving Rights Rightly:
The Romance and the Temptations

by Michael Sean Quinn

Qne of the most important steps in process-
ing some liability claims occurs when an
insurer reserves its right to deny a duty-to-pay
claim at a later date, reserves its right to take
back its tentative, preliminary agreement to de-
fend its insured, or both. At the same time, there
is some confusion about the legal duties of the
insurer that wishes to reserve its rights. There is
good reason why there is confusion. Industry
practice is not without uncertainty and complex-
ity. Moreover, the law simply is not univocal and
clear. '

Why Reserve Rights?

The duty to defend is broader than the duty to
pay. Hence, a liability insurer may have a legal
obligation to defend claims it does not ultimately
owe, The duty to defend is broader than the duty
to pay for two reasons. First, in many states the
duty to defend is determined solely from the face
of the pleadings,' whereas the duty to pay is de-
termined from the actual facts of a case. Sec-
ond, if an insurer has a duty to defend against
part of a plaintiff’s claim, it must defend the en-
tire claim.

Here is a way the relationship between an in-
surer and its insured might be conceived. In a
purely arm’s length relationship, an entity may
consider its own interests first, and it may place
them ahead of those of the entity with which it
is dealing. Of course, there are many things that
an entity in an arm’s length relationship may not
do to the entity with which it is dealing. They
are all articulated and regulated by specific le-
gal rules. In a fiduciary relationship, the fidu-
ciary must place the interests of its charge ahead
of its own interests. In a fiduciary relationship,
this required subordination is perfectly general.
An insurance company must treat its own inter-
ests and those of its insured equally. An insurer

m Michael Sean Quinn became of counsel in the
Austin, Texas, office of Sheinfeld, Maley, and Kay, in
July 997 after serving two years as visiting professor in the
Law School of the University of Texas-Austin, Mr. Quinn de-
votes much of his time to insurance problems and their adjudi-
cation. He also serves frequently as an expert witness.

may not place its own interests ahead of those
of its insured; at the same time it need not place
the interests of its insured ahead of its own.

If a liability insurer has a duty to defend, it
also has the right to defend. If it has a right to
defend, it has a right to conirol the defense of
the case. Therefore, by definition, when an in-
surance company has the right to defend, it is
an independent contractor with respect to run-
ning the defense, and not an agent of the in-
sured. Few doubt this proposition, once they hear
it. It implies, however, that a liability insurer
managing the defense of its insured is not a fi-
duciary with respect to the insured, in virtue of
being an agent.

The insured’s right to a defense is frequently
a valuable asset of the insured. Insurers tend to
have more experience, more knowledge, and
more skill in supervising defense counsel, than
insureds have. Frequently, monitoring defense
counsel and making decisions about defending
a case, take time, and, as they say, time is money.

When an insurance company
has the right 1o defend, it is an
independent confractor with
respect to running the
defense, and not an agent of
the insured.

At the same time, if there is no duty to pay at
all, if the duty to pay is limited to only some
aspects of the plaintiff’s claim, or if there is ex-
posure to the insured in excess of policy limits,
then the insurance carrier is controlling a pro-
cess where non-insurance asseis of the policy-
holder may be exposed to judgment and execu-
tion. When one person controls aspects of the
financial destiny of another, the controlling per-
son is often said to have higher duties than one
coniracting party normally has to another. Oc-
casionally, courts say that these duties are akin
to those a fiduciary has. {Trustees, agents, and
lawyers are the fiduciaries of their clients)., Most
courts reject the view that liability insurance car-
riers defending their insureds are fiduciaries of
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their insureds.? Nevertheless, the carrier-policy-
holder relationship, when the carrier is provid-
ing the policyholder a defense, is closer than an
arms-length relationship, and courts subject it
to higher scrutiny than they do ordinary con-
tract relationships.

Therefore, if an insurer undertakes the defense
of its insured, subject to the condition that it may
later reject the proposition that it has a daty to
pay, so that the insurer thereby leaves the in-
sured subject to substantial liability, the insurer
must give the insured adequate notice of what
may happen and why. When such notice is given,
the insurer is said to have reserved its rights. As
a general rule, the notice is given formally and
in writing. This communiqué is called a reser-
vation of rights letter. The general idea is that an
insured must be able to take action to protect
itself.?

Occasionally, a court says that an insurance
company does not need to issue a reservation of
rights letter where the adversity between the in-
surer and the insured is otherwise quite clear.
This is a very sensible view, since the funda-
mental function of a reservation of rights letter
is to give the insured notice of adversity. On the
other hand, an insurer should not count on con-
textual adversity relieving of it the duty to issue
a reservation of rights letter.* First, the existence
of adversity in the atmosphere does not entail
that the insured will have detailed knowledge of
the points upon which there is adversity. Sec-
ond, most states have never articulated this view.

Legal Theory of
Reserving Rights

There are two principal theories which courts
utilize in discussing reservations of rights. These
theories are waiver and estoppel. They are often
mentioned in the same breath. Lawyers fre-
quently refer to them as if they were the same
“theory.” Of course, such is not the case.®

‘Waiver

Sometimes, courts say that if an insurer fails
to reserve its rights, then (at some point) it has
waived any right it might have to deny cover-
age later.” And, of course, an insurer can waive
any right it has under an insurance contract to
deny coverage. (It could do so, in an enforce-
able way, for example, by stating explicitly that
it waives its right to deny coverage, in exchange
for consideration.)

Nevertheless, carriers hardly ever create an
impediment to subsequent denials of coverage
through waiver. Under the law of most jurisdic-
tions, a person waives a right he has when he
voluntarily, and therefore intentionally, surren-
ders a known legal right which belongs (o him.?
In order for there to be a waiver, the insurer must
knowingly, intentionally, and voluntarily relin-
quish that right. Waiver requires that the insurer
know it has the right. It requires that the insurer
mean to give the right up. Waiver requires that
this intention be communicated to the insured.
Courts are generally unsympathetic to the idea
that there can be such a thing as a constructive
waiver, Consequently, an insurer’s not sending
a reservation of rights letter is never, in and of
itself, a waiver of the insurer’s right to deny duty-
to-pay coverage. An omission—even a negli-
gently erroneous one—is not by itself a waiver.

Under Louisiana law the concept of waiver is
broader. When the law applies an insurer waives
its right to deny coverage when its conduct is so
inconsistent with its having a right to deny cov-
erage that it must have intended to give up this
right.? Hence, if an insurer defends with knowl-
edge facts indicating non coverage, then it has
waived its right to deny coverage. This idea is
really nothing but the anathema of constructive
intent, and it is really much more like estoppel
than waiver.

Estoppel

In the law, there are legal principles which
sometimes override rights. Under some circum-
stances, if I treat you badly, and hurt you in the
process, there are legal principles which will stop
me from asserting rights I might antecedently
have against you. For example, if T have left you
with the impression that I would do things, and
then I don't do them, I may not be able to de-
mand of you that you do things you said you
would do. In general, this is called the doctrine
of estoppel. If A treats B inequitably, and hurts
B, then A may be prevented, by operation of law,
from asserting (at least some) rights against B.

Every case of estoppel involves three ele-

‘ments. First, the person to be estopped must en-

gage in conduct which the legal system recog-
nizes is unacceptable. Second, the person to be
estopped must either know that he should act
otherwise, or his lack of knowledge must be
negligent. Third, the iniquitous conduct of the
person to be estopped must injure the other per-
son in some way. If that person is prevented from
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doing something which he otherwise would have
done (or something that he surely should have
done), then the type of injury sustained is called
prejudice.'®

In the duty-to-defend context some jurisdic-
tions will presume prejudice, if an insurer fails
to send a reservation of rights letter.,”” A fraction
of those jurisdictions treat presumed prejudice
as conclusive; others of those jurisdictions treat
the presumption of prejudice as defeasible.!
(There is little agreement among the latter type
of jurisdiction as to how strong the rebuttable
presumption is.) Still other jurisdictions vary
where they place the burden of proof ds to preju-
dice. Some place the burden on the insured to
prove prejudice, while some jurisdictions require
the insurer to prove the lack of prejudice. Some
jurisdictions even vary the placement of the bur-
den on a case by case basis.

Texas law exemplifies the confusion. It’s law
is unsettled and confused. Texas does not con-
clusively presume prejudice from an insurer’s
omitting to send a reservation of rights letter.
Texas jurisprudence will not rebuttably presume
prejudice unless the harm is “clearly and unmis-
takable[.]”"* This is a very odd rule, of course.
If the harm is clear, then no prejudice need be
presumed, because it is already proved. Harm
is, by definition, injury. The court must have
meant that Texas jurisprudence presumes preju-
dice only when the insurer’s inequitable conduct
is egregious and known to everyone to be the
sort of conduct which almost always causes
harm. Despite these confusing remarks it seems
perfectly clear that, in general, Texas requires
an actvual showing of prejudice before the
insurer’s omitting to send a reservation of rights
letter creates estoppel. Estoppel is not automatic
in Texas, across the board, although—some-
times, perhaps—an insured need not affirma-
tively show prejudice.

What constitutes prejudice? There is no way
to construct a complete list of states of affairs
which prejudice insureds, of course. Prejudice
is too protean for that. Here are some examples,
nevertheless: (1) If an insurer provides its in-
sured a defense and deliberately utilizes defense
counsel to help build a case that the insurer does
not have a duty to pay, there is prejudice.'* (2)
Indeed, this may be the paradigm case of preju-
dice. If the insurer’s control of litigation puts the
insured in harms way, then the insured has suf-
fered prejudice. This could happen, if counsel

selected by the insurer fails to advise the insured
of steps he might wish to take in his deposition
(e.g. taking the Fifth Amendment). It could also
happen if counsel selected by the insured elects
to answer written discovery in such a way that
the insured unnecessarily confesses to an un-
covered claim. (3) Similarly, if the insurer con-
ducted settlement negotiations in a way detri-
mental to the insured, when it could have con-
ducted settlement negotiations differently, then
the insured has suffered prejudice. (4) If an in-
sured relies to his detriment upon the absence
of a reservation of rights letter, that may be preju-
dice."

If an insurer provides is insured
a defense and deliberately
utilizes defense counsel to
help build a case that the
insurer does not have a duty
fo pay, there is prejudice.

Obviously, if the insured must prove preju-
dice, the existence of a “potential” conflict of
interest, an “apparent” conflict of interest, or
even an out-an-out conflict of interest will not
guarantee estoppel. There must be actual preju-
dice.'s If so, then the mere fact that an insured
has lost the opportunity to control his own de-
fense is not antomatic prejudice. Similarly, the
mere fact that an insured has lost the opportu-
nity to hire counsel who reports only to him is
not necessarily prejudice. Estoppel includes the
element of causation.

Insurers may reserve just about any right that
would constitute an impediment to the insured’s
recovering under the policy. Straightforwardly,
insurers may reserve their rights pertaining to
any procedural aspects of the insurance contract.
Thus, an insurer may reserve its right to deny
coverage on the basis of the fact that the insured
provided late notice of the occurrence. It may
reserve its right to deny coverage on the grounds
that the insured provided late notice of the suit.
And it may reserve its right to deny coverage on
the basis of breaches of the duty to cooperate.
(Of course, an insurer need not, at any given
time, reserve its right to deny coverage on the
basis of future breaches of the cooperation clause
by the insured, with a-possible exception of fu-
ture breaches which are inherently and integrally
connected to breaches that have already oc-
curred.) .
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The insurer’s rights with respect to what is often
called “the defense of noncoverage,” (or, “the
defense of no coverage™) is more interesting.
The defense of non-coverage means one of two
things: either the events being litigated do not
fit into the insuring agreement, or they do fit into
at least one of the exclusions. Thus, if the in-
sured acted intentionally, and caused an obvi-
ously foresceable injury, there would be no duty
to pay, under most liability policies, because there
will be no accident, and if there is no accident,
the insuring agreement is not satisfied. Similarly,
to the extent that the plaintiff pleads an inten-
tional act, which obviously causes foreseeable
injuries (e.g., a drive-by shooting), there is no
duty to defend, because the pleadings do not
allege facts which if proven to be true would
satisfy the insuring agreement. If the facts are
that the insured meant io injure the plaintiff, then
the “expected or intended” exclusion is satisfied,
and there is no duty-to-pay coverage. Similarly, if
the complaint expressly alleges that the insured
meant to injure the plaintiff and that is the only
pleading, then there will be no duty to defend.

But how does estoppel work? It is axiomatic
that contract rights cannot be created by estop-
pel.'? This rule applies to insurance law:

While waiver or estoppel may preclude
insurer’s policy defense arising out of a con-
dition or forfeiture provision, these doc-
trines do not normally operate to prevent
the assertion of a defense of noncoverage."

There is an exception to this rule, however:

If an insurer assumes the insured’s defense
without obtaining a non-waliver agreement
or a reservaiion of rights and with knowl-
edge of the facts indicating noncoverage,
all policy defenses including those of
noncoverage are waived, or the insurer may
be estopped from raising them.”®

Sometimes it appears as if the exception has
devoured the rule. Insureds sometimes brief
cases as though the exception to the general rule
were itself the fundamental rule. The combina-
tion is perfectly sound but the logic of the rule is
not well understood. Consider the following:

It is well established, that whereas the doc-
trines of waiver and estoppel may operate
to avoid conditions that would cause a for-
feiture of an insurance policy, they will not
operate to change, re-write or enlarge the
risks covered by the policy. However, it fol-
lows from these general principles that, if
an insurer assumes the insured’s defense

without obtaining a reservation of rights or
a non-waiver agreement, and with knowi-
edge of the facts indicating noncoverage,
all policy defenses, including those of
noncoverage are waived or the insurer may
be estopped from raising them.?

Clearly, the first sentence of the quote from
Wilkinson does not entail the second sentence,
as the case assets. Rather, the rule set forth in
the second sentence is an exception to the rule
set forth in the first. Acel Delivery understood
this point perfectly, Wilkinson botched it badly.

In some jurisdictions an insurer may defend
unconditionally without waiving coverage de-
fenses, if the insurer has no reason to believe
that there may be any coverage problems.*' In
those jurisdictions, a liability insurer has a strong
and immediate duty to investigate. This rule is
sensible but marginal. Most coverage problems
are indicated on the face of well-pleaded com-
plaints, and such problems entail an immediate
duty to reserve rights.

Mechanics of Reserving Rights

The mechanics of reserving rights consists of
four important topics. First, when should the res-
ervation of rights letter be sent? Second, what
should be its general structure and content?
Third, what should be its style? And fourth, how
should it be dispatched? In other words: Who
should write it?

Timing

If an insured does not know of a problem jeop-
ardizing the insured’s right to policy proceeds
(or its right to a defense), then—obviously—the
insurer cannot be required to dispatch a reser-
vation of rights letter.” As soon as the insurer
does know of a problem, however, it should is-
sue a reservation of rights letter. But, when is
“as soon as”? In the context of planning, the
phrase “as soon as” means just that: Do it now!
From a retrospective point of view (i.e., from a
litigation standpoint), an insurer probably has a

" couple of months to dispatch a reservation of

rights letter after its claims people finds out about
a problem.? The court’s are sympathetic about
how long it takes a bureaucracy to absorb infor-
mation and to react, especially when there are
several layers of review when there being sev-
eral layers of review makes sense. The courts
are also sympathetic to the fact that the insurer
may wish to get an opinion from counsel and have
counsel draft the reservation of rights letter.
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Still everything must probably move with dis-

patch. If the insurer takes longer than a couple .

of months, estoppel becomes a danger. It takes
as long as six months, estoppel is likely. If it
takes a couple of years, estoppel is a virtual (but
defeasible) certainty.” The closer the time of trial,
the less time the insurer has to issue reservation
of rights. The more activity there is in the law-
suit, the less time the insurer has to issue a reser-
vation of rights. Under some circumstances, an
insurer should consider using phased reserva-
tion of rights letters. When an insurance com-
pany receives fragmentary information—infor-
mation which is too skimpy to use in a fuli
fledged reservation of rights letter—it might con-
sider sending the letter saying it has received
preliminary indications that there may be a prob-
lem, state what the preliminary indications are,
state what the problem may be, and state that
there may be a full-fledged reservation of rights
letter following as the insurance company’s in-
vestigation develops. Such phasing would have
the effect of putting the insured on notice as soon
as possible that there may be some sort of prob-
lem. On the other hand, if the preliminary letter
were not followed by a full-fledged reservation
of rights letter, or by a letter withdrawing the
insurers preliminary concemns, things wouldn’t
look right.

Structure and Content

The law imposes few specific requirements on
reservation of rights letters. In general, the law
merely requires that reservations of rights com-
municate to the insurer the specific nature of the
insurers concerns. Thus, perfectly general res-
ervations are ineffective, because they do not
convey specific information. A “notice of a res-
ervation of rights must make specific reference
to the policy defense which the insurer may as-
sert.”” The Sixth Circuit put it this way: “Ten-
nessee law demands a high level of clarity in
documents prepared by an insurer which pur-
port to give notice to an insured of an insurer’s
reservation of rights. To be effective, the notice
must be ‘clearly and fairly communicated to the
insured.” "¢ One court has even remarked that
reservation of rights letters lacking specific ref-
erences to pleadings and clauses of the policy
smacked of bad faith.?” Reservations of rights
must “fairly and adequately inform the insured
of the insurer’s position so that the insured may
make an intelligent choice as to the course to
pursue in defending himself.””® At least one court
has held that reservations of rights letters will be

held to the same standards as insurance poli-
cies.”

So much for legal requirements. Courts are
not in the business of providing recipes for how
to do things. They merely sit in judgment. Per-
haps it might be well to provide some how-to
advice on the preparation of reservation of rights
letters. Much of this advice is in excess of mini-
mum legal requirements. At the same time, it is
probably prudent.

Reservations of rights must
‘fairly and adequately inform
the insured of the insurer’s
position so that the insured
may make an intelligent
choice as to the course to
pursue in defending himself.’

In general, reservation of rights letters should
have the same fundamental structure. Of course,
all sorts of variations, deviations, and embellish-
ments make sense. Specialized letters sometimes
need specialized structures. Nevertheless, the
courts are accustomed to seeing reservation of
rights letters with a certain format. Consequently,
most reservation of rights letters should break
into the following parts.

>  First, the insurance company sending the
letter should be identified. Since insurance com-
panies travel in fleets, insureds will not always
be aware of the precise identity of their insurer.
A mistake, in this regard, will probably not ne-
gate the effect of the letter or create estoppel.”
Nevertheless, this sort of mistake creates the
wrong impression, In some gracefu! manner,
both the fleet name and the legal name should
be mentioned.

>  Second, the correct policy number should
be recited. If more than one policy is at stake,
some consideration should be given to sending
one letter per policy. That is not a legal require-
ment, but it sometimes simplifies the letters,

3  Third, the claim number should be correctly
stated. All of this is probably done before the
reader has reached “Dear Policyholder.” (Of
course, reservations of rights letters should ad-
dress the policyholder or the policyholder’s rep-
resentative by name.) The letters should be some-
what formal, however., After all, they may be
blown up and presented in court,
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» PFourth, immediately-—or, at least, soon—
after the greetings, the letter should announce
itself as a reservation of rights letter. The insurer
should consider stating explicitly the insurer is
sending a “full” reservation of rights letter. Some-
times the insurer will require strict compliance
with the insurance contract. The word “full” is
not a magic formuia. On the other hand, it tells
the insured that the insurer is seeking fully to
reserve its rights. The demand for strict compli-
ance may or may not be a good idea, depending
on the context. If the insurance company has
itself not been in strict compliance with the in-
surance policy, such a sentence would be very
unwise. It is unclear what the use of the words
“serict” and “full” add to the letter when it is oth-
erwise well drafted. Then again, probably, it
can’t hurt much,

>  Fifth, the letter should immediately an-
nounce that the insurer will provide a defense,
but subject to a reservation of rights. It is be-
coming fashionable for carriers to state that they
will seek reimbursement of defense costs if there
is no duty to defend. This is a difficult and con-
troversial gambit which will be discussed later.
(See p.31,"A New Trend: Recoupment & Resti-
fution™)

s Sixth, the fact that the insurer may with-
draw the defense and some circumstances un-
der which it may withdraw the defense should
be stated. If, for example, the plaintiff’s petition
states two causes of action, one of which is cov-
ered and one of which is not, the msurer should
consider stating that if the uncovered cause of
action is dismissed, the defense will be with-
drawn. (Of course, it is not—strictly speaking—
causes of action which are covered or not cov-
ered. Nevertheless, this way of speaking is com-
mon enough and hence, not really misleading
in this context.)

= Seventh, the history of the transaction
should be recited. This history should include
when the claim was received, how it was re-
ported, perhaps who reported it, certainly the
nature of the report, and so forth. In addition,
there should be a recitation of whatever investi-
gation the insurance company has done. This
recitation should include the activities, who has
been interviewed, and perhaps a brief discus-
sion of what they have said.”’ Next, there should
be a notation that the insured has been sued. The
central body of the letter, thereafter, will con-
cern the suit itself.

>  Highth, the basic gist of the lawsuit should
be discussed. This part of the letter need not be
lengthy. Three topics should be covered, how-
ever. (1) The drift of the facts should be re-
counted. (2) The legal theories relied upon
should be mentioned. (Clearly the letter must
allude to the theories expressly relied upon. 1f
there is a theory not named in the complaint but
obviously implicit, that too should be discussed.)
(3) The letter should focus upon the facts and
pleaded facts which are especially pertinent to
the reservation.

>  Ninth, the letter should indicate that there
may not be indemnity coverage and why. Obvi-
ously, this part of the letter will have to be
grounded to some degree on facis. Knowledge
of those facts may have resulted from the insur-
ance company’s investigation. They may arise
from what the insured has told the insurer. Or,
they may simply derive from what tends to be
true about the pattern of facts alleged against
the insured. This can be a tricky matter, espe-
cially if the plaintiff’s live substantive pleading
is quite sketchy about the facts.

The letter should immediately

announce ihat the insurer will

provide a defense, but subject
to a reservation of rights.

If the insurer is raising questions about
whether there is duty-to-defend coverage, it
should relate the facts pleaded to the provisions
of the policy. The preferred method for display-
ing the connection between the insurance policy
and the plaintiff’s factual pleadings is to quole
the policy at length. When the policy defenses
are defenses resting upon noncoverage, it is cus-
tomary to quote the insuring agreement, the ap-
propriate definitions, and the applicable exclu-
sions. When the policy defenses pertain to late
notice or a lack of cooperation those sections
are quoted. It is not customary to quote from the
plaintiff’s pleadings at length. If the insurance
company’s position rests upon statemnents taken
from employees, it is common to quote at length
from those statements.

If the insurer is raising questions about
whether there is duty-to-pay coverage, it should
relate the true facts to the provision of the policy.
(The facts-as-pleaded—or, the factual plead-
ings—while relevant to the duty to defend, are
irrelevant to the duty to indemnify,) The pre-
ferred method for displaying the connection
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between the insurance policy and the true facts
is similar to the preferred method for connect-
ing pleadings in policy. It is customary to quote
the relevant sections of the insurance policy at
length. It is also customary to delineate the es-
sence of the true facts, as the insurer understands
them. When the insurer’s policy defense is per-
tained to procedural matters such as late notice
or lack of cooperation, those sections are quoted,
and the facts amounting to a breach of onc of the
policy conditions are recounted. Procedural policy
defenses are the same in both the context of the

duty to defend and the context of the duty to pay.

Many reservation of rights letters simply jux-
tapose the two sets of information and then
straight away conclude that a reservation of
rights is appropriate. The philosophy behind this
approach will be apparent in a moment. Another
approach is to link the insurance policy with the
other material {(whether it is pleading materials
or factual materials) through argumentation. I'm
inclined towards the second view. The philoso-
phy underlying the first view is that if the writer
of the reservation of rights letter misses a link-
age, it will be waived. For reasons which will
become apparent in a moment, I believe that is
a risk that should be run. The best reservation of
rights letters constitute an argument for a con-
clusion. Of course, this observation does not
imply that such letters should be polemical or
argumentative. Restraint and rationality are the
order of the day.

>  Tenth, the insurer should identify the law-
yer with whom the case will be referred, and
request that the insured meet with the lawyer at
an carly date. The insurer should not only pro-
vide its insured with the name of the lawyer, but
per firm name, her business street address, busi-
ness postal address, and her telephone number.
Under some circumstances, the insurer might
consider sending the insured the appropriate
pages out of Martindale-Hubbell. At the same time,
the insurance company should request that the law-
yer contact the insured to get the ball rolling.

>  Eleventh, it is advisable to include a para-
graph stating that the insurance company re-
serves the right to amend or supplement ifs res-
ervation of rights as facts are developed and as
the plaintiff changes his pleadings.”

>  Twelfth, the insurance company should re-
quest that the insured send it any revised plead-
tngs it receives. The insurer should emphasize
how important it is that it receive successor plead-
ings.

>  Thirteenth, it is customary for insurers (o
state that by dispatching this reservation of rights
letter, the insurer does not waive its right to re-
serve (nor should it be deemed to be estopped
from reserving) its rights based upon any other
grounds whatsoever. This standard paragraph is
sometimes thought to make the reservation of
rights letter a “full” reservation of rights
communiqué, and sometimes insurers say in the
letter that it is a “full” reservation of rights. The
intent behind this paragraph, is to try to make it
possible for the insurer to reserve its rights with
respect to things its knew before it dispatched to
first letter but hadn’t properly understood it. It is
unclear what the legal effect of the such para-
graphs is.>> One would be well advised not to
be too sanguine about them. At the same time,
its inclusion probably does not have any adverse
affect on the remainder of the letter.

s~ Fourteenth, I recommend that the reserva-
tion of rights letter contain a paragraph inviting
the insured to comment upon anything in the
letter with which it disagrees. The insurance com-
pany might even be well advised to emphasize
how important dialogue is in the insurer-insured
context, when there are disagreements. From a
trial lawyer's point of view, if a succession of
reservation of rights letters contains such a para-
graph, and if the insured, or its counsel, has done
nothing to respond to material which they sub-
sequently say is anathema, their position at trial
looks implausible.

>  Lastly, at some point, the insurer should ad-
vise the insured of its right to obtain indepen-
dent counsel. This is especially true when the
insurer is relying upon defenses of no cover-
age, where the insurer may defend the case but
is not likely to contribute to settlement. It is also
important where the insured faces excess expo-
sure, exposure for events which are not covered,
or exposure for a type of damages which are
not covered. (Many states do not permit liability
coverage for punitive damages.*)

Wise Omissions

Behind closed doors, insurance lawyers argue
about whether reservation of rights letters should
contain explanatory material. Should a reserva-
tions of rights letter should contain explanatory
material? Should a reservation of rights letter
explain what its legal effect is? Should a reser-
vation of rights letter explain to policyholders
what their options are? Should it explain to poli-
cyholders the various ways the policyholder
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might react to the reservation of rights letter?
The law, so far forth, seems clear. An insurer
does not have a legal obligation to explain to its
policyholder the legal significance of a reserva-
tion of rights. In this general area, the insurer
will have discharged its obligation, if it advises
the policyholder to seek personal counsel.

There is something to be said for the notion
that insurance companies ought to warn igno-
rant insureds regarding the legal significance of
a reservation of rights letter. Many such insureds
acquiesce in a reservation of rights, when com-
pletely independent counsel acting only on their
behalf might advise them to take a different
course. Since an insurer is not a fiduciary of its
insured, it does not have to advise the insured
solely from the point of view of the insured’s
interest. At the same time, there is an air of in-
consistency about requiring insurance compa-
nies to dispatch complex legal instruments like
reservations of rights without at the same time
making sure that the insured understands what
he’s getting.

In the previous section, 1 discussed reserva-
tion of rights letters which linked policy provi-
sions to facts. Some lawyers are concerned about
writing such reservation of rights letters, since
they may have to be given up in discovery. (It is
not uncommon in underlying tort cases for
plaintiff’s lawyers to seck insurance policies and
reservation of rights letters. The rules of civil
procedure in most jurisdictions give plaintiffs
access to these documents so that they can evalu-
ate the settlement value of their cases.) Obvi-
ously, a reservation of rights letter which con-
tains a discussion of the facts of the underlying
tort case as understood by the insurance com-
pany should not be turned over to the plaintiff.
As the very least, all of the fact-related observa-
tions in any such letter should be redacted before
the letter is produced.” Any quotations from wit-
ness interviews should likewise be blocked out.

Style

What should be the style of a reservation of
rights Ietter? The answer to this question is de-
termined by the purposes of such a letter. It has
at least three purposes. First, it should succeed
in having the legal effect of reserving the
insurer’s right. Second, it should communicate
important information to the insured. Third, it
should be drafted in such a way that it can play
a significant role in any trial which arises out of
the coverage dispute. When a document is likely

to play a role in a trial, it should be drafted in
such a way—most importantly—that it won’t
hurt the insurer in the trial. Thereafter, it should
be drafted in such as to be helpful to the insurer’s
position.

Many reservation of rights
letters are laced with citations
to numerous reported cases.
This is a bad idedad.

All three of these purposes suggest that the
style of the reservation of rights letter should be
as simple as possible. Reservations of rights are
complex legal instruments. If there are a num-
ber of rights to be reserved, and if those rights
pertain-both to the duty to pay and to the duty to
defend, not only will the reservation be concep-
tually complex, it will be lengthy; it will talk about
a number of different things; and it may be com-
plicated. Nevertheless, the style should be as
simple as possible. The court might say, after °
all, that an unintelligible reservations of rights
letter was unsuccessful in reserving rights. An
obscure reservation of rights letter will not com-
municate information to the insured, and com-
munication is one of the functions of such a let-
ter. Finally, if a reservation of rights letter is filled
with arcane terminology, opaque wording, and
convoluted grammar, the letter will do the in-
surer a good deal of harm when it comes to trial.
Probably, authors of reservation of rights letters
should strive not only for simplicity but for
grace. These properties are the halimark of con-
vincing prose, which is often associated with
careful thought. They are the marks of careful
thought. :

Many reservation of rights letters are laced with
citations to numerous reported cases. This is a
bad idea. If the letter contains a paragraph recit-
ing of black letter law controlling, say, the duty
to defend, the prose in that paragraph does not
need explicit legal support in the context of a
reservation of rights letter. Statements of the law
need to be absolutely accurate. Citation is mostly
unnecessary. I recall seeing a reservation of
rights letter not long ago which had 67 case cites
in it. The underlying tort case was a defamation
case. Many of the citations pertained to various
aspects of the law of defamation, which the in-
surer thought it needed to explain at length. I
thought that many of the citations were point-
less and unnecessary.
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If a reservation of right§ letter turns on some
recent case, it is probably wise to cite and dis-
cuss the case. Tt may even be wise to include a
copy for the edification of the insured. Such situ-
ations are relatively rare, however, although one
sees them in the environmental area, from time
to time.

Signatory

Who should sign the insurer’s reservation of
rights letter? The general practice is for the claims
person handling the file to sign the reservation

- of rights letter. Sometimes the line adjuster and

her supervisor will sign it. Sometimes several
claims people sign it. I have never understood
the theory behind the reservations of rights let-
ter carrying two, three, and sometimes more sig-
natures. I surmise it is to make the document
official and thought-through. In fact, it does
nothing more than subject people to deposition.
Often those people profess not to remember sign-
ing the letter and not to remember discussions
which led up to the signing of the letter. This
just makes everybody look silly. Often, the reser-
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vation of rights letter is actuafly written by an at-
torney retained by the insurer. Frequently, when
attorneys provide liability insurers with coverage
opinions, they attach reservation of rights letters.

The fact that a draft of the reservation of rights
letter is prepared by an attorney—usually a
young lawyer—is one explanation for why cita-
tions are frequently included in reservation of
rights letters. Some young lawyers like to wear
their learning on their sleeves. Sometimes whole
law firms are insecure about their status and so
want to prove everything, right here—right now.
At the same time, the fact that a claims person is
signing the reservation of rights letters is one
good reason why such letters should not con-
tain numerous citations to reported cases. Far-
thermore, in the trial of the coverage case, if a
claims person who signs the letter does not know
the cases cited in the letter and does not so much
as have the cases in his adjustment file, the in-
surer will look foolish.

There is nothing fixed in the law which re-
quires that reservation of rights letter be signed
by the claims person for the company. Indeed,
sometimes, it is signed by a claims person for a
firm of independent adjusters. Sometimes, it is
appropriate that counsel for the insurer sign the
letter. This is particularly true once the insured
has hired counsel and the locus of dialogue, dis-
cussion, and argument has become lawyer-to-
lawyer rather than claims person-to-risk man-
ager (or, claims person-to-insured).

An Interesting Puzzle

One recent case with which I have some fa-
miliarity involved a rather puzzling issue. A li-
ability insurer had insured an industrial enterprise

_for a couple of decades. During that period of time,

the insurer had exercised its right to defend many
cases and lots of them had been settled.

The insurer and the insured worked closely
together, and—over the years—they developed
a mode of dealing with each other. There would
be oral discussions as to whether there was cov-
erage for a certain case, and the policyholder
and the carrier could be trusted to remember
when the insurer had doubts about a duty to pay.

As luck would have it, the risk management
staff of the policyholder and the adjustment staff
of the carrier changed substantially at approxi-
mately the same time. The insurance company
was, at that time, was defending a rather large
environmental case—ijust the type of case in
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which one would expect to find a reservation of
rights letter having been issued. As events de-
veloped, the insured dispatched a reservation of
right letter—ostensibly, quite late—and the in-
sured took the position that it relied upon carrier’s
not having issued a reservation of rights letter at
the “appropriate” time. ‘

How should this case come out? From a purely
legal point of view, if the insurance company
could prove the course of dealing, and could
prove that the insured was aware of the specif-
ics of its coverage doubts, the insured should be
able to prevail on the estoppel issue. Theory and
practice are not always the same, however. Prov-
ing that the insured had specific and detailed
knowledge as to insurer’s coverage doubts is
extremely difficult, even when everybody can
be counted on to tell the truth. Moreover, prov-
ing the details of a course of dealing is also very
difficult for a variety of reasons. Some of the
risk managers will have disappeared. Some of
them will simply not remember. Some of the
former risk managers will be retired, and they
may be afraid for their pensions. And so on.

A New Trend: Recoupment and
Restitution

A number of insurance companies are now
seeking to obtain back from their insureds de-
fense costs (inclading attorney’s fees) spent,
when there never was a duty to defend. The sys-
tem works this way. An insured gets sued. It
sends the suit papers to the insurance company.
The insurance company dispatches a reserva-
tion of rights letter and files a declaratory judg-
ment act. For an interval, the insurer defends its
insured, but—eventually—obtains a declaration
of no coverage and no duty to defend.

The insurer then amends the declaratory judg-
ment action seeking restitution of the attorney’s
fees, based upon the proposition that it never
owed them. The wise insurer will have included
some sort of statement in its reservation of rights
fetter, to the effect that it will seek recoupment if
it has no duty to defend. The reservation of rights
letter will play a key role in the law suit, which
was formerly a declaratory judgment action and
which is now an action seeking restitution.

There are other ways that the issue of recoup-
ment can be presented to tribunals. In all prob-
ability, it need not be part of the declaratory judg-
ment action. However the issue is presented, the
wise insurer will have included in the reserva-

tion of rights letter a warning to the insured that
it will seek recoupment.’

On July 24, 1997, the California Supreme
Court weighed in on the side of permitting in-
surers which have properly reserved their rights
to recoup certain defense costs. It did this in a
mandamus case, Buss v. Superior Court*” The
decision was not unanimous. Both sides have
some wisdom inherent in their positions, as is
characteristic of great debates.

If an insurer spends money
defending claims, some of
which are covered and some
of which are not, and the
insurer cannot sepcarate the
expenses, it cannot get
reimbursement.

The case arose out of a business controversy.
The complaint articulated 27 causes of action.
All of the common law theories characteristic of
business litigation has been rounded up and de-
ployed. Defamation was included, and one of
the 27 counts included wrongful eviction as a
subsidiary. Unquestionably, the gist of the liti-
gation concerned a broken business relationship.
Transamerica, the real party in interest, defended
pursuant to a reservation of rights in which it
stated that it might seek recoupment of defense
costs for uncovered claims. Two CGL policies
were at issue.

Justice Mosk, writing for himself and five oth-
ers, held that an insurer might obtain reimburse-
ment for money expended upon defending
causes of action which were not even potentially
covered. The insurer bears the burden of prov-
ing all of the clements required for reimburse-
ment, but it is held only to a preponderance of
the evidence. Apparently, if an insurer spends
money defending claims, some of which are
covered and some of which are not, and the in-
surer cannot separate the expenses, it cannot get
reimbursement.

The majority relies upon the following argu-
ment. (1) If all the claims in a complaint are po-
tentially covered, then the insurer has a duty to
defend the entire law suit. (2) If “none of the
claims are potentially covered, the insurer does
not have a duty to defend.” (3) “Tt follows that,
in a ‘mixed’ action, in which some of the claims
are at least potentially covered and other are not,

Coverage 32

Valume 7, Number 4, JulyfAugust 1997



the insurer has a duty to defend as to the claims
that are at least potentially covered, having been
paid premiums by the insured therefor, but does
not have a duty to defend as to those that are
not, having not been paid therefor.” The con-
clusion does not, of course, follow from the pre-
mises. In fact the argument involves not one but
two howling fallacies. First, the argument as-
sumes that if A is true of one ingredient and nor-
A is true of another ingredient, then, when the
two ingredients are mixed together, and charac-
teristics 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. Second, the court assumed—without any
evidence at all having been presented!-—that the
underwriting function does not anticipate that
there will be some lawsuits like Buss and charge
appropriate premiums for anomalous defense
costs. This assumption is almost certainly false.

The court is unwilling to say, however, that
the insurer need not defend claims which are
not even potentially covered when some claims
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must be defended, “To defend meaningfully, the
insurer must defend immediately. To defend
immediately, it must defend entirely.” However,
the insurer may get some of its money back later
based upon a theory of restitution. The majority
regards this as a sensible view because it dis-
courages insurers from denying legitimate claims
where the insurer would have to spend more that
it bargained for and the insured would end up
being unjustly enriched. In effect the court places
the risk of the insured’s insolvency upon the in-
surer, while it creates substantially more work
for insurance lawyers of all persuasions.

Justice Kennard dissented for himself alone.
He points out that the insurance policy requires
the insurer to defend “suits” not “claims.” Thus,
conirary to the express position of the majority,
Justice Kennard thinks that a duty to defend
some uncovered claims is a confractnal—as op-
posed to purely legal-—obligations. He has a
powerful argument.

Policyholder’s Response

In general, there are three ways in which a
policyholder can respond to a reservation of
rights. It can acquiesce. It can raise questions. It
can reject the reservation.

Acquiescence

In the overwhelming majority of cases,
insureds simply go along with the reservation
of rights. They permit the insurance company
to run the case and either don’t think about it or
worry in silence.

In the vast majority of cases, the reservation
of rights comes to nothing. Many times, the cases
prove to be relatively worthless and the insur-
ance company seftles it for a nominal amount.
On .other occasions, it turns out the reservation
of rights was ill-considered and the insurer re-
solves the case by way of settlement without ever
withdrawing the reservation. In other cases, the
reservation is well taken, the plaintiff comes to
see that fact, and settles with the defendant for a
small sam, which the insurance company pays.
In a final category of case, the insured and the
insurer combine together to negotiate a settle-
ment, and both of them pay something.

Every once in a whilg, the reservation of rights
is well taken, and the plaintiff presses its case to
a conclusion. Sometimes, the defendant has the
money to settle the case or pay the judgment.
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Sometimes, the insured-defendant and the plain-
tiff enter into some sort of an arrangement
whereby the defendant pays off his obligation
to the plaintiff by assigning rights e has against
the insurance company. Sometimes, the insured
iries to wiggle out of its acquiescence. 1 shall
return to this topic later.

Questions

Sometimes, policyholders (and their lawyers)
respond to a reservation of rights letter by ask-
ing a series of detailed questions: It is probably
always best to try and place the ball in the other
fellow’s court. Hence, asking questions and seek-
ing further information, as well as clarification,
is a wise strategy—at least in general. Some-
times, it can be exquisitely interesting to ask an
insurer what options the policyholder has in the
face of the insurance company’s reservation of
rights. No insurer wants to try to answer this
question. It deesn’t really know the answer,
partly, because is the law is rather thin, and parily
because all soris of imaginative options are pos-
sible. Moreover, it doesn’t want to hem itself in
to fixed options, and it doesn’t really want to
educate its own insured. On the other hand, if
the insurer fails to answer the insured’s ques-
ttons, it looks terrible.

It can be exquisitely
interesting to ask an insurer
what options the policyholder
has in the face of the
insurance company’s
reservation of rights. No insurer
wantis 1o try to answet this
question.

Under most circumstances, a policyholder can
count on the insurer taking substantial amount
of time in answering its questions, if it answers
them at all. A policyholder can make an insur-
ance company [ook bad in subsequent litigation,
if the insurer does not answer its questions
promptly and comprehensively, or—at the very
least—gently and politely suggest that the
insured’s questions are more appropriately dis-
cussed with the insured’s personai counsel. (This
gambit, while reasonable and appropriate, will
not succeed at the level of rhetoric. The deter-
mined insured will simply re-ask all these ques-
tions, and more, through counsel.)

When faced with this gambit, therefore, an
insurer should answer the policyholder’s ques-
tions promptly, thoroughly, comprehensively,
and in an open-ended way. This last point is of
crucial significance. The insurance company
need not box itself in. It can point out to the
policyholder that all sorts of alternative options
are available. It is also frequently appropriate
for the insurance company to try to set up a
meeting with the insured. Often, the insured will
resist the suggestion. Meetings are seldom a bad
idea from the insurer’s point of view. Further-
more, if the insurer hypothesizes that the insured
is setting it up, it can frequently get better con-
firmation or disconfirmation of this hypothesis
from a meeting than it can from letters.

Rejection

Some courts in some states say that a policy-
holder has a right that insurers shall make a de-
cision as to whether it has coverage or not. In
some courts, in some states say that a policy-
holder has a right to a defense unburdened by a
reservation of rights. Under these circumstances,
the policyholder may demand that the insurance
company make a decision and dispense of their
reservation of rights.®®

This view cannot be the law of Texas. In
Texas, insureds do not have a general right to
an unburdened defense. The reason for this fact
is quite simple. The insurer’s duty to defend and
the insurer’s duty to pay have different sources,
and—under current Texas law—the duty to pay
cannot reaily be determined until the underly-
ing case is resolved.®

Nevertheless, in general, if an insured rejects
a reservation of rights, then the insurer is put to
an election. It may do one of four things. First, it
may defend unconditionally. Second, it may
deny coverage completely. Third, the insurer can
ignore the insured’s reaction to its reservation

~ of rights letter and keep on defending as though

nothing has ever happened. (Subsequently, the
insurer will take the position that by not insist-
ing in taking over the case, the insured acqui-
esced in the reservation.) Fourth, it can acqui-
esce in the insured’s demand by permitting the
insured to select personal counsel who will be
the attorney for the insured only. This counsel
will report only to the insured and will take no
instructions from the insurer. The only respon-
sibility of the insurer with respect to the insured’s
defense is to pay that lawyers reasonable
attorney’s fees.
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Many people believe this last scenario to be
firmly established as the legal obligation of the
liability carrier when faced with a reservation of
rights. It is amazing how little binding authority
there is for this view. I have not located any cases
from Texas state courts, for example, saying that
this arrangement must be put into practice when-
ever the insurer and the insured cannot agree,
although there is some Fifth Circuit authority to
this effect, which purports to construe Texas
law.*® Nevertheless, many people believe that
the scenario like the above one is required of
insurers and the widely held belief may rise the
level of industry practice.

Insurers and insuracis can
negoliate all sorts of individualized
arrangements about how to
handle the defense of the insured
in the face of a reservation of
rights letter.

In reality, insurers and insureds can negotiate
all sorts of individualized arrangements about
how to handle the defense of the insured in the
face of a reservation of rights letter. It is seldom
a good idea for the insurer to simply ignore the
insured’s rejection of the reservation and con-
tinue to defending the case. When the insurer
keeps on defending, after ignoring the insured’s
rejection, it will try to take the position that the
insured acquiesced in the reservation, after all.
The insured will take the position that it didn’t
know quite what to do when the insurance com-
pany refused to relinquish its defense file. The
outcome of such cases will turn on factual subtle-
ties, since the bold positions of both sides are
manifestly wrong., Consequently, the outcome
of any such case is completely unpredictable,
Obviously, therefore, the situation is one to be
avoided. :

It is seldom a good idea for an insurer to sim-
ply refuse to pay any of the fees of the insured’s
personal counsel, if personal counsel will not
agree to the insurer’s fee schedule. At the same
time, an insurer is obligated to pay reasonable
attorney’s fees for necessary activities. It is not
obligated to pay attorney’s fees at an inflated
rate. The fact that an insurer can get capable at-
torneys at lower fees is surely relevant to the
reasonableness of the fee. Insurance companies
surely have the right to audit legal bills which
they are expected to pay. The position which

insureds frequently take opposing any such au-
dit is surely lacking in legal foundation.

The insurers’ responsibility for legal fees fol-
lowing its insured’s rejection of the reservation
of rights is one of the least tractable issues I know.
The attorney’s are defensive about their fees and
most litigating lawyers belicve that the best de-
fense is a good offense. What counts as a neces-
sary activity is, therefore, subject to substantial
discretion. Perhaps no more than a smell test can
be used to review whether an activity was nec-
essary. The insured is put out with the insurer
anyway, and so is ill-disposed to cooperate. If
the insured is using its usual law firm, the in-
sured is delighted for the law firm to make a
{ittle money. The insured may have an angry,
resentful attitude towards the insurer, and wish
to hurt it. The insurer knows that it needs to pro-
ceed gingerly. All of this is very unfortunate.
From a legal point of view, the issue is relatively
simple, and there are quite simple ways to
handle the problem. Obviously, everyone needs
to cooperate. Once the matter is approached in
a cooperative spirit, an arbitrator can be selected
who is a stranger to all sides, and who is sophis-
ticated about attorney’s fees. Such a person can
generally be counted on to do the right thing.

Estoppel of the Insured

Suppose the insured declines in silence, the
various invitations of the insurer {o ask ques-
tion, react, comment, and so forth. Might there
not come a time when the insured is estopped
from complaining about the insured’s manag-
ing the defense? Case law on this is non-existent,
as far as I can tell. Theoretically, of course, there
is no reason why an insured could not be es-
topped from claiming that an insurer’s manage-
ment of its defense barred the insurer from de-
nying coverage. On the other hand, there is some-
thing inelegant about claiming that an insured
may be estopped from asserting estoppel.

Splitting the File

Can the same claims person process the de-
fense of a case against an insurance company’s
insured, with a reservation of righis in place, and
also work on the coverage issues? Obviously,
the same lawyer may not perform both functions,
because the lawyer’s a fiduciary of her client.
Neither the insurance company nor the claims
person is a fiduciary, however, so there is no
black-legal rule which requires that the file be
split. At the same time, if defense counsel re-
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ports fully on the development of the case, she
might make disclosures to the claims person in
charge of both files which the insurer would use
to deny coverage or which would alert the in-
surer new dimensions of the already existing
coverage problems. If defense counsel assists
an insurer in developing policy defenses, the
insurer may be estopped from asserting those
policy defenses. As a general rule, the lawyer
must knowingly assist the inswrer in developing
policy defenses, but the contours of the rule are
not clear and the rule is not so fixed that the
prudent insurer should rely on its narrow word-
ing rather than its spirit and purpose.

Consequently, prudent insurers will split the
file, when a reservation has been issued. This
means that the prudent insurer will appoint one
claims person to oversce the defense of the case
and another claims person to conduct and over-
see the coverage dispute. The prudent insurer
will also screen off these two claims people from
one another. Where possible, it is sensible to place
them in geographically different offices. Such
placement is easier said than done, however,
except in large cities where an insurer will have
several offices. Obviously, if an adjuster is ex-
pected to investigate a case for the purposes of
determining coverage, the adjuster needs to be
proximate to the scene where witnesses and
documents can be found.

The prudent insurer will appoint
one claims person 1o oversee
the defense of the case and

another cldims person to
conduct and oversee the
coverage dispute,

There is a paradox not very deeply buried in
the recommendation that the file be split. Claims
departments of liability insurance companies are
organized hierarchically. Line adjusters report
to supervisors. Supervisors report to examiners,
Examiners report to executives. If a file is to be
split, the line of reporting shoeuld be kept as sepa-
rate as possible for as long as possible. Never-
theless, since we are dealing with one insurance
company, eventually, the channels of reporting
and supervision will converge. Usually, it will
be below the vice president for claims, but not
very far. Hence, no file can be completely split.
Nevertheless, insurance companies should keep

them split for as long as possible, and each file
should be flagged so that the one senior person
who is responsible for both files will be aware
of the split and informed about the reason for
the split. Does this convergence negate, in legal
contemplation, splitting of the file? In strict le-
gal theory, the answer is probably affirmative.
As a practical matter, if a company tries to keep
its activities from the defense file separate from
its activities on the coverage file, and if there is
no real prejudice, the mere fact of convergence
will not create estoppel.

A Problematic Defensive Move

Suppose that an insured has been sued upon
two theories, one which is covered and one which
is not. Suppose further that the insurer has re-
served its rights and is defending the insured. Is
it ever proper for the liability insurer to move
for summary judgment on the covered claim? If
it does this, the insurer will be utilizing its posi-
tion as the insured’s litigation manager to place
itself in a position to deny coverage completely
and to withdraw the defense. On the other hand,
if the insurance company does not move for
summary judgment, it may be leaving its insured
exposed.

One simple resolution of this conflict is to say
when a liability insurer moves for summary judg-
ment an uncovered claim, it thereby estops it-
self from withdrawing the defense. Some insur-
ance companies already behave as though this
is the rule and continue providing a defense to
an insured, even after all coverage claims have
been removed by summary judgment. This is
certainly a safe and honorable course, if the in-
sured is informed that the insurer will not be
paying any damages if a judgment is returned
against the insured. But is it legally required?

Here is my conjecture. (1) If the plaintiff might
realistically obtain a jury verdict in the absence
of a summary judgment, then the insurer may
move for summary judgment on behalf of its
insured. By doing so the insurer is protecting
the insured from real danger. (This is true even
though the jury verdict could be set aside upon
a motion for judgment non obstande verdicto.
As a practical matter some judges are more re-
luctant to disturb a jury verdict than they are to
grant a summary judgment. The insurer should
take all necessary measures to avoid subjecting
an insured to the appeal of an adverse judgment.)
(2} In contrast, if the covered claim is almost

Coverage 36

Volume 7, Number 4, July/Asngust 1997



&

pure make-weight, the insurer probably should
not move for summary judgment. The only point
in doing so is to avoid paying defense costs.
When the insurer files a summary judgment in
this situation, it is acting in its own interest only.
It is not really defending the insured. This a de-
fending insurer should not do. Of course, dis-
tinguishing between these two situations is not
always easy. In fact, it may always be hard. When
it is unclear whether (1) or {2) obtains, a pru-
dent will always treat the situation as an instance
of (1).

The Minnesota Supreme Court recently shed
some light on this general area in Meadowbrook,
Inc. v. Tower Insurance Company, The underly-
ing case was an employment dispute based
mostly on various kinds of discrimination and
sexual harassment, but with defamation claims
thrown in. The trial court granted summary judg-
ment as to the defamation claim, and it was sub-
sequently settled. One question on appeal was
whether the insurer could stop paying defense
costs when the only covered claim was elimi-
nated. The underlying suit was filed in Year-i;
the trial court granted summary judgment on the
defamation claim in Year-2; and the defamation
claim was settled in Year-3, The court held that
the msurer owed its insured a defense for any
potentially covered claim until it was eliminated
with finality. Hence, a mere partial summary
Jjudgment was not sufficient to terminate the
insurer’s duty to defend. (One wonders if a sev-
erance followed by a final judgment in the sev-
ered action is sufficient, if an appeal is pend-
ing.) But the insurer settled the already defeated
claim with the plaintiffs and obtained a release
of the insured. At this point, said the court, the
duty to defend ended, since no potentially cov-
ered was—or even had ever been pleaded. The
insured complained that an insurer should not
be able to settle a covered claim (as opposed to
the entire suit) when such a settlement would
expose the insured to litigation costs. The court
disagreed. It pointed to the language of the in-
surance contract which permits insurer to settle
tort cases as they “deem expedient.”® It is un-
clear how influential this decision and opinion
will be. Not every liability policy contains the
“deem expedient” clause. Many policies con-
tain language which suggests that insurers may
settle suits against their insureds at their discre-
tion.

Withdrawing the Defense

Suppose everything has been done right. The
imsurer has issued a proper and timely reserva-
tion of right letter. It has split the file. And the
msured has acquiesced in the reservation. Now
let us suppose that the plaintiff has amended his
pleadings several times, and that the insurer has
issued a new reservation of rights letter every time.

Now let us suppose that something goes wrong.
Suppose, the plaintiff files another amended
pleading, but the insurer fails to issue a new res-
ervation of rights letter, or issucs a reservation
of rights letter but fails to realize that the latest
amended pleading has extinguished the insurer’s
duty to defend. Suppose that this state of affairs
lasts for two years or more, at which point the
insurance company wakes up and withdraws
from the defense of the case.

Not only may an insurance
compdany be estopped for
failing fo issue a reservation of
rights letter in the first place, it
can be estopped if it does not
withdraw it in a timely way.

Can an insurer do this? The Acel Delivery case
considered pretty much this issue, and it concluded
that the insurer could not withdraw under these
circumstances and could not claim that it had no
duty to pay. The position of the court seems well
taken, at least when trial is drawing near, or when
the insured would never have hired or kept the
lawyers vetained by the insurance company. Short
delays are unproblematic, but long delays are never
permitied. Within those parameters, the length of a
permissible delay is probably inversely propor-
tional to the proximity of the (rial date.

Of course, no insurer should ever “jerk™ a
defense. Groundwork must be properly laid.
Explanations must be given. The insured should
be given the opportunity to comment. Perhaps
there must be a period of dialogue. Things
should go smoothly. At the same time, insurers
should keep the model of due process in mind:
insureds should get notice of a hearing.

There is a second kind of estoppel at work in
these cases. Not only may an insurance com-
pany be estopped for failing to issue a reserva-
tion of rights letter in the first place, it can be
estopped if it does not withdraw it in a timely
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way. In the “hypo” set up above, the estoppel
working against the insurer is still linked to the
reservation of rights. But one could just as eas-
ily imagine an insurer properly issuing a letter
saying that the duty to defend had been distin-
guished and indicating to the insured that it
would withdraw in the near future in an orderly
way, and yet—as the result of a bureaucratic
blunder—the insurer never withdraws. Estoppel
would function just as forcefully in this new
“hypo” and the estoppel here would be divorced
from any error in the reservation of rights.

Reserving Rights and
Declaratory Judgment Acts

When should a liability insurer which has re-
served its right file a declaratory judgment
against its insured? This question has legal, stra-
tegic, and economic significance,

In many jurisdictions, and in all federal courts,
an insurer’s duty to pay may be determined in a
declaratory judgment action before the under-
lying case is resolved. Sometimes, if the duty to
pay is extinguished in a declaratory judgment
action, the courts say that the duty to defend is
extinguished as well. In contrast, other courts
say that liability carries continue to have a duty
to defend, even thought they have no duty to
pay. (Obviously, this latter situation creates dif-
ficult anomalies. The principal difficulty is that
the insurer will have a duty to defend, but no
duty to settle. This means that the insurer can-
not completely control the defense.)

Heretofore, this situation could not arise in
Texas. Under the Burch case, there was no case
or controversy pertaining to the duty to pay un-
til after the underling tort case was resolved.®
Consequently, there could be no declaratory
Jjudgment action regarding the duty to pay, al-
though there could be declaratory judgment ac-
tion regarding the duty to defend, before the reso-
lution of the underlying tort case. Recently, the
Texas court may have eroded this doctrine to
some degree. In the Gandy case in 1996, the
Texas Supreme Court held that one of the cru-
cial components in defeating “sweetheart deals,”
by which plaintiffs and defendants entered into
collusive arrangements to siphon money out of
insurance companies, was for the insurance com-
pany to file and pursue a declaratory judgment
action.* This doctrine would make sense only
if an insurance company could obtain an imme-
diate declaration as to the duty to pay. More-
over, in the Griffin case,” the Supreme Court per-

mitted the insurer, the insured, and the tort victim
to proceed with a declaratory judgment action
which eventuated in a finding of no duty to pay.

S0, when should a liability insurer carrier file
and pursue a declaratory judgment action. Ob-
viously, there are competing considerations to
be balanced here, Such actions are not over-
whelmingly expensive, but they’re not cheap
either. On the other hand, liability insurers should
be haunted by the specter of the “sweetheart
deal.” Here’s how they work. The plaintiff pleads
his tort case in a somewhat ambiguous way. The
plaintiff hopes to establish a duty to defend, but
trap the carrier into defending only pursuant to
a reservation, Once the carrier defends pursuant
to a reservation, the plaintiff and the insured
cooperate in {rying to get rid of the insured. One
way to do this is to reject the carrier’s reserva-
tion, and require the carriers to either defend
uncenditionally or to stand aside. If the carrier
elects to stand aside, the plaintiff and the defen-
dant-insured see to it that the court enters a huge
judgment with respect with which there is a cov-
enant not to execute. In the process, the insured
assigns any case it has against the insurance
company to the tort victim, including all con-
tract rights, as well as all statutory and common
law bad faith rights. The tort victim then pro-
ceeds directly against the insurance company.

Hundreds of millions of dollars changed hands
in Texas over the last decade as the result of these
“sweetheart deals.” In Gandy, the Supreme Court
stepped in and made these deals vastly more
difficuit. One key barrier the court has created
to “sweetheart deals” is the declaratory judgment
action. According to the court, if a liability in-
surer files and pursues a declaratory judgment
action, then it has a complete defense to as
“sweetheart deal.” Therefore, whenever a liabil-
ity insurer faces a situation in which there may
be a “sweetheart deal,” it behooves the insurer
to file and pursue a declaratory judgment ac-
tion. “Sweetheart deals” were all the rage sev-
eral years ago. Their significance has now de-
clined precipitousty.” Many lawyers no longer
have any confidence that they will work, and
insurers have been heartened considerably. Nev-
ertheless, liability insurers should be careful.
They can still be set up. The key to diffusing
any such stratagem is the declaratory judgment
action. Hence, if there is any realistic possibility
of a “sweetheart deal,” the insurer should pur-
sue a declaratory judgment action. Obviously,
the insurer’s reservation of rights letter will play
a pivotal role in the development and presenta-
tion of the declaratory judgment act.
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Conclusion

Opinions in various jurisdictions link estop-
pel to conflicts of interest experienced by the
insured. Some relate them to apparent conflicts.
Some speak of potential conflicts. Others speak

_ simply of conflicts. Estoppel should not be gen-

erated by the appearance of evil. It should only
be generated by evil itself. The possibility that
harmful conduct may emerge, which is what a
potential conflict is, is also not sufficient to cre-
ate estoppel. Even in an actual, out-and-out con-
flict of interest should not be taken to be suffi-
cient to generate estoppel. Conduct may be un-

acceptable, but the conduct must also cause in-
jury, at least in the form of prejudice.

As a matter of legal theory, estoppel should
be difficult to prove. On the other hand, insur-
ers know that they are not favored by juries. In
some venues, they are even despised. From a
practical point of view, therefore, estoppel is
easier to prove than it should be in legal theory.
Insurance companies manage their affairs in the
real world, and make their plans based on practi-
cality, and not simply upon legal theory. The pru-
dent insurance company, therefore, will give situ-
ations which might generate estoppel a wide berth.
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