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Insurance Disputes Arising Out
of Complex Litigation

REATUREARTICLE.
L i$ a lruism that complex business
lawsuits invariably result in complex

insurance dispuies. In fact, general
liability insurance policies provide cover-
age for a wide vartety of business lltigalion
lawsuits, including claims of misappropria-
tion of trade secrets, unfair competition
and copyright and trademark infringement,
See Seatex Systems, Inc. v. Hartford Acc.
& Indem. Co. (9th Cir. 1996) 93 F 3d 578.
Even business lawsuits that center on atle-
gations typically not covered by general lia-
bility policies—such as wrongful termina-
tion or sexual harassmenl—nevertheless
frequently involve secondary allegations of
defamalion, tnvasion of privacy or related
torts which implicale insurance coverage
See Buss v. Transamerica (1997) 16 Cal4th
35.
Although the insurance dispules engen-
dered by these business litigation disputes
are complex and fact specific, there are ten
recurring insurance coverage issues that
are typically raised by any business litiga-
tion claim. These ten issues constitute the
paradigm I call the "Ten Phases of Insur-
ance Goverage.”

1. Duty to Defenll

The duty to delend is the most important
concept in insurance. Black letter California
law requires an insurer to immediately
defend 11s insured if the allegations in the
complaint fall within, or may polenually fall
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within, the scope of coverage provided by
the terms and definitions of the policy.
Gray v. Zurich Insurance Co. (1966) 65
Cal.2d 263

The duty o defend frequenlly becomes the
first batulefield between insurer and
insured. Insurers file declaratory relief
actions seeking judicial resolution of diffi-
cult coverage issues. Policyholders miliale
had faith complainls arising from the insur-
er’s wrongful refusal to defend. Critically,
many dutly 1o defend issues can be promptly
resolved through a motion for summary
adjudication, allowing the insurer and poli-
cyholder to ascertain their righls and oblig-
ations early in the claims handling process.

2, Right to Independent Counsel

A derivative of the duty to defend is the
right to independent counsel. Calilornia
Civil Code section 2860 imposes a manda-
tory duly upon insurers to provide indepen-
dent counsel when the resolulion of a third
partly claim hears directly on the outcome
of the coverage dispute belween the insur-
er and ils insured. San Diego Navy Fed,
Credit Union v Cumis Ins Society, Inc.
(1984) 162 Cal.App.3d 358, 364.

The rigint Lo independent counsel is one of
the most heated disputes in insurance. Dis-
putes arising over the right to independent
counsel can Lake many months to resolve
informally. To the extent that the insurer
refuses to recognize the right to indepen-
dent counsel, it may he necessary for the
insurcd Lo initiate litigation and file a
motion lor summary adjudication on thal
issue. Furthermore, while the htigation 1s
being prosecuted. the insured may need to
involuntarly wrest control of the defense
away from insurer-appointed counsel
through a formal substitution

of altorney

Under such circumstances, the insurer may
claim a breach of the duty to cooperate and
purport to withdraw form Lhe defense. Ull-
malely. obtaining the right 10 independent
counsel is critical to the proper resoiution
of any insurance coverage dispule between
the insured and ils insurer,

3. Control of Litigation

Even in situations where independeni coun-
sel has been appointed. issues regardimg
control of the litigation frequently arise.
Civil Code section 2860 provides that “botl
the counsel provided by the insurer and
independent counsel seiected by the
insured shall be atlowed to participate in
all aspects of the litigation.” Based on this
provision, insurers frequently argue that
their appointed counsel has the right io be
direclly involved in all discovery, law and
motion, and strategy decisions

From the perspective of the msured. any
efferts by the insurer to control the litiga-
Lion directly contradict the purpose of Civil
Code section 2860 and shouid be strenu-
ously resisted While independent counsel
and the insured have an obligation to fully
cooperate and share inlormation and docu-
ments with the insurer and its appointed
“monitoring” counsel, at the end of the dav
there can only be onc ultimate decision-
maker in the litigation- independent coun-
sel. Thus a bright line must be drawn
between the legitimate monrtoring activi-
ues of imsurers counsel and an improper
attempt 10 become involved m substantive
issues and decision making in the litigation.

4. Hourly Rale

Disputes involving the hourly rate to be
paid arise in virtually every case involving
independent counsel. Pursuant o Cuvil
Code section 2860. the insurer must pay
mdependent counsel “the same rates that
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actually paid by the insured to attorneys
retained by it in the ordinary course of
business in the defense of similar actions
in the community.” Based on this language,
ingurers typically will argue Lthat indepen-
dent counsel must accept the lowest “off
the rack” rates paid by that insurer.

independent counsel should resist such
cflorts. First, the hourly rale paid by ingurers
Lo their panel counsel does not truly reflect
all the consideration that pancl firms
reccive. For example, a law firm that has

a commitiment Lo a large volume of cases
saves significantly on overhead and other
costs, including marketing. In addition, the

regular hourly rates do not include year-
end bonuses or ether incentives thal may
also be paid.

Second. an "apples to apples” comparison
musi be made. Many business litigation
dispules are extremely complex and require
sophisticated counsel. Likewise, such dis-
putes frequently involve high damages and
require specialized handling. Thus, whal
the insurer pays its lawyers 1o handle
simpie disputes is not reievant.

Ultimately, resolving hourly rate disputes 18
much easier when in a litigation mode. An
insured can serve comprehensive discovery
upon ihe insurer seeking information
regarding what hourly rales the insurer
pays Lo lawyers for similar claims. Inde-
pendent counse! should be entitled to pay-

ment of the highes! rate that the insurer
pays in other cases, Afler completion of
discovery, disputes regarding hourly rates
must be resolved by binding arbitration.

3. Litigation Guidelines

Virtually all insurers have “Litigation
Guidelines.” which they require their regu-
larly appointed panel defense counsel to
follow as a condition ol employment. Many
of these insurers attempt to impose these
same obligalions upon independent coun-
sel. Such efforts should be rejected by
independent counsel

In Dynamic Concepts, Inc. v. Truck Insur-
ance Exchange (1998) 61 Cal App.4lh 999,
the court held that nol only was it an
improper interference in the atiorney-client
relationship for an insurer to attemp to
impose any of its standard litigation guide-

* AL the end of the day, there can only be one ultimate decision maker in litigation: independent counsel.

lines upon independent counsel, but “ques-
tioned” their use even for insurer-appointed
counsel, The Court stressed that. "Under

(Continued, see Disputes, page 30)
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no circumslances ¢an such guidelines be
permitted to impede Lhe allorney’s own
professional judgmenl about how best to
competently represent the insureds
Dvpamic Concepls at 1004, fo 9.

The Dynamic Concepls case is only the
mosl recent articulation of the fundamental
principle that an insurance company can-
not engage in the practice of lJaw nor
impede the professional judgment of Lhe
altorneys defending 1ls insureds. California
Business & Professions Code seclion
16125, See In the Matier of the Rules of
Professional Conduct and fnsurer imposed
Bilfing Rules and Procedures (2000) 2000
MT 110, 2 P.3d. 806.

6. Recovery of Pre-Tender Fees
The sine gua non of any insurance claim is
tender to the insurer. If the insurer has no

nolice of the claim, no coverage can exist.
On some occastons, tender is made weeks
or months after the claim is filed. Late
tender can resuli from various laclors,
including inability Lo locate the policy, a
lack of understanding that the claim may
potentially trigger insurance coverage or
simple madvertence. Whatever the reason
for the late Lender, insurers uniformly lake
the position that they are nol responsible
for reimbursement of altorneys’ fees and
costs incurred prior Lo lender.

Although recovery of pre-lender fecs is not
possible in every case, insureds should
altempt to oblain pre-tender fees whenever
possible. Recovery of pre-lender fees will
depend upon the circumstances of each
case. For example, if a case is filed with a
flurry of ex-parle applicalions, requesls for
temporary restraining orders, injunctions,
and other early litigation activity, the
insured should be entitied to reimbursement
of its attornevs’ fees for these activities

even before tender. Likewise, if the insurer
has sulfered no prejudice as a result of the
defense activities—and in fact benefils
from such defense expenditures—and if
independent counsel would have been
warranted in any cverd, then the insurer
should reimburse pre-tender fees as a
matter of cquily and fairness Further. an
insured may also be excused from late
tender because of a lost policy of other
mitigating factors. Sce Shell Oil Co. v.
National Unien Fire ins. Co. (1996) 44
Cal.App.4th 1633: Fiorito v. Sup.Ct. (1990)
226 Cal App.3d. 433.

7. Recovery of Posl-Tender and
Pre-Acknowledgment Fees

A derivative of issues regarding pre-tender
fees are allempts by insurers Lo avoid
payment in full of an insured’s allorney's
fees incurred post-tender but before
acknowiedament of the defense by the
insurer. Once an insurer refuses to defend
its insured, such insurer must pay all



attorney’s fees incurred afier its refusal to
detend, in [ull. and without any reduction

in the hourly rate. Statherg v. Western Title
Ins. Co. (1991} 230 Cal.App.3d 1223. This

same rule applies equally when the insured *

incurs attorney’s fees post-tender but
before acknowledgment of the duly Lo
defend. The insurer must pay all of the
attorney's fees and the regular hourly rate
charged by that counsel.

8. Reasonableness of Fees

The litigation audit is an offshoot of Litiga-
Lion Guidetines and the bane of appointed
panel defense lawyers everywhere. Insurers
will typically scrulinize bills of independent
counsel even more carefully than ihe bitls
of regular panel lawyers. While appointed
panel lawyers usually have no choice In the
matiter. independent counsel have no oblig-
ation to endure unreasonable attempts to
reduce their bills. Rather, the insurer is
obligated as matter of law to pay all rea-
sonable fees and expenses.

Pursuant te Givil Code section 2860, all
billing disputes must be sibmitted to binding
arbitration. It may be wise for independent
counsel to immediately petition for arbitra-
tion, 8o that billing issues are resolved
early in the case and a protocol is estab-
lished. Furthermore, the insurers’ refusal
to pay all outstanding bills may be a breach
of the duty to defend or even an interfer-
ence with the contracl between the insured
and its independent counsel,

9. Seltlement

The setilement context 1s rife with dispules
and conflicts belween insurers and their
insureds. For example. insurers frequently
attempt to oblain contribution from their
insureds for settlement because some por-
tion of the settiement deals with uncovered
claims. Insureds just as strenuously
demand thal insurers pay the entire
amounl of such settlements

Similarly. many dispules arise regarding
tliming of settlements. For example,
insureds may demand that the insurers

immediately setlle outstanding claims.
even up 1o policy limits. Insurers, on the
olher hand. may evaluate the case much
differently and view il as economically
more [easible Lo litigate the case. Interest-
ingly, professional lability claims [requently
involve the converse siluation, as insureds
demand that the ingurer fight the claim all
the way through trial while insurers seek
the predictability of a settlement

Finally, high deductible or self-insured
retention policies also creale interesling
setllement dynamics, as insurers may
wrongfully allempl Lo sellle cases within
the deductible or retention amounts (which
the insured then has to pay).

10. Post-Judgmeni

ironically, resolution of the underlying
claim does not mean that ihe litigation
process is over. Rather. it frequently signals
the beginning of a lengthy, sccond lawsuil

with the policyholders own insurer. Typically,
Lthe insurers conduct throughout the ten
phases of insurance coverage hccomes the
principal issue in the insurance lawsuit.

For the insured, mosL posi-judgment dis-
putes concern litigation for breach of
contract or bad faith. For example. if the
insurer had an opporlunity to settle within
policy limits but chose not to do so, any
Judgment in excess of policy limits may be
the responsibility ol the insurer. Further,
the insured may sue for reimbursement

of defense fees and costs not paid or Lhe
complete failure by the insurer to defend
and indemnify.

From the insurcr's perspective, two principal
issues arise post-judgment. First, an insurer
who has issued a reservation of rights letier
may seek rcimbursement of atlorneys’ fees
and costs which were incurred in the
(Continued, see Disputes, page 37)
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defense of clearly uncovered ctaims pur-
suant 10 Buss v. Transamerica {(1977) 16
Cal.4th 35. Second, an insurer thal pays 4
settlement Lo a claimant may later seek
reimbursement of thal settlement through
a declaratory relicf action finding that
there was no coverage tor the claim at
issue. Marviand Cas. Co. v. Imperial Con-
tracting Co. (1989) 212 Cal. App.3d 712
Both ol these mechanisms are rarely uti-
lized by insurers, however, as they involve
significant itigation cosls in enforcing Lhe
rights at issue and typically concern
insureds without the resources Lo pay any
significant judgment.

linderstanding the Len phases of insurance
coverage is critical 1o properly representing
one’s client in complex business litigation,
This is especially true in circumsLances
where an insurer acts improperly in dis-
charging its obligations and prejudices the
detense of the insured in the litigation #—



