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PENDING BEFORE THE CALIFORNIA SUPREME COURT

The following cases are currently under review by the
California Supreme C  ourt

Ameron IntnOl. Corp. v. Insurance Co. of the State of
Pennsylvania (case no. S153852) - Does a proceeding before
the United States Department of the Interior Board of Contract
Appeals constitute a OsuitO such as to trigger insurance
coverage under a commercial general liability policy?

Delgado v. Interinsurance Exch. of the Auto. Club (case no.
S155129) - When a liability policy covers injury arising from

an Ooccurrence,O which is defined as an Oaccident,O does the
insurer have a duty to defend an action for assault if the
complaint alleges the insured was acting under an

unreasonable and negligent belief that he was acting in self -
defense?

Sentry Select Ins. Co. v. Fidelity & Guaranty (case no.
S145087) - What is the appropriate test for determin ing
whether an insured is Oengaged in the business of renting or
leasing motor vehicles without operatorsO under California
Insurance Code section 11580.9(b)?

State of California v. Underwriters at LloydOs London (case
no. S149988) - (1) Does application of the pollution exclusion
clause of the comprehensive general liability excess insurance
policies at issue in this case turn on when waste material was
discharged from the Stringfellow Acid Pits waste disposal site

or when the waste was initially deposit  ed into the site? (2) If
pollution is caused by both uncovered intentional actions and
covered accidents, does the insured have the burden at trial to
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prove that all of the damages it seeks to recover were caused by a covered ev ent, or is there
a duty to indemnify when two concurrent causes are responsible for an injury even if one of
the causes is an uncovered act?

21st Century Ins. Co. v. Super. Ct. (case no. S154790) - Should an insuredOs attorney fees
and costs incurred to  obtain compensation from a third party tortfeasor be taken into

account when applying the rule that an insurer cannot seek reimbursement from the

insured unless the insured has been Omade wholeO by the recovery from the tortfeasor and
other sources?

Vil lage Northridge Homeowners AssOn v. State Farm Fire and Cas. Co. (case no.
S161008) - After settling a first party claim by accepting money from and executing a
release of the insurer, may an insured sue the insurer for fraud in inducing the settlement
and seek to avoid the release without returning the money the insurer paid?

PROPERTY INSURANCE
PAGE
De Bruyn v. Superior Court (2008) 158 Cal.App.4th 1213
"Absolute” Mold Exclusion is Valid, Even Though Covered Water Damage is
Predominant Cause of Mold 6

Devonwood Condominium Owners Association v. Farmers Insurance Exchange
(2008) 162 Cal.App.4th 1498
Because Appraisal Panel Only Decided "Amount" of Loss, Court Could
Confirm Amount of Award but Could Not Enter Money Judgment 7

Roberts v. Assuranc e Company of America  (2008) 163 Cal.App.4th 1398
EngineerOs Design Errors Are Not "Defective Methods In Construction” And
Do Not Trigger Collapse Coverage 8

Everett v. State Farm General Ins. Co. (2008) 162 Cal.App.4th 649
Property Insurer Did Not Ass ume Duty To Establish Adequate Coverage
Limits, And Did Properly Notify Insured Of Elimination Of Guaranteed
Replacement Cost Coverage 9

City of Hollister v. Monterey Insurance Company (2008) 165 Cal.App.4th 455
Insurer Cannot Enforce Time Limit to Co llect Replacement Cost Benefits
Where Insurer Fails to Promptly Advise Insured Regarding Estimated
Replacement Cost and Engages in Other Delays 11

Northrop Grumman Corporation v. Factory Mutual Insurance Company (2008)
538 F.3d 1090
"Flood" Exclusio n That Did Not Mention "Wind" Was Not Ambiguous 12
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Bjork v. State Farm Fire and Casualty Co. (2007) 157 Cal.App.4th 1
Homeowners Insurer Has No Duty to Defend Woman Who Allegedly Failed to
Prevent Husband from Molesting D aughter

Stellar v. State Farm General Insurance Company (2007) 157 Cal.App.4th 1498
Defamation Suit Against Insured Does Not Allege "Occurrence" Under
Homeowners Policy

Boeing Company v. Continental Casualty Company (2007) 157 Cal.App.4t h 1258
General Liability Insurer Properly Denies Defense Under Non - Standard
Additional Insured Endorsement

American Cas. Co. of Reading, PA v. Miller (2008) 159 Cal.App.4th 501
"Pollution" Exclusion Bars Coverage for Liability Arising From InsuredOs
Release of Solvent Into Public Sewer System

Belz v. Clarendon America Insurance Company (2007) 158 Cal.App.4th 615
Absent Prejudice, Insurer May Be Liable for Default Judgment Against
Insured Arising From InsuredOs Breach of Notice Clause

Lyons v. Fire Insurance Exchange (2008) 161 Cal.App.4th 880
Where Policy Covers "Personal Injury” Caused By "Accident," Insurer Has No
Duty to Defend Insured Against Suit Alleging "Intentional” False
Imprisonment

Qualcomm v. Certain Underwriters at LI oydOs, London (2008) 73 Cal.Rptr.3d 770
Excess Insurer Has No Duty to Pay Where Insured Settles With Primary
Insurer For Less Than Primary PolicyOs Limits

Manzarek v. St. Paul Fire & Marine Ins. Co. (2008) 519 F.3d 1025
Ninth Circuit Finds a Duty to Defend Lawsuits Filed Against a Rock Band
Musician and Related Corporation

Great Western Drywall, Inc. v. Interstate Fire & Casualty Company (2008) 161
Cal.App.4th 1033
"Cross - Suits" Exclusion Relieves Insurer of Duty to Defend Named Insured
Again st Suit Brought by Additional Insured

Royal Indemnity Co. v. United Enterprises, Inc. (2008) 162 Cal.App.4th 194
Third - Party Claimant Not Entitled to Intervene in InsurerOs Declaratory Relief
Action Against Insured
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Long v. Century Indemni  ty Company (2008) 163 Cal.App.4th 1460
If InsurerOs Reservation Of Rights Triggers Insured's Right To "Independent
Counsel," Any Dispute Regarding Independent CounselOs Fees Must Be
Arbitrated, Even If Insurer Does Not Retain "Panel Counsel "

State Farm Fire and Cas. Co. v. Superior Court (2008) 164 Cal.App.4th 317
Homeowners Insurer Must Defend Insured Whose Deliberate Act Allegedly
Caused Claimant to Suffer Unintended Injury

Monticello Insurance Company v. Essex Insurance Company (2008 ) 162
Cal.App.4th 1376
Absent "Potential" for Coverage, General Contractor Not Entitled To Defense
As "Additional Insured” Under SubcontractorOs Policy

Sony Computer Entertainment America, Inc. v. American Home Assurance Co.
(9th Cir. 2008) 532 F .3d 1007
Insurers Have No Duty to Defend Insured in Class Actions Alleging Product
Defects in Video Game System

Spangle v. Farmers Ins. Exchange (2008) 166 Cal.App.4th 560
Following Auto DealerOs Incomplete Transfer of Vehicle Title to Driver, Driv
May Be Entitled to Coverage Under Auto DealerOs "Garage Operations" Policy

McGranahan v. Insurance Corp. of New York (E.D.Cal. 2008) 544 F.Supp.2d 1052
Insurer Has Duty to Defend Subcontractor Who Allegedly Installed Damp
Drywall in Houses, Leadi  ng to Mold

Los Osos Community Services Dist. v. American Alternative Ins. Corp. (C.D.
Cal. 2008) -- F.Supp.2d -- , 2008 WL 4885680
Insurer Has Duty to Defend Insureds Against Taxpayer Suit Seeking Both
Injunctive Relief and "Damages "

Power F abricating, Inc. v. State Compensation Ins. Fund (2008) 167 Cal.App.4th
1446
Despite Uncertainty Concerning Who Actually Employed Worker Killed in
Accident, Insured Is Not Entitled to Defense Under "Employers’ Liability"
Coverage

INDEMNITY AGREE MENTS
Crawford v. Weather Shield Mfg., Inc. (2008) 44 Cal.4th 541
Indemnity Clause In Construction Contract Can Impose Duty To "Defend
Even In Absence Of Duty To "Indemnify”

"
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DIRECTORS AND OFFICERS INSURANCE

Westrec Marina Management, Inc. v. Arr owood Indemnity Company (2008)
163 Cal.App.4th 1387
Letter From Claimant's Attorney To Insured Is "Claim" Under "Claims Made
And Reported” Policy

BAD FAITH

Wilson v. 21st Century Insurance Company (2007) 42 Cal.4th 713
"Genuine Issue" Rule N  egates Bad Faith Claim Only If Insurer Demonstrates
It Conducted Thorough Investigation

Brehm v. 21st Century Insurance Company (2008) 166 Cal.App.4th 1225
"Genuine Dispute"” Rule Does Not Bar Complaint for Bad Faith Where Insurer
Allegedly Conducts Biased , Incomplete Investigation

RESCISSION
New Hampshire Ins. Co. v. COEst Moi, Inc. (2008) 519 F.3d 937
InsuredOs "Unintentional" But "Material” Misrepresentations in Application
Give Marine Insurer Right to Rescind

UNINSURED / UNDERINSU RED MOTORIST INSURANCE
Wedemeyer v. Safeco Insurance Company of America (2008) 160 Cal.App.4th
1297
Insured Only Required to Exhaust TortfeasorOs Motor Vehicle or Automobile
Bodlly Injury Liability Coverage Before Seeking Underinsured Motorist
Coverage

Bouton v. USAA Cas. Ins. Co. (2008) 43 Cal.4th 1190
California Supreme Court Clarifies Scope Of ArbitratorOs Jurisdiction In
UM/UIM Cases

Explorer Ins. Co. v. Gonzalez ~ (2008) 164 Cal.App.4th 1258

Underinsured Motorist Coverage Not Triggered Whe re Injured PartyOs Bodlily
Injury Limit is Equal to TortfeasorOs "Combined Single Limit" for Bodily Injury
and Property Damage
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PROPERTY INSURANCE

water damage but denied payment for
damage related to mold.

"Absolute" Mold Exclusion is Valid, Even

Though Covered Water Damage is De Bruyn sued Farmers based upon FarmersO
Predominant Cause of Mold denial of coverage for mold - related damage
resulting from the toilet overflow and
The California Court of Appeal has held that dishwasher leak. Among other things, De
even though Osudden and accidental® water Bruyn alleged the OabsoluteO mold exclusion
damage N a covered peril N was the was invalid pursuant to CaliforniaOs
predominant cause of mold, a policyOs predomina nt cause doctrine.
Oabsolute® mold exclusion was enforceable B
because the exclusion clearly communicated Farmers demurred to portions of De BruynOs
that mold Ohowever ca USEdO was never Complaint, asserting that the OabsoluteO
covered. ( De Bruyn v. Superior Court mold exclusion was valid and eliminated any
(2008) 158 Cal.App.4th 1213) obligation to pay for mold damage, even
when mold was caused by a covered peril.
Facts The trial court sustained F  armersO demurrer,
and De Bruyn sought relief in the Court of
Rudolf De Bruyn purchased a homeownerOs Appeal.
insurance policy from Farmers Insurance
Exchange. The policy was written on an Oall - Holding
riskO basis for the dwelling and on a
Ospeified - perilO basis for personal property. The Court of Appeal affirmed, holding that
Among other thingsy the po“cy covered the OabsoluteO mold exclusion was valid. The
losses to the dwelling and personal property Court acknowledged that the loss involved
caused by a oSudden and accidental two distinct peri|S~ N sudden diSCharge of
dischargeO of water from a plumbing system water a nd mold N because each can occur
or household appliance. without the other. However, the Court
reiterated that the purpose of predominant
The policy also included a  so- called cause doctrine is to bring about Oa fair result
OabsoluteO exclusion for mold. The exclusion within the reasonable expectations of both
provided that the policy did not Ounder any the insured and the insurer,O as set forth by
circumstancesO cover mold, even if resulting the Cal ifornia Supreme Courtin  Garvey v.
from a covered cause of loss (such as the State Farm Fire & Casualty Co. (1989) 48
Osudden and accidentalO discharge of water Cal.3d 395.
from a plumbing system). O ther language in
the policy provided that O[w]henever E mold The Court also reiterated that an insurer
E occurs, the E mold E and any resulting may limit coverage to some, but not all,
loss is always excluded under this policy, manifestations of a given peril, as long as
however caused.O O[a] reasonable insured would readily
understand from the policy language which
De Bruyn and his family returned from a six - perils are covered and which are not.O ( Julian
day vacation to find that a toilet had v. Hartford Underwriters Ins. Co. (2005) 35
overflowed and damaged their home. A few Cal.4th 747.) According to the Court of
days later, De Bruyn discovered that the Appeal, the primary issue is whether the
dishwasher also had leaked. Both water policy Oplainly and precisely communicate[s]
leaks caused mold. De Bruyn made claims to an excluded |;|Sko to a reasonable insured N
Farmers, and Farmers paid De Bruyn for the and FarmersO policy satisfied that

requirement.

© 2008 SMITH SMITH & FEELEY LLP
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Comment

The predominant cause doctrine continues

to be one of the most complicated areas of
first - party property insurance law. Because
of the very broad implicatio  ns of this case, it
is quite possible the plaintiffs will seek

review by the California Supreme Court. In
the meantime, it is important to note that
even the Court of Appeal noted that unduly
broad language might render illusory policy
provisions that purp ort to cover other perils.
Thus, the Court carefully limited its holding

to the particular facts of De BruynOs claim as
applied to the particular language of
FarmersO policy.

Because Appraisal Panel Only Decided
"Amount" of Loss, Court Could Confirm
Amoun t of Award but Could Not Enter
Money Judgment

The California Court of Appeal has held that,
because an appraisal panel only decided the
amount of a loss, a trial court had authority

to confirm the amount of the award but did

not have authority to enter an  actual money
judgment for the award. (  Devonwood
Condominium Owners Association v.

Farmers Insurance Exchange (2008) 162
Cal.App.4th 1498)

Facts

After a fire damaged a unit located within
the Devonwood condominium project, the
Devonwood Condominium Owner s
Association (Devonwood) submitted a claim
to its insurer, Farmers Insurance Exchange
(Farmers). When the parties could not agree
on the amount of the loss, Devonwood
demanded appraisal. Each party selected an
appraiser, and the two appraisers selected
an umpire.

This appraisal panel issued a unanimous
written appraisal award, which set forth two
categories of replacement cost values. The
first category, the Oreplacement cost value of

fire - related structure damage, exclusive of
floor coverings, ceiling co  verings (including
paint), and wall coverings (including paint)

in the residential unit,O totaled $122,460.65.
The second category, the Oreplacement cost
value of interior painting of walls and

ceilings due to fire - related structure
damage,O totaled $7,479 .22. The written
award provided in relevant part: OAttached

to this award is a breakdown which sets

forth those items included herein. This
breakdown sets forth the above award in
detail and is made without consideration of

E or any coverage or other provi  sion of the
above policy which might affect the amount
of the insurerQOs liability thereunderE.O

Devonwood subsequently filed a petition in
superior court to confirm the appraisal

award. Farmers opposed the petition,

arguing that it was not obligated under the
policy to pay for painting interior areas.
However, the superior court confirmed the
appraisal award, and entered a money
judgment against Farmers in the sum of
$129,939.87. Farmers appealed.

Holding

The Court of Appeal vacated the judgment,
and rem anded the case to the superior court
with instructions to enter a new judgment
that conformed to the appraisal award. The
Court of Appeal reasoned that the
appraisers stated on the face of the award
that the award was made Owithout
consideration of E any ¢ overage or other
provision of the above policy which might
affect the amount of the insurerQOs liability
thereunderE.O

In short, the Court of Appeal found that the
appraisal panel merely determined the
amount of the loss, and did not decide
whether Farmer s actually owed any amount
under the policy. Thus, Court of Appeal held
that the superior courtOs statutory authority
was limited to the issuance of a judgment
which brought finality to the dollar amount
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of the replacement cost values N and nothing
more.

Comment

This case illustrates several points. First,
appraisal is a limited form of arbitration in
which the appraisers decide only the amount
of the loss, not whether the policy actually
covers any part of the loss. Second, an

appraisal award, as allowed by Insurance
Code section 2071 and by most policies.
Third, the appraisers generally should
indicate right on the face of the award that
they are not purporting to decide whether
the policy does (or does not) ac  tually cover
the loss. Fourth, if either party files a

petition in the superior court to confirm an
appraisal award, it is important to ensure
that any judgment the superior court

renders does in fact provide that the court is
only confirming the amount of the award,
and not entering a money judgment for the
amount of the award.

EngineerOs Design Errors Are Not
"Defective Methods In Construction" And
Do Not Trigger Collapse Coverage

The California Court of Appeal has held that
an engineerOs design errors  are not
Odefective E methods in constructionO and
do not trigger a policyOs collapse coverage.
(Roberts v. Assurance Company of
America (2008) 163 Cal.App.4th 1398 )

Facts

Jim Roberts purchased an undeveloped lot
located on a steep slope with the intentio n
of building a home on it. Roberts also
obtained a builderOs risk policy from
Assurance Company of America.

Assurance issued two consecutive annual

builderOs risk policies and, later, an unsold
dwelling policy. The builderOs risk policies
provided first - party property coverage

SMITH SMITH & FEELEY LLP

insurer should always insist  on an OitemizedO

during the course of construction and
obligated Assurance to pay Ofor direct
physical loss to Covered Property from any
Covered Loss described in this Coverage
Form.O The unsold dwelling policy provided
first party property coverage  for the
property until it was sold or occupied and
obligated Assurance to pay for Odirect
physical loss to Covered Property from a
Covered Cause of Loss described in this
Coverage Form.O

While construction was under way, Roberts
noticed cracks in the fou ndation and a
retaining wall next to the house, which
worsened over the next few months. After a
period of heavy rains, a landslide occurred,
causing severe damage to the dwelling.

Assurance retained an engineer to

investigate the causes of the landslide. The
engineer concluded the damage was caused
by an ancient landslide under the property,
and that the ancient landslide was activated
by the placement of fill soils on RobertsO
property and a neighboring lot during

grading. The engineer also concluded tha 't
heavy rains accelerated the rate of slope
subsidence that had already begun and
constituted a second cause of the landslide.

AssuranceOs policies contained exclusions
for earth movement, weather conditions that
contribute to a loss caused by earth

movem ent, acts or decisions of any
governmental, regulatory or controlling
body, and loss caused by faulty, inadequate
or defective planning, development,
surveying, siting, design, construction or
grading. The policies also provided coverage
for OcollapseO if caused by various named
perils, one of which was O[u]se of defective
materials or methods in construction,
remodeling or renovation if the collapse
occurs during the course of construction,
remodeling or renovation.O

Ultimately, Assurance denied Roberts O first-
party claim. Thereafter, Roberts filed suit
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against Assurance for breach of contract,
breach of the implied covenant of good faith
and fair dealing, and declaratory relief. The
trial court granted summary adjudication in
favor of Assurance, and Rob erts appealed.

On appeal, Roberts argued that the
predominant cause of the loss was a
developerOs concealment of the existence of
the underlying ancient landslide.
Alternatively, Roberts argued that his own
geotechnical expertOs failure to adequately
surv ey, design or site the project N and the
resulting overloading of the slope N was a
OdefectiveO method in construction and that
the OcollapseO coverage therefore applied.

Holding

The Court of Appeal held that the
developerOs alleged concealment of the
ancien t landslide was not a conceptually
distinct peril apart from the ancient

landslide itself. According to the Court, the
reason for the earth movement, whether due
to the alleged concealment of the ancient
landslide or due to the placement of fill, was
immat erial. In addition, according to the
Court, O[c]oncealment by the developer was
not a separate cause for the loss, but merely
a separate explanation for the single cause
of the loss, i.e., earth movement.O The Court
also noted that even if the predominant
cause doctrine did apply, Roberts admitted
that his own geotechnical engineer knew of
the ancient landslide but failed to report its
presence when performing engineering
services for the lot.

Finally, the Court of Appeal held that
RobertsO geotechnical ex pertOs failure to
adequately survey, design or site the project
was a Odesign error,0 not a Odefective
method in construction,O and that the
collapse coverage provision therefore did

not apply.

Comment

This case purports to draw a distinction
between a Odesign errorO and a Odefective
method in construction.O The Court appears
to have relied upon the fact that there was
no evidence that there was any defect in the
fill soil placed on the slope. Instead,
according to the Court, the fundamental
cause of th e failure was an excluded Odesign
errorON RobertsO geotechnical expertOs
failure to detect the underlying ancient
landslide and to then design and site the
improvement accordingly.

Property Insurer Did Not Assume Duty To
Establish Adequate Coverage Limits, And
Did Properly Notify Insured Of

Elimination Of Guaranteed Replacement

Cost Coverage

The California Court of Appeal has held that
a property insurer did not assume a duty to
establish adequate coverage limits, and that
the insurer did properly notify t he insured
that a renewal policy would no longer
provide guaranteed replacement cost
coverage. ( Everett v. State Farm General
Ins. Co. (2008) 162 Cal.App.4th 649)

Facts

Agnes Everett purchased a residence and, at
the same time, she purchased a
homeownerQOs policy from State Farm General
Insurance Company through agent Bryan
Hendry. The policy included an endorsement
for guaranteed replacement cost coverage,
which provided that State Farm would pay
the full amount needed to repair the
damaged or destroyed d welling with like or
equivalent construction, without regard to

the policy limits.

Later, service of EverettOs policy was
transferred to agent Desiree Sarnowski.
However, Sarnowski did not inspect the
property, nor did Everett request Sarnowski
to inspect the property. Everett also never
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asked Sarnowski to review her policy or
increase the limits.

Eventually, State Farm eliminated the
guaranteed replacement cost coverage in its
homeowner policies. To provide its insureds
with warning, State Farm sent each
policyholder a notice of the change in
coverage. In the notice, State Farm informed
its insureds that if they chose to renew their
homeowners policies with State Farm,
guaranteed replacement cost coverage no
longer would be available. Portions of the
noti ce contained red or bold - faced, large
capital letters. The notice further specified
the changes to the policy in a second
boldfaced, capitalized heading entitled
OREDUCTIONS OR ELIMINATIONS OF
COVERAGE.O The notice explained that
guaranteed replacement cos t coverage had
been eliminated, that the policy Onow has a
stated limit of liability under Coverage A

that reflects the maximum that will be paid

in case of lossO and that the Opolicy no
longer provides a guarantee to replace your
home regardless of the co  st.O

Everett accepted the renewal policy with
State Farm when her premium for the
renewal policy was paid via a check from a
lenderOs impound account. In several
subsequent years, State Farm sent a renewal
certificate which stated the following: OThe
State Farm replacement cost is an estimated
replacement cost based on general
information about your home. It is

developed from models that use cost of
construction materials and labor rates for
like homes in the area. The actual cost to
replace your home may be significantly
different. State Farm does not guarantee
that this figure will represent the actual cost
to replace your home. You are responsible
for selecting the appropriate amount of
coverage and you may obtain an appraisal or
contractor estimate whic h State Farm will
consider and accept, if reasonable. Higher
coverage amounts may be selected and will
result in higher premiums.O

In addition to the annual renewal certificate,
every two years State Farm mailed to its
California insureds, including Evere tt, a
Ocalifornia Residential Property Insurance
Disclosure.O The disclosure was provided in
compliance with Insurance Code section
10102. It explained the terms Oreplacement
costO and Oextended replacement cost,O as
written by the Legislature.

After her house was destroyed by fire,
Everett submitted a claim to State Farm.
State Farm paid the stated policy limit,
which amount was insufficient to cover the
cost of replacing the house. Everett initiated
an action against State Farm and its agent,
Sarnowski. Among other things, Everett
alleged that State Farm had a duty to
provide Everett with limits sufficient to pay
for replacement of the dwelling. In addition,
Everett alleged that State Farm failed to
provide her with sufficient notice that State
Farm had e liminated guaranteed
replacement cost coverage and that,
therefore, the guaranteed replacement cost
coverage remained in effect at the time of
the fire.

Holding

The Court of Appeal rejected all of EverettOs
contentions. With regard to EverettOs
contentio n that State Farm had a duty to
provide Everett with limits sufficient to pay
for replacement of the dwelling, the Court
noted that each year that Everett had her
insurance with State Farm, State Farm sent
renewal certificates. These certificates
reminded Everett that the replacement cost
figure identified by State Farm was merely
an estimate, and that it was her
responsibility to determine whether her
property was adequately insured. Thus, the
Court held that Ocontrary to EverettOs
contention that it was S tate FarmOs duty to
maintain policy limits equal to replacement
cost, Everett bore such duty.O
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With regard to EverettOs contention that
State Farm failed to provide adequate notice
of the elimination of the guaranteed
replacement cost coverage, the Court  held
that State FarmOs notice of the policy
changes (portions of which contained red or
bold - faced, large capital letters) was Omore
than sufficient.0

Comment

This appears to be the first reported

decision in which a California appellate

court has addr essed the issue of whether a
property insurer has a duty to establish
adequate coverage limits. Based on the

clearly - worded renewal certificates that

State Farm sent to Everett, the Court

concluded that Everett N not State Farm N had
the duty to set appropriat e limits for her

property.

With regard to changes in coverage in
renewal policies, Insurance Code section
678 provides that, when an insurer offers to
renew a policy, the insurer must notify the
insured of any Oreduction of limitsO or
Oelimination of cove rage.O If the insurerOs
offer to renew does not explain the coverage
changes in plain, clear and conspicuous
terms, then the broader coverage provided
by the prior policy remains in force until the
insurer satisfies the notice requirements.
Here, State Far m satisfied the statutory
requirements by issuing a notice that
highlighted the changes red or bold - faced,
large capital letters.

Insurer Cannot Enforce Time Limit to
Collect Replacement Cost Benefits Where
Insurer Fails to Promptly Advise Insured
Regardi ng Estimated Replacement Cost
and Engages in Other Delays

The California Court of Appeal has held that
an insurer was estopped from enforcing a
policyOs time limit to collect replacement
cost benefits where the insurer engaged in
conduct and delays that p  revented the

insured from satisfying the policyOs
replacement condition. ( City of Hollister v.
Monterey Insurance Company (2008) 165
Cal.App.4th 455)

Facts

The City of Hollister (City) owned an old
building and insured it under a policy issued
by Montere y Insurance Company (MIC). After
the building was damaged by fire, the City
sought to recover the buildingOs Ofunctional
replacement value.O The policy provided that
if the City wished to recover such benefits,
the City had to enter into a contract to

repair or replace the building within 180

days after the fire. The policy also provided
that if the City did not enter into a contract

to repair or replace the building within 180
days, the most the City could recover was
the actual cash value of the building.

The actual cash value of the building was
about $150,000. The parties disputed the
replacement cost of the building, and had
various estimates that ranged from as low as
$950,000 to as high as $2,600,000.

During the 180 days after the fire, MIC
refused to confirm that it would honor such
a claim for replacement cost, apparently
because there was some evidence that,
before the fire, the City had been
considering demolishing the building. In
addition, during the 180 days after the fire,
MIC delayed in comm unicating basic
determinations affecting coverage, refused
to disclose its best estimate of the
functional replacement value, permitted the
City to labor under misapprehensions
concerning its rights under the policy, and
ignored communications from the Cit y
seeking clarification of these and other
matters.

MIC agreed to a brief extension of the 180
day period. Before the expiration of the
extension, the City filed suit to obtain a
judicial declaration that MIC was estopped
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from asserting the relevant provi
of MICOs alleged failure to cooperate in the
performance of the condition. The trial court
found for the City, ruling that the 180 - day
time limit would be extended and would run
from the date of the judgment. MIC

appealed.

Holding

The Cour t of Appeal followed rulings by
courts in several other jurisdictions, and

held that an insurer is estopped from
requiring actual replacement of the

damaged property as a condition to recovery
where the insurerOs conduct frustrates the
insuredOs ability to satisfy the replacement
condition. The Court of Appeal also noted
that principle applies whether or not the
insurer acted in bad faith. Because of MICOs
appeal, the Court held the 180 - day time
limit would be extended and would run from
the date the Court of AppealOs opinion
becomes final and the time to seek review
from the California Supreme Court expires.

Comment

This case contains an excruciatingly long
and detailed discussion of the underlying
facts surrounding MICOs investigation and
adjustment of t his claim. Although the
underlying facts were very much in dispute,
the Court of Appeal was required to view the
facts in the light most favorable to the party
(the City) that prevailed in the trial court.
Because of the Court of AppealOs
characterization of the facts, the Court had
no difficulty affirming the trial courtOs
finding of estoppel.

"Flood" Exclusion That Did Not Mention
"Wind" Was Not Ambiguous

The Ninth Circuit Court of Appeals has held
that, under California law, a OfloodO
exclusion that di  d not mention OwindO was
not ambiguous in the context of a claim for
damage allegedly caused by storm surge.

sion in light

(Northrop Grumman Corporation v.
Factory Mutual Insurance Company (2008)
538 F.3d 1090)

Facts

Northrop Grumman Corporation owned a
shipbuilding s ubsidiary that conducted
operations throughout several Gulf states.
Northrop purchased a blanket primary layer
of all risk property coverage that expressly
included coverage for damage caused by
flood.

Northrop also purchased a blanket excess
layer of a Il risk property coverage that
purported to exclude coverage for damage
caused by flood.

Factory Mutual Insurance Company was
responsible for fifteen percent of any loss
covered by the primary layer of insurance
and one hundred percent of loss covered by
the excess layer of insurance.

The primary policy defined OfloodO as Oall
physical loss or damage caused by or
resulting from flood waters, rising waters,
waves, tide or tidal water, surface waters, or
the rising, overflowing, or breaking of
boundaries of lakes, reservoirs, rivers,
streams or other bodies of water, whether

driven by wind or not ...O

The excess policy excluded loss or damage
caused by Oflood,0 but the OfloodO exclusion
did not mention Owind.O

During Hurricane Katrina, high winds caused
a storm surge, i.e., high winds created a
tidal surge that pushed water onto the
shore. The storm surge covered NorthropOs
buildings by as much as ten feet of water.

Factory Mutual paid Northrop for the flood
damage covered by the primary policy.
However, F actory Mutual informed Northrop
that Factory Mutual was planning to
examine the damages under the excess

© 2008 SMITH SMITH & FEELEY LLP




SMITH SMITH & FEELEY LLP

INSURANCE LAWYERS

policy to determine whether wind (which
would be covered) or flood (which would not
be covered) was the predominant cause of
the loss.

Northrop sued F actory Mutual in California
state court, demanding coverage for the
water damage under the excess policy.
Factory Mutual removed the case to federal
court, and the parties filed cross - motions
for partial summary judgment on the issue

of whether the flood e  xclusion in the excess
policy barred coverage for the water damage
from Hurricane Katrina.

Among other things, Northrop argued that
the phrase Owhether driven by wind or notO
was used in the primary policyOs definition

of the term Oflood,O but that the ph  rase
Owhether driven by wind or notO did not
appear in the excess policyOs definition of
the term Oflood.O The trial court agreed with
Northrop that the OfloodO exclusion in the
excess policy was ambiguous because it did
not Oplainly and clearly reference  hurricanes
or damage caused by wind.O Factory Mutual
then appealed.

Holding

The Ninth Circuit Court of Appeals applied
California law and reversed, ruling that the
flood exclusion in the excess policy was not
ambiguous. The Court of Appeals held that
th e term OfloodO is commonly understood to
mean Oan overflowing or inundation of water
over usually dry land,0 and that NorthropOs
shipbuilding facilities unquestionably
experienced Oan inundation of water over
normally dry land.O In addition, the Court of
Appeals declined to find an ambiguity based
on differing language in the primary policy
and the excess policy.

Comment
Although the Court of Appeals reversed the

district court's summary judgment in favor
of Northrop, the Court of Appeals remanded

the cas e to the district court for
consideration of NorthropOs argument that
CaliforniaOs efficient proximate cause
doctrine required coverage of the water
damage notwithstanding the language of
the contract. The Court of Appeals refused
to address this issue bec ause it involved
Ofactual considerationsO that the district
court had not yet decided.

GENERAL LIABILITY INSURANCE

Homeowners Insurer Has No Duty to
Defend Woman Who Allegedly Failed to
Prevent Husband from Molesting
Daughter

The California Court of Ap  peal has held that
a homeowners insurer had no duty to

defend a woman who allegedly was

negligent in failing to prevent her husband
from sexually molesting their daughter.

(Bjork v. State Farm Fire and Casualty Co.
(2007) 157 Cal.App.4th 1)

Facts

In 1977 , Melvin Fergerson and his wife Carol
Fergerson had a daughter, Darcie. From
1979 through 1994, Mr. Fergerson allegedly
molested Darcie. Ultimately, in 1997, Darcie
moved out of the family home. Later, Darcie
sued her mother, Mrs. Fergerson, alleging
that Mrs. Fergerson had negligently failed to
prevent Mr. Fergerson from molesting

Darcie.

State Farm Fire and Casualty Company and
related companies had issued homeowners
policies to Mr. and Mrs. Fergerson jointly
between 1987 and 2000, and to Mrs.
Fergerson individually between 2000 and
2005. Mrs. Fergerson tendered defense of
the lawsuit to State Farm, but State Farm
denied Mrs. FergersonQOs tender.

Following State FarmOs refusal to defend
Mrs. Fergerson, Darcie and Mrs. Fergerson
entered into a stipulated  judgment of $4.5
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million. Darcie agreed not to enforce the
judgment against Mrs. FergersonOs assets,
and Mrs. Fergerson in turn assigned her
rights against State Farm to Darcie.

Darcie, as assignee, then filed suit for

breach of contract and bad faith, a  lleging
that State Farm had improperly failed to
defend and indemnify Mrs. Fergerson in the
underlying action. The trial court ruled that
DarcieOs claims against Mrs. Fergerson in the
underlying action were not potentially

covered under the State Farm poli  cies, and
that State Farm had thus properly refused to
defend and indemnify Mrs. Fergerson.

Darcie appealed.

Holding

The Court of Appeal agreed that DarcieOs
claims against Mrs. Fergerson in the
underlying action were not potentially
covered under the St ate Farm policies, and
thus affirmed the judgment in favor of State
Farm.

The Court reasoned that the State Farm
policies which were in effect while Darcie

lived with Mr. Fergerson and Mrs. Fergerson
(i.e., between 1987 and 1997) excluded
coverage for bod ily injury Oto E any
Oinsured®,0 and defined OinsuredO so as to
include Mrs. FergersonQOs OrelativesO who
were Oresidents of [her] household.O Here, at
the time the alleged molestations occurred,
Darcie was Mrs. FergersonOs relative and
resided in her house hold. Thus, Darcie
qualified as an OinsuredO under Mrs.
FergersonQs policies, with the result that
DarcieOs claims against Mrs. Fergerson were
excluded from coverage. The Court

observed that this Oresident relativeO
exclusion was designed to prevent an

ins urer from having to defend against
potentially collusive intra - family claims, and
that it applies even if there is no evidence of
actual collusion. Further, because the
policies® Oresident relativeO exclusion barred

coverage, there was no need for the poli  cies

to contain a separate Osexual molestationO
exclusion.

The Court next reasoned that the State Farm
policies which were in effect after Darcie
stopped living with Mr. Fergerson and Mrs.
Fergerson (i.e., after 1997) only covered
bodily injury occurring  Oduring the policy
period.O Here, however, Mr. Fergerson had
stopped molesting Darcie by 1994, before

the post - 1997 policies were issued. While it
was true that Darcie claimed she continued

to suffer emotional distress with physical
manifestations after th e post - 1997 policies
were issued, that was not sufficient to

require State Farm to defend. Even under
CaliforniaOs Ocontinuous injuryO trigger of
coverage, there was no evidence that Darcie
suffered any Ocontinuous or progressively
deteriorating bodily inj  uryO in the post - 1997
time period resulting from the earlier
molestations.

Because DarcieOs claims against Mrs.
Fergerson were not potentially covered
under any of the State Farm policies, State
Farm had no duty to defend or indemnify
Mrs. Fergerson in th e underlying action
brought by Darcie. Thus, Darcie, as Mrs.
FergersonQOs assignee, could not recover
under the State Farm policies.

Comment

An interesting aspect of this case is the
courtOs ruling that the allegedly Ocontinuing
natureO of DarcieOs injuri es did not trigger
coverage under the policies which were in
effect after Darcie stopped living with her
parents in 1997. Although the opinion is not
entirely clear on this point, the court seems
to suggest that once the actual molestations
ended in 1994, any ongoing emotional
distress/physical manifestations which

Darcie suffered while subsequently - issued
policies were in force would not trigger
coverage under those subsequently - issued

policies. In effect, the court refused to find
coverage for any continu  ous
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emotional/physical injury that might have
occurred after the molestations ended.

Defamation Suit Against Insured Does Not
Allege "Occurrence"” Under Homeowners
Policy

The California Court of Appeal has held that

a defamation suit against an insured di d not
suggest the possibility of an Ooccurrence,O or
Oaccident,O within the meaning of a standard
homeowners policy. (  Stellar v. State Farm
General Insurance Company  (2007) 157
Cal.App.4th 1498 )

Facts

Richard Stellar filed a complaint against his
brother , Philip, alleging causes of action for
defamation, intentional infliction of
emotional distress and intentional
interference with contract. The allegations
related to written and verbal statements
made by Philip during the sale of their
motherOs home.

Philip cross - complained against Richard and
RichardOs son, Miles, alleging causes of
action for slander per se, libel and
intentional infliction of emotional distress.
In his cross - complaint, Philip essentially
alleged that Richard and Miles had told
various third parties that Philip was a child
molester and a drug user. Philip further
alleged that Richard and Miles had made
these statements maliciously, willfully and
with the intent to harm Philip. Philip alleged
that, as a result of RichardOs and MilesO
statements, Philip suffered damage to his
reputation, shame and mortification, along
with emotional and physical distress.

Richard and Miles tendered defense of the
cross - complaint to RichardOs homeowners
insurer, State Farm General Insurance
Company. State Farm declined the tender

the on grounds that PhilipOs cross - complaint
against Richard and Miles failed to allege

either an OoccurrenceO or Obodily injuryO as

those terms were defined in the State Farm
policy.

Richard and Miles later filed a suit against
State Farm for breach of contract and bad
faith, alleging that State Farm had
wrongfully failed to defend them against
PhilipOs cross- complaint in the underlying
litigation. However, the trial court ruled that
PhilipOs cross- complaint against Richard and
Miles was not potentially covered under the
State Farm homeowners policy, and thus
entered summary judgment in favor of State
Farm.

Holding

The Court of Appeal upheld the summary
judgment in favor of State Farm. In support
of its holding, the Court of Appe  al relied on
Allstate Insurance Co. v. LaPore (N.D. Cal.
1988) 762 F.Supp. 268, in which a federal
district court held since defamation is an
intentional tort that requires proof of intent

to publish, an insuredOs alleged act of
defamation is not an Ooccur rence,O or
Oaccident.O The Court of Appeal held that
where, as here, the claimant alleges only
that an insured acted willfully and
intentionally, and the insured presents no
evidence that the acts were negligent or
unintentional, there is no Ooccurrence,0  or
Oaccident.O Since it was clear that there was
no Ooccurrence,O the Court of Appeal
declined to address whether the PhilipOs
claims against Richard and Miles in the
underlying action constituted claims for
Obodily injury® within the meaning of the
State Farm policy.

Comment

Most homeowners policies limit coverage to
Obodily injury® or Oproperty damageO caused
by an Ooccurrence,O which is defined as an
Oaccident.O Thus, since it is difficult to see
how one can OaccidentallyO utter an allegedly
defamatory statement, the typical
homeowners insurer should generally have
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no duty to defend an insured in a
defamation action.

Keep in mind, however, that a few
homeowners policies, and many personal
umbrella policies, will also provide coverage
for specified Opers onal injuryO offenses,
including Odefamation.O Generally, such
Opersonal injuryO coverage is not dependent
on an Oaccident.O Thus, a homeowners
insurer or personal umbrella insurer that has
issued a policy providing Opersonal injuryO
coverage might in fac t have a duty to defend
an insured who is sued for defamation.

General Liability Insurer Properly Denies
Defense Under Non - Standard Additional
Insured Endorsement

The California Court of Appeal has held that

a general liability insurer had no duty to

defend a corporation under the terms of a

non - standard Oadditional insuredO
endorsement. ( Boeing Company v.
Continental Casualty Company (2007) 157
Cal.App.4th 1258)

Facts

Continental Casualty Company (Continental)
issued a liability policy to Christmas in April
USA (CIA), a non - profit corporation that
enlists volunteers to repair and rehabilitate
homes of low -income elderly persons. The
Boeing Company (Boeing) supervised and
provided materials for one of the home

repair projects. A volunteer worker on the
project suffered an injury and filed suit

against Boeing.

Boeing tendered defense of the lawsuit to
CIAOs insurer, Continental, pursuant to a
Ospecial endorsementO in the Continental
policy that afforded Oadditional insured®
status to Oany person or organi  zation while
acting as any agent for, or on behalf of, the
named insured [CIAJE. [H]owever, such
coverage will be granted only on written
request of the insured.O Continental denied

BoeingOs tender on the ground that the
named insured, CIA, had never made a
written request to have Boeing added as an
additional insured on the Continental policy.

Boeing then filed suit against Continental for
breach of contract, bad faith and declaratory
relief based on ContinentalOs refusal to
defend. However, the trial cou rt dismissed
BoeingOs complaint because the named
insured, CIA, had never sent Continental a
written request to add Boeing as an
additional insured. Boeing appealed.

Holding

The Court of Appeal affirmed the ruling that
Continental had no dutyt o defend Boeing.
The appellate court held that the Ospecial
endorsementO was unambiguous and

required Othe insuredO N CIAN to send a
written request to add an additional insured.
The court cited various portions of the
Continental policy to support its ruling that
the phrase Othe insuredO referred to CIA.
While Boeing alleged that Boeing had sent a
written request to Continental for additional
insured coverage, Boeing could not amend

its complaint to state that Othe insured® N
CIAN had N done so. Thus, Boeing could  not
possibly qualify as an additional insured and
Continental properly denied a defense.

Comment

Courts determine whether language in an
insurance policy is ambiguous by looking at
that language in the context of the policy as
a whole. In this ca se, the court found that
the policy language was clear and thus
enforced it as written.

"Pollution" Exclusion Bars Coverage for
Liability Arising From InsuredOs Release
of Solvent Into Public Sewer System

The California Court of Appeal has held that
a liability policy®s OpollutionO exclusion
relieved an insurer of any duty to defend or
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indemnify its insured for liability arising
from the insuredOs release of a solvent into a
public sewer system. ( American Cas. Co. of
Reading, PA v. Miller ~ (2008) 159
Cal.App.4th 501 )

Facts

Michael Miller operated a furniture stripping
business in the City of Santa Monica,
California. As part of his business, Miller
generated wastewater containing solvents.
The City issued Miller a Owastewater permitO
which allowed himto  discharge wastewater
from his premises into the CityOs sewer, but
which prohibited him from discharging any
solvents into the sewer.

On at least one occasion, Miller allegedly
allowed wastewater containing a solvent,
methylene chloride, to flow into an on site
waste sump which emptied into a City
sewer. The wastewater allegedly caused
serious injuries to Vicente Valenzuela, a
workman who was performing some repairs
in the sewer. As a result of the incident,
Miller was charged with, and pled guilty to,
negli gent discharge of pollutants into a
public sewer system.

Valenzuela filed a personal injury action
Miller, alleging that Miller had negligently
discharged methylene chloride into the
sewer causing injuries to Valenzuela. Miller

tendered ValenzuelaOs perso nal injury action

to MillerOs general liability insurer, American
Casualty Company of Reading, PA. However,
citing the policyOs OpollutionO exclusion,
American Casualty declined to defend Miller
against ValenzuelaOs lawsuit.

Thereafter Valenzuela settled  his personal
injury action against Miller. As part of the
settlement, Miller assigned his rights against
American Casualty to Valenzuela. Valenzuela
then demanded that American Casualty pay
its policy limit of $1 million.

American Casualty filed a declara tory relief
action against the insured, Miller, and the
third party - claimant, Valenzuela, alleging
that the policyOs pollution exclusion applied
and that American Casualty thus had no

duty to defend or indemnify Miller against
ValenzuelaOs lawsuit. The tri al court agreed
that the pollution exclusion barred any
potential for coverage in the underlying
lawsuit, and thus entered summary

judgment in favor of American Casualty.
Miller and Valenzuela appealed.

Holding

The Court of Appeal affirmed. The American
Casualty policyOs OpollutionO exclusion
barred coverage for bodily injury or property
damage Oarising out of the actual, alleged,
or threatened discharge, dispersal, seepage,
migration, release or escape of OpollutantsO
E at or from any premises E which is E
owned or occupied by E any insured.O The
policy defined OpollutantsO as Oany solid,
liquid, gaseous or thermal irritant or
contaminant, including smoke, vapor, soot,
fumes, acids, alkalis, chemicals, and waste.
Waste includes materials to be recycled,
reconditioned or reclaimed.O

Here, ValenzuelaOs personal injury action
against Miller was based on MillerOs alleged
negligence in allowing the release or
discharge of a OpollutantO (i.e., wastewater
containing methylene chloride) into a public
sewer syste m. As such, ValenzuelaOs claim
against Miller fell within the scope of the
American Casualty policy®s OpollutionO
exclusion, and American Casualty thus had
no duty to defend or indemnify Miller

against ValenzuelaOs claims.

Comment

In California, a standa rd Opollution®
exclusion does not bar coverage for all
injuries arising from toxic substances;
rather, the exclusion only bars injuries
arising from Oevents commonly thought of
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as pollution, i.e., environmental pollution.O
(See MacKinnon v. Truck Ins. Exchange
(2003) 31 Cal.4th 635.) In this case, the
appellate court concluded that the insuredOs
alleged act of permitting methylene chloride
to be released into a public sewer
constituted an act of Oenvironmental
pollution.O Because a reasonable insured
would expect that the pollution exclusion
would defeat coverage here, the insured was
not entitled to either defense or
indemnification from the insurer.

Absent Prejudice, Insurer May Be Liable

for Default Judgment Against Insured
Arising From InsuredOs Breach of Notice
Clause

The California Court of Appeal has held that
unless an insurer establishes actual and
substantial prejudice, the insurer may be
liable for a default judgment against its
insured arising from the insuredOs breach of
a notice clause inthe policy. ( Belz v.
Clarendon America Insurance Company
(2007) 158 Cal.App.4th 615)

Facts

Gary Belz filed a construction defect lawsuit
against Alan Namay. However, Namay failed
to provide notice of the lawsuit to his
general liability insurer, Clarendon A
Insurance Company. As a result, Belz
obtained a default judgment against Namay
for $191,000.

merica

Belz then filed a direct action against
Clarendon under Insurance Code Section
11580(b) in an effort to collect on the
underlying default judgment. Clarend on
moved for summary judgment based solely
on the following clause in its policy: OThe
Company shall not be liable for any cost,
payment, expense or obligation assumed or
incurred by an insured without the
CompanyOs express consent. The Company
further sha Il have no liability for any default
judgment entered against any insured ...

before notice to the Company giving the
Company a reasonable time in which to
protect its and its insuredOs interests ....0.
The trial court ruled that the insured,
Namay, had br eached this clause, and that
the insurer, Clarendon, did not need to show
any prejudice resulting from the breach. The
trial court thus entered summary judgment
in favor of Clarendon. Belz appealed.

Holding

The Court of Appeal reversed the tria |
courtOs ruling. The appellate court held that
the italicized language was a Onotice clause,O
even though it was contained in the same
section as and followed directly after a Ono
voluntary payment provision.O According to
the court, an insurer cannot avo id liability
for a default judgment based on the
insuredOs breach of a notice clause alone.
Rather, the insurer must establish actual,
substantial prejudice caused by the
insuredOs lack of notice. The mere inability

to investigate the claim thoroughly or

present a defense to the underlying lawsuit
does not satisfy the OprejudiceO requirement.
Since Clarendon failed to make a sufficient
showing of actual, substantial prejudice,
Clarendon®s motion for summary judgment
should have been denied.

Comment

Courts will interpret an insurance policy
provision based on its plain meaning
regardless of where the provision is found in
the policy. Once the appellate court in Belz
determined that the italicized language was
a Onotice clause,O the case result followed
easily from precedent set in about a half -
dozen California cases. To avoid liability
based on a notice clause, a liability insurer
must establish the insuredOs breach of the
notice clause and actual, substantial
prejudice caused by the breach. To establish
actual prejudice the insurer must show a
substantial likelihood that, with timely

notice, the insurer could have defeated the
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suit altogether or otherwise reduced the
insuredOs liability.

Where Policy Covers "Personal Injury”
Caused By "Accident," Insurer Ha s No
Duty to Defend Insured Against Suit
Alleging "Intentional” False Imprisonment

The California Court of Appeal has held that
where a homeowners policy covered various
Opersonal injuryO offenses caused by
Oaccident,O the insurer has no duty to defend
an insured against a suit alleging an
Ointentional and deliberateO false
imprisonment. (  Lyons v. Fire Insurance
Exchange (2008) 161 Cal.App.4th 880)

Facts

Plaintiff Stephen Lyons, a sports newscaster
and former professional baseball player, met
Stacey Roy while they were each vacationing
with their families in Hawaii. After an
afternoon of poolside conversation, Lyons
accompanied Roy up the elevator to the
floor where RoyOs hotel room was. The two
then exited the elevator. According to Roy,
Lyons then to ok RoyOs wrist, led her to a
hallway alcove, partially removed her clothes
and tried to force her to perform a sexual
act.

Lyons had a somewhat different version of
the incident. He admitted that he took RoyOs
wrist, led her to the alcove and asked her to
expose her breasts. However, he claimed
that when Roy declined, he took her to the
door of her hotel room and then he returned
to the pool.

Roy subsequently filed a civil suit against
Lyons, alleging assault, battery and false
imprisonment. Lyons tendere  d the defense
of the action to his homeowners insurer,

Fire Insurance Exchange (FIE), under a policy
covermg Obodily i |n]ury O Oproperty damageO
or Opersonal |n]uryO resulting from an
Ooccurrence.O The policy defined Opersonal
injuryO so as to include Ofal se arrest,

|mpr|sonmentE and detention,O and defined
an OoccurrenceO as an Oaccident.O FIE denied
LyonsO tender on the ground that none of
RoyOs claims against Lyons arose from an
Ooccurrence,O or Oaccident,O as required by
the FIE policy.

Lyons then sued FIE for breach of contract
and bad faith, alleging that FIE had
wrongfully failed to defend Lyons against
RoyOs lawsuit. However, the trial court found
that RoyOs suit against Lyons was not
potentially covered under the FIE policy and
thus entered summary judgment in favor of
FIE.

Holding

The Court of Appeal affirmed the trial
courtOs grant of summary judgment in favor
of FIE.

First, the Court rejected LyonsO argument
that the requirement of an OaccidentO did not
apply to Opersonal |n]uryO offenses such as
Ofalse imprisonment. O Rather, the Court held
that that the OaccidentO requirement applied
to all coverages under the policy  Bbodily
injury, property damage and personal injury.

Second, the Court held that under the
undisputed facts (i.e., that Lyons  took RoyOs
wrist in the context of his sexual advances,

and that his conduct restrained her), there

was no way that the alleged false
imprisonment arose from an Oaccident.O To
the contrary, all of LyonsO conduct was
intentional and deliberate. Although Lyo ns
may have believed that Roy would consent

to his sexual advances, that did not turn
LyonsQ intentional conduct into an OaccidentO
because, under California law, the term
OaccidentO refers to the nature of the
insuredOs conduct, not his state of mind.
Therefore, mistaken consent does not, as a
matter of law, create an accident for

coverage purposes. The Court pointed out

that there may be situations where a false
imprisonment can occur by OaccidentO (e.g.,
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where a shopkeeper at closing time
intentionally I ocks his storage vault but
forgets that he had sent an employee inside
to take inventory). Here, however, LyonsO
deliberate conduct (taking Roy by the wrist
in the context of a sexual advance) could
not be characterized as an Oaccident.O

Since there was no potential for coverage
under the policy, FIE did not have a duty to
defend Lyons against RoyOs lawsuit, and
summary judgment in favor of the FIE was
proper.

Comment

Note that standard liability policies covering
Opersonal injuryO offenses do not requ ire an
Oaccident.O Here, however, the FIE policy was
not a standard policy: it specifically limited
coverage to Opersonal injuryO resulting from
an Oaccident.O Ultimately, the Court
attempted to give effect to the FIE policy as
written, essentially holding  that the policy
would cover an insured for a OnegligentO

false imprisonment, but would not cover an
insured for an QintentionalO false
imprisonment. It is likely that if the Court

had been considering a policy with standard
Opersonal injuryO coverage (whi ch does not
require an OaccidentO), the Court would have
found at least a duty to defend.

Excess Insurer Has No Duty to Pay Where
Insured Settles With Primary Insurer For
Less Than Primary PolicyOs Limits

The California Court of Appeal has held that

an excess policyOs OexhaustionO clause
unambiguously relieved an excess insurer of
any duty to indemnify its insured for
unreimbursed defense and settlement costs
after the insured settled with its primary

insurer for less than the primary policyOs

limit of li ability. ( Qualcomm v. Certain
Underwriters at LloydOs, London (2008) 73
Cal.Rptr.3d 770)

Facts

National Union Fire Insurance Company of
Pittsburgh (National Union) issued
Qualcomm, Inc. (Qualcomm) a primary
directors and officers (D&O) liability policy,
which insured Qualcomm and its directors
and officers for Oloss,O including settlements
and defense costs arising from civil lawsuits.
National UnionOs primary policy had a $20
million limit of liability.

Certain Underwriters at LloydOs, London
(Underwri ters) issued Qualcomm a first level
excess D&O liability policy, which provided
another $20 million in coverage in excess of
National UnionOs $20 million primary policy
limit. The Underwriters excess policy
contained an OexhaustionO clause which
stated tha t OUnderwriters shall be liable only
after the insurers under each of the
Underlying Policies [i.e., the National Union
primary policy] have paid or have been held
liable to pay the full amount of the

Underlying Limit of Liability.O

Various Qualcomm emplo yees filed a class
action lawsuit against Qualcomm asserting a
right to unvested company stock options.
Other employees filed similar lawsuits,
asserting a right to accelerated vesting of
stock options.

Qualcomm tendered the defense of these
underlying ac tions to National Union and
Underwriters. Qualcomm settled a coverage
dispute with National Union in exchange for
National UnionOs payment of $16 million
under the National Union $20 million
primary policy. Qualcomm then paid the $4
million OgapO between N ational UnionOs
settlement amount and National UnionOs
primary policy limit. Thereafter, Qualcomm
sought coverage from the excess insurer,
Underwriters, for an additional $9 million in
settlement payments and defense expenses
that Qualcomm incurred in the underlying
actions. Underwriters asserted that it had no
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obligation to pay, as the underlying National Ninth Circuit Finds a Duty to Defend
Union primary policy had not exhausted. Lawsuits Filed Against a Rock Band

Musician and Re lated Corporation
Qualcomm sued Underwriters for breach of

contract and declaratory relief, contending The Ninth Circuit Court of Appeals has held
that UnderwritersO excess p olicy obligated it that a general liability insurer had a duty to
to reimburse Qualcomm for the $9 million defend a rock band musician and a related
Qualcomm had incurred in defending and corporation against underlying actions filed
settling the underlying actions. Qualcomm by former band members alleging improper
asserted that National Union and Qualcomm use of alogo in a dvertising merchandise
had collectively paid at least $20 million for and damage to reputation. (  Manzarek v. St.
the defense and indemnity  of the underlying Paul Fire & Marine Ins. Co.  (2008) 519 F.3d
actions. Underwriters countered that the 1025)
OexhaustionO clause in its excess policy
required National Union to pay or become Facts
obligated to pay its entire $20 million policy
limit. The trial court ruled in UnderwritersO St. Paul Fire & Marine Insurance Company
favor and Qualcomm app ealed. issued commercial general liability policies
to Raymond Manzarek (a founding member
Holding of the rock group The Doors) and Doors
Touring, Inc. (DTI). The policies each
The Court of Appeal affirmed the trial contained a Field of Entertainment
courtOs ruling, concluding that the Limitation Endorsement (FELE), which
OexhaustionO clause in Underwriters® excess excluded coverage for Oadvertising injuryO
policy unambiguously required National that Oresults from the content of, or the
Union to pay or be legally obligated to pay advertising or publicizing f  or, any Properties
no less than its $20 million primary policy or Programs which are within your Field of
limit before Underwriters became obligated Entertainment.O The policies defined OField
to pay under its excess policy. In holding of Entertainment BusinessO to includeO[t]he
that the UnderwritersO excess policy was not creation, production, publication,
triggered, the appellate court rejected distribution, exploitation, exhibition,
QualcommOs public policy arguments advertising and publicizing of product or
regarding the encouragement of settlements material in any and all media such as motion
between insureds and primary insurers. picturesE, television programs,
Instead, the appellate court focused on the commercials or industrial or educational or
Oliteral languageO of the excess policy, which training films, phonograph records, audio or
required that the primary insurer pay the video tapes, CDs or CD ROMs, computer on -
Ofull amountO of its limits before the excess line services or internet or Web site pages,
policy would apply. cassettes or discs, electrical transcriptions,
music in sheet or other form, live
Comment performance, books or other publications.O
This cas e follows a long line of authorities in Manzarek and DTI sued St. Paul for breach
which California courts have held that the of contract and bad faith after St. Paul
public policy considerations do not refused to defend them against two
supersede clear and unambiguous policy under lying actions filed by former band
language. members and their heirs. The underlying

actions alleged that Manzarek and DTI (1)
infringed The Doors name, logo and

© 2008 SMITH SMITH & FEELEY LLP
-21-




SMITH SMITH & FEELEY LLP

INSURANCE LAWYERS

trademark in advertising their planned show
tours and (2) improperly used The Doors
logo on their websit e to market products
and merchandise. In one of the underlying
actions, a former band member also alleged
that he suffered damage to his reputation.

The federal trial court granted St. PaulOs
motion to dismiss based on the policiesO
FELE. The trial court held that the FELE was
conspicuous, plain and clear and that it
eliminated St. PaulOs duty to defend the
underlying actions.

Manzarek and DTI appealed, arguing that
the FELE did not relieve St. Paul of the duty
to defend Manzarek and DTI in the
underlying actions. Manzarek and DTI also
complained that St. Paul had not issued or
delivered any policy before Manzarek and
DTl tendered the underlying actions to St.
Paul.

Holding

The Ninth Circuit Court of Appeal, applying
California law, reversed th e trial courtOs
ruling in favor of St. Paul, and held that St.
Paul did have a duty to defend Manzarek
and DTI under the policiesO Oadvertising
injuryO coverage and Obodily injuryO
coverage.

With respect to Oadvertising injuryO
coverage, the Ninth Circuit  noted that the
underlying actions were silent as to what
product the insureds advertised on their
website. Further, according to the appellate
court, the FELE might not apply to
advertisements for products suchast -
shirts, salad dressing or guitars outsi de the
insuredsO field of entertainment business.
Because the FELE did not necessarily apply in
all scenarios, St Paul had a duty to defend
Manzarek and DTI under the Oadvertising
injuryO coverage. The appellate court also
expressed concern about enforcing a
limitation of coverage if the policies were

not delivered prior to the insuredsO tender of
the underlying actions.

With respect to Obodily injuryO coverage, the
appellate court further held that the former
band memberQOs alleged damage to
reputation pot entially triggered the Obodily
injuryO coverage, since St. PaulOs definition
of Obodily injuryO included mental anguish
and emotional distress. Thus, for this
independent reason, St. Paul had a duty to
defend Manzarek and DTl in the underlying
actions.

Comment

A troubling aspect of this case is the Ninth
CircuitOs apparent holding that the claim of
damage to reputation constituted Obodily
injuryO within the meaning of the St. Paul

policy.

First, in prior cases, the California state
courts have held that even when a policy
defines Obodily injuryO so as to include
Oemotional distress,O emotional distress
resulting from an otherwise uncovered
economic loss does not qualify as Obodily
injury.O (See, e.g., Ticor Title Ins. Co. v.
Employers Ins. of Wausau (1995 ) 40
Cal.App.4th 1699.) Although the Ninth
Circuit was required to apply California law,
it appears that the Ninth Circuit either
overlooked or ignored this prior California
case law.

Second, given the Ninth CircuitOs conclusion
that the insurer was requi  red to defend
under the Oadvertising injuryO coverage, it
was unnecessary for the court to ever reach
the issue of Obodily injuryO coverage. Under
the circumstances, it can perhaps be argued
that the Ninth CircuitOs comments about the
scope of Obodily inju ryO coverage are non -
binding Odicta.O
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"Cross - Suits" Exclusion Relieves Insurer
of Duty to Defend Named Insured Against
Suit Brought by Additional Insured

The California Court of Appeal has held that
a liability policyOs Ocross - suitsO exclusion
relieve d an insurer of any duty to defend its
named insured against a suit brought by an
additional insured. ( Great Western Drywall,
Inc. v. Interstate Fire & Casualty Company
(2008) 161 Cal.App.4th 1033)

Facts

Roel Construction Co., Inc. (Roel) was the
general contractor on a condominium
project in San Diego. Roel entered into a
subcontract with Great Western Drywall, Inc.
(Great Western) whereby Great Western
agreed to install drywall and perform other
work on the project. The subcontract gave
Roel certain exp ress indemnity rights
against Great Western, and also apparently
required that Roel be listed as an additional
insured on Great WesternOs general liability

policy.

Great Western sued Roel over a payment
dispute. Roel cross - complained against
Great Western for breach of contract,
negligence, Omoney due for work and
materials,O account stated, and money had
and received. In its cross - complaint Roel
alleged that: (a) Roel overpaid Great Western
under the subcontract; (b) Roel was required
to hire other subcon tractors to finish and
correct Great WesternOs work after Great
Western abandoned the project; and (c) in
the course of its work, Great Western
negligently caused property damage to
other work (specifically window glass and
tubs).

Interstate Fire & Casual ty Company
(Interstate) had issued a general liability
policy identifying Great Western as named
insured and Roel as additional insured. The
Interstate policy included a Ocross - suitsO
exclusion which stated that there was no

coverage for Oany claim or suit ~ for injury or
damage by one Insured against another
Insured. This exclusion does not apply to ...
actions to apportion liability between
Insureds where any Insured has been sued
for a covered loss.O Great Western tendered
defense of RoelOs cross - complaint to
Interstate. Although eventually Interstate
agreed to defend Great Western against
RoelOs cross complaint, Interstate never did
actually fund Great WesternOs defense.

The Great Western/Roel litigation went to

trial. The trial court awarded Great Wester  n
approximately $332,000 on its complaint
against Roel, and awarded Roel

approximately $321,000 on its cross -
complaint against Great Western, for a net
recovery to Great Western of approximately
$11,000.

Great Western then filed a bad faith action
against Interstate for failing to defend and
indemnify Great Western against RoelOs
cross - complaint in the underlying litigation.
The trial court ruled that the Interstate
policyOs Ocross suitsO exclusion applied, and
that Interstate thus had no duty to defend or
indemnify Great Western against RoelOs
claims. Great Western appealed.

Holding

The Court of Appeal affirmed, holding that
the Interstate policyOs Ocross - suitsO
exclusion relieved Interstate of any duty to
defend or indemnify Great Western against
RoelOscross - complaint in the underlying
litigation.

The appellate court began by noting that the
first portion of the exclusion barred
coverage for Oany claim or suit for injury or
damage by one Insured against another
Insured.O This language precluded coverag
for the cross - complaint which Roel as
Oadditional insuredO had filed against Great
Western as Onamed insured.O
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The appellate court acknowledged that the
exclusion had an exception for Oactions to
apportion liability between Insureds where
any Insured h as been sued for a covered
loss.O However, according to the court, this
exception was only intended to apply where
a third party filed a lawsuit for covered
damages against one insured, who then

filed a cross - complaint for indemnity
against another insured . Here, no third party
ever filed a suit for damages against Roel.
Thus, RoelOs cross- complaint against Great
Western could not be characterized as an
action Oto apportion liability between
Insureds where any Insured has been sued
for a covered loss.O

Because the basic exclusionary language
applied, and the exception did not,
Interstate had no duty to defend or
indemnify Great Western against RoelOs
cross - complaint in the underlying litigation.

Comment

The result in this case might have been
differenti f the owner of the project (a third
party) had filed a suit for covered property
against the general contractor (as additional
insured), who then cross - complained for
indemnity against the subcontractor (as
named insured). In that scenario, the cross
compl aint for indemnity would presumably
fall within the Ocross - suitsO exclusionOs
exception, and the insurer would have had a
duty to defend the subcontractor against the
general contractorOs cross - complaint.

Third - Party Claimant Not Entitled to
Intervene in  InsurerOs Declaratory Relief
Action Against Insured

The California Court of Appeal has held that
a third - party claimant did not have an
absolute right to intervene in a liability
insurerOs declaratory relief action against its
insured. ( Royal Indemnity Co . v. United
Enterprises, Inc. (2008) 162 Cal.App.4th
194)

Facts

United Enterprises, Inc. (United) owned real
property on which it operated a trap and
shooting range. Flat Rock Land Company
(Flat Rock) eventually acquired the property.

After Flat Rock acq uired the property, Flat
Rock apparently discovered that the

property had become contaminated during
the time that United owned the property.

Flat Rock thus sued United, seek recovery of
environmental cleanup costs incurred in
connection with the property.

United tendered defense of the action to
various liability insurers, including Royal
Indemnity Company (Royal). Royal agreed to
defend United under reservation of rights.
Royal then filed a declaratory relief action
against United, seeking a ruling that Royal
did not have any duty to defend or

indemnify United in the underlying action
brought by Flat Rock. Royal did not name
the third - party claimant, Flat Rock, as a
defendant in the declaratory relief action.

Flat Rock filed a motion to intervene in
RoyalOs declaratory relief action against
United, claiming that Flat Rock had a Odirect
and immediate interestO in the outcome of
the declaratory relief action and that Flat
Rock should thus be allowed to participate

in the declaratory relief action. The tria I
court denied Flat RockOs motion and Flat
Rock appealed.

Holding

The Court of Appeal affirmed the trial

courtOs order denying Flat RockOs request to
intervene in RoyalOs declaratory relief action
against United. According to the appellate
court, Flat Ro ck Ocannot show an adequately
direct interest to obtain intervention in this
insurance coverage action.O The appellate
court emphasized that Flat Rock was not an
insured under UnitedOs policy through Royal,
and thus Flat Rock had no direct rights
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under the policy. Moreover, as a mere
potential (as opposed to actual) judgment
creditor of United, Flat Rock did not yet have
standing to bring a judgment creditor action
against Royal under Insurance Code section
11580.9(b)(2). Nor was Flat Rock an
assignee of an y of UnitedOs rights under the
Royal policy. Since Flat Rock Odoes not yet
have a protectable interest in the insurance
proceeds,O the trial court did not abuse its
discretion in denying Flat RockOs request to
intervene in the declaratory relief action.

Comment

While a liability insurer is allowed to join the
third - party claimant as a defendantin a
declaratory relief action, the insurer is not
required to do so. Of course, in many cases,
it may be prudent for the insurer to join the
third - party claimant as a defendant in the
declaratory relief action, especially if the
insurer wants to ensure that the third party
claimant is bound by whatever judgment is
entered in the action. Here, for reasons that
are not clear from the case, the insurer
chose not to jo in the third - party claimant as
a defendant in the declaratory relief action,
and the insurer and the insured opposed the
third party claimantOs efforts to intervene in
the action. Under those circumstances, the
appellate court held that the third party
claimant could not Oforce its wayO into the
declaratory relief action.

If InsurerOs Reservation Of Rights
Triggers Insured's Right To "Independent
Counsel," Any Dispute Regarding
Independent CounselOs Fees Must Be
Arbitrated, Even If Insurer Does Not
Retain "Panel Counsel "

The California Court of Appeal has held that
if a liability insurerOs reservation of rights
creates a conflict of interest that gives the
insured the right to have Oindependent
counsel,0 any dispute regarding the
independent counselOs fees is subject to
mandatory arbitration, even if the insurer

does not retain Opanel counselO to assist in
the defense. ( Long v. Century Indemnity
Company (2008) 163 Cal.App.4th 1460 )

Facts

In 1996 the California Department of Toxic
Substance Control (DTSC) filed an
environmental cleanup action against G.

Harris International (Harris). HarrisO personal
attorney, Jay B. Long (Long), tendered HarrisO
defense to HarrisO general liability insurer,
Insurance Company of North America (INA).
INA agreed to defend Har ris under a
Oreservation of rightsO (the exact nature of
which was not disclosed in the case).

INA asked Long to represent Harris in the
cleanup action brought by the DTSC.
However, INA was unwilling to pay Long the
hourly rate he requested, contending th at
Long was subject to the Orate capO
established by California Civil Code section
2860(b). When Long and INA were unable to
resolve their dispute regarding hourly rates,
they agreed that INA would pay Long at the
capped hourly rate that INA contended was
applicable, with Long reserving his right to
seek payment of his normal hourly rate at
some later date.

By July 2002 the DTSC had settled its claims
as against Harris. In July 2005 Long
demanded that INA pay Long the additional
attorney fees Long claimed  were due for his
representation of Harris (i.e., the difference
between what INA had paid Long pursuant

to section 2860(b) and LongOs normal hourly
rate). Without conceding that the

Omandatory arbitrationO provision of section
2860(c) applied, Long also de manded that
INA submit the dispute concerning hourly
rates to arbitration. INA refused LongOs
demand for payment and declined to submit
the matter to arbitration, asserting that
LongOs claim for additional attorney fees was
barred by the statute of limitat  ions.
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Harris then assigned rights to Long, and
Long filed a bad faith action against INA.
Long essentially sought to recover from INA
the difference between what he was paid by
INA and what he would have been paid at
his normal hourly rate. Notably, howev er,
Long did not allege facts showing that INAOs
reservation of rights did not create a conflict
of interest that triggered a right to
independent counsel.

The trial court dismissed LongOs claim
against INA on the ground that LongOs claim
against INA invo Ived a fee dispute regarding
the rates to be paid to independent counsel,
and that the claim and was therefore subject
to mandatory arbitration under Civil Code
section 2860(c). Long appealed.

Holding

The Court of Appeal affirmed, holding that
LongOs feedispute with INA was subject to
arbitration under Civil Code section 2860(c).

The appellate court began by rejecting
Long®Os argument that because INA had
never retained Opanel counselO to represent
Harris in the underlying environmental
cleanup lawsuit, INA could not compel
arbitration of the fee dispute. According to
the appellate court, there is nothing in Civil
Code section 2860 that requires the insurer
to retain Opanel counselO before section
2860 can apply. Rather, if the insured has a
right to be r epresented by independent
counsel, then section 2860 applies whether
or not the insurer retains panel counsel to
join with independent counsel in defending
the insured.

The appellate court then observed that Long
had not alleged that INAOs reservation of
rights did not trigger a right to independent
counsel. Since Long had not alleged that
INAOs reservation did not trigger a right to
independent counsel, the appellate court
essentially presumed that INAOs reservation
of rights did trigger a right to indepe ndent

counsel and that section 2860 therefore did
apply. Since section 2860 applied, any fee
dispute between Long and INA was subject
to mandatory arbitration.

Comment

This is an unusual case in that it was the
insurer N not the insured N who was arguing
th at the insurerOs reservation of rights
created a conflict of interest sufficient to

give the insured a right to Oindependent
counsel.O The insurer obviously took that
position so that it could assert that any
dispute regarding fees owed to independent
coun sel was subject to mandatory

arbitration under Civil Code section 2860(c).
Unfortunately, in the course of its opinion in
this case, the appellate court broadly stated
that an insurer has a duty to provide the
insured with independent counsel Owhenever
a conflict or potential conflict of interest
between the insurer and the insured exists

or may arise with respect to third - party
litigation.O This sweeping pronouncement
appears to be at odds with prior appellate
decisions in which courts have stated that

an insurer is only obligated to provide
independent counsel when the conflict
between the insurer and the insured is
Osignificant, not merely theoretical, actual,
not merely potential.O ( See, e.g., Dynamic
Concepts, Inc. v. Truck Ins. Exchange (1998)
61 Cal .App.4th 999, 1007.) Insurers may
hope that the insurer who OwonO this case
will ask the appellate court to modify its
opinion to delete the broad language
suggesting that independent counsel is
owed when there is a OpotentialO conflict of
interest that Om ay arise.O

Homeowners Insurer Must Defend
Insured Whose Deliberate Act Allegedly
Caused Claimant to Suffer Unintended
Injury

The California Court of Appeal has held that
a homeowners insurer had a duty to defend
its insured against allegations that the
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insured®s Odeliberate actO caused the amended his complaint to include causes of
claimant to suffer an Ounintended injury.O action against State Farm for declaratory
(State Farm Fire and Cas. Co. v. Superior relief and breach of contract.

Court (2008) 164 Cal.App.4th 317 )
The trial court found that when Lint threw

Facts Wright into the pool, Lint only intended to
get Wright wet and did not intend to injure
Joshua Wright and Jeffrey Lint attended a Wrig ht in any way. The trial court concluded
party. During the evening, the two began to that WrightOs injury arose from an
argue. Wright went outside and Lint followed OoccurrenceO and was not excluded from
him. Lint then grabbed Wright, picked him coverage, and that State Farm thus had a
up and threw him into the shallow end of a duty to defend Lint against WrightOs claim.
swimming pool. Wright landed on the poolOs State Farm sought appellate review.
concrete step and suffered injuries. As a
result of the swimming pool incident, Lint Holding
was charged with misdemeanor battery, to
which Lint pled nolo contendere. The Court of Appeal upheld the trial courtOs
ruling that State Farm was obligated to
Wright presented a claim to LintOs defend Lint against WrightOs personal injury
homeowners insurer, State Farm Fire and claim.
Casualty Company. In the course of
investigating the matter, State Farm The appellate court first addressed whether
obtained a recorded statement from Lin tin WrightOs claim against Lint arose from an
which Lint stated that Oif | wanted to hurt Ooccurrence,O or Oaccident.O The court noted
[Wright] ... I would have just hit him, but | that although Lint deliberately picked Wright
didnOt want to hurt him.O State Farm up and threw him in the pool, Lint only
declined to defend or indemnify Lint against intended to Oget [Wright] wetO and did not
WrightOs claim, asserting that LintOs alleged intend for Wright to land on the pool step.
liability (1) did not result from an The court recited the rule that Oan QaccidentO
OoccurrenceO as required by the policyOs exists when any aspect in the cau sal series
insuring clause, and (2) fell within the of events leading to the injury or damage
policyOs exclusion for Oexpected or intendedO was unintended by the insured and a matter
injuries or Owillful and maliciousO acts. of fortuity.O The court then concluded that
OLint miscalculated one aspect in the causal
Wright filed a personal injury action against series of events leading to WrightOs injury,
Lint, alleging various theories inc  luding namely, the force necessar y to throw Wright
negligence. During LintOs deposition, Lint far enough out into the pool so that he
testified that when he followed Wright would land in the water.O Because Lint did
outside, he did not intend to hurt Wright not expect or intend that Wright would land
and simply wanted to talk to Wright. Lint on the pool steps where Wright could get
further testified that he threw Wright in the injured, anhtOs injury arose from an
pool O[J]ust to get him wet,0 as Ohor seplayO Ooccurrence,O or Oaccident.O
and as Osomething to laugh about.O Lintre -
tendered his defense to State Farm, but The court next addressed State FarmOs
State Farm again refused to defend Lint. policy exclusion for Obodily injury E (1)
which is either expected or intended by the
Lint stipulated to a judgment in favor of insured; or (2) which is the result of willful
Wright for $60,000 and assigned his rights and malicious acts of the insured.O
against State Farm to Wright. Wrightt  hen According to the court, WrightOs injury was
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not Oexpected or intendedO by Lint and was hired Dana Drywall to act as drywall

not the result of a Owillful and malicious actO subcontractor for the project.

by Lint. Thus, this exclusion did not relieve

State Farm of the duty to defend Lint against Following completion of construction, the

WrightOs claim. Goldmans filed a construction defect action
against the general contractor, Blumenf  eld.

Because WrightOs claim against Lint was In their complaint, the Goldmans alleged

potentially covered un der the State Farm that their house suffered from various

policy, State Farm was obligated to defend defects, including Oexcessive cracking in the

Lint against WrightOs claim. interior and exterior of the property,O
Opremature failure of painted surfacesO and

Comment Owater damage to structure.O Blumenfeld
tendered defense of the construction defect

Arguably the critical factor in this case is action to its own insurer, Monticello

that when the insured threw the claimant Insurance Company, and Monticello agreed

into the pool, the insured did not expect or to defend Blumenfeld in the action.

intend to cause any inj ury to the claimant.

Presumably the result would have been Blumenfeld filed a cross - complaint for

different if the insured had performed a indemnity against various subcontractors,

deliberate act with the expectation or including Dana D rywall. Dana Drywall

intention of causing some injury to the tendered defense of the cross - complaint to

claimant. For example, if the insured hit the its insurer, Essex Insurance Company, and

claimant in the face intending to inflict a Essex agreed to defend Dana Drywall

relatively minor injury (such as a bloody against the cross - complaint.

nose), but had instead inflicted a far more

serious injury (such as a fractured skull), it Later, Blumenfeld tendered defense of the

would be more difficult under existing case action to Dana DrywallOs insurer, Essex, 0 n

law to see any potential for coverage. the ground that Blumenfeld was an
Oadditional insuredO on Dana DrywallOs policy

Absent "Potential” for Cov erage, General through Essex. The Essex policy did contain

Contractor Not Entitled To Defense As an endorsement stating that Blumenfeld is

"Additional Insured" Under Oan additional insured under this policy, but

SubcontractorOs Policy only as respects negligent acts or omissio ns
of [Dana Drywall] and only for occurrences,

The California Court of Appeal has held that, claims or coverages not otherwise excluded

in the absence of a OpotentialO for coverage, in the policy. It is further understood that

a general contractor was not entitled to a where no coverage shall apply herein for

defense as an Oadditional insuredO under a [Dana Drywall], no coverage nor defense

subcontractorOs liability policy. (  Monticello shall be afforded to [Blumenfeld].O Esse  x

Insurance Company v. Essex Insurance rejected BlumenfeldOs tender.

Company (2008) 162 Cal.App.4th 1376)
The construction defect action settled.

Facts Thereafter, BlumenfeldOs insurer, Monticello,
filed a contribution action against Essex.

Martina and Georgean Goldman hired Monticello essentially alleged that Monticello

Blumenfeld Construction Company to act as and Essex both had a duty to defend

general contractor for th e construction of Blumenfeld in the underlying construction

the GoldmansO residence. Blumenfeld in turn defect action, and that Monticello was
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therefore entitled to recover from Essex a
share of BlumenfeldOs defense costs.

The trial court ruled that Monticello failed to
prove it was entitled to contribution from
Essex, and thu s entered judgment in favor
of Essex. Monticello appealed.

Holding

The Court of Appeal affirmed, holding that
Monticello had failed to show that the
GoldmansO claims against Blumenfeld in the
underlying construction defect action were
potentially covered under Dana DrywallOs
policy through Essex. The court reasoned
that while the complaint in the underlying
action did contain allegations of Oexcessive
cracking,O Opremature failure of painted
surfacesO and Owater damage to structure,O
there were no allegat ions that those
damages were in any way related to the
work of Dana Drywall. According to the
appellate court, Essex was Onot required to
speculateO that these damages might be
attributable to the work of Dana Drywall.

The court also held that Monticello could
not rely on the Goldmans® Odefect listO from
the underlying construction defect action to
establish that Essex had a duty to defend
Blumenfeld in the underlying action. The
court noted that while Monticello had
introduced the defect list into evidenc ein
the contribution action, Monticello failed to
prove that the defect list was ever provided
to Essex during the pendency of the
underlying construction defect action.
Because there was no proof that Essex ever
had the defect list while the underlying

action was pending, Monticello could not

rely on the defect list to prove that Essex

had a duty to defend Blumenfeld.

Nor was it sufficient that BlumenfeldOs

cross - complaint against Dana Drywall
contained allegations that Dana Drywall was
negligent. Accord ing to the court,
BlumenfeldOs cross - complaint for indemnity

Odoes nothing to alter the fact that the
Goldmans, the plaintiffs in the main action,
the action for which a defense is sought, did
not allege covered damages against Dana
Drywall.O

Comment

This case stands for the proposition that
when a participating insurer sues a non -
participating insurer for contribution of
defense costs, the participating insurer must
prove that the facts supporting a OpotentialO
for coverage were known by the non -
partici pating insurer during the pendency of
the underlying lawsuit. Absent such proof,
the participating insurer is not entitled to
contribution from the non - participating
insurer.

Insurers Have No Duty to Defend Insured
in Class Actions Alleging Product Defect s
in Video Game System

The Ninth Circuit Court of Appeals has held
that neither a media liability insurer nor a
commercial general liability insurer had any
duty to defend an insured in class action
lawsuits alleging product defects in the
insuredOs video game system. ( Sony
Computer Entertainment America, Inc. v.
American Home Assurance Co. (9th Cir.
2008) 532 F.3d 1007)

Facts

Sony Computer Entertainment America, Inc.
(Sony) marketed and distributed the
OPlayStation 2,0 a home entertainment
system that s upposedly was capable of
playing audio and video CDs and DVDs as
well as video games.

PlayStation users filed two class action

lawsuits against Sony in California state

court. In those lawsuits the plaintiffs alleged
that the PlayStation 2 systems suffere  d from
an OinherentO or OfundamentalO design defect
that rendered them unable to play DVDs and
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certain game discs. The plaintiffsO
complaints included causes of action for
breach of express and implied warranties,
negligent misrepresentation, false

adverti sing and unfair business practices.
The plaintifisO negligent misrepresentation
and false advertising claims were based on
statements Sony made in press releases,
product packaging and advertising that the
PlayStation 2 would function as a DVD player
as well as a game player.

Sony was the named insured on both a

media liability policy issued by American
International Specialty Lines Insurance
Company (AISLIC) and a commercial general
liability policy issued by American Home
Assurance Company (American Home ). Sony
tendered the class action lawsuits to AISLIC
and American Home, but both insurers

rejected SonyOs tenders.

Sony then filed a breach of contract / bad
faith lawsuit against AISLIC and American
Home in federal court, alleging that AISLIC
and America n Home had wrongfully failed to
defend Sony in the underlying class action
lawsuits. The district court granted summary
judgments in favor of both AISLIC and
American Home, and Sony appealed.

Holding

The Ninth Circuit Court of Appeal, applying
Calif ornia law, affirmed the judgments in
favor of AISLIC and American Home.

With respect to the AISLIC media liability
policy, that policy provided that AISLIC
would indemnify Sony and provide defense
costs for lawsuits seeking damages because
of specified Ow rongful acts,O including
Onegligent publication.O The appellate court
rejected SonyOs argument that the term
Onegligent publicationO should be broadly
interpreted to include any Ocommunication
of information to the public E exhibiting a
lack of due care,0 and that it should thus
extend to the claims of negligent

misrepresentation and false advertising
made in the underlying class action lawsuits.
Rather, the appellate court held that when
read in the context of the policy as whole,
the term Onegligent publi cationO referred to
Oa very narrow tort in which the publication
of material encourages or instructs readers
to engage in harmful conduct.O Since the
plaintiffs in the underlying class action
lawsuits did not allege that Sony had led
readers to engage in h armful conduct, the
coverage for Onegligent publicationO was
inapplicable. Thus, AISLIC had no duty to
defend or indemnify Sony.

With respect to the American Home general
liability policy, that policy provided that
American Home would indemnify and

defend Sony against lawsuits seeking
damages because of Oproperty damage,O
which was defined so as to include (1)
Ophysical injury to tangible propertyO and (2)
Oloss of use of tangible property that is not
physically injured.O As to the issue of
Ophysical injur y to tangible property,O the
underlying class representative plaintiffs did
not allege that SonyOs PlayStation 2 systems
had scratched or damaged discs which were
inserted into the systems, and in fact the
class representative plaintiffs specifically
denie d that any such damage had occurred.
Nor was it sufficient that other members of
the putative class may have claimed
scratches or other damage to discs, since
any such claims were never incorporated

into the underlying class action lawsuit. As

to the issue of Oloss of use of tangible
property that is not physically injured,O the
class representative plaintiffs did not allege
that defects in the PlayStation 2 had caused
them to suffer a Oloss of useO of game discs
or DVDs. Moreover, even if class

representat ive plaintiffs had made that
claim, any such claim would fall within the
scope of the policyOs Oimpaired propertyO
exclusion, which barred coverage for Oloss
of useO property damage arising out of a
Odefect, deficiency, inadequacy or dangerous
condition in  [SonyOs] product.O The appellate
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court concluded that under the
circumstances, American Home had no duty
to defend Sony in the underlying class
action lawsuits.

Comment

One judge on the panel dissented from the
ruling that AISLIC had n o duty to defend
Sony in the underlying class action lawsuits.
According to the dissenting judge, a
layperson could reasonably understand that
AISLICOs coverage for Onegligent publicationO
would extend to Oa publication distributed
negligently.O Thus, acco rding to the
dissenting judge, the term Onegligent
publication® was broad enough to include
the negligent misrepresentation and false
advertising claims alleged in the underlying
class action lawsuits.

Following Auto DealerOs Incomplete
Transfer of Vehicl e Title to Driver, Driver
May Be Entitled to Coverage Under Auto
DealerOs "Garage Operations" Policy

The California Court of Appeal has held that
following an auto dealerOs alleged
incomplete transfer of a vehicleOs title to a
driver, the driver may be en titled to
coverage under the auto dealerOs Ogarage
operationsO policy. ( Spangle v. Farmers Ins.
Exchange (2008) 166 Cal.App.4th 560)

Facts

Anthony McCarty purchased a used Chevy
Blazer for his 16 - year- old son, Kevin, from
Triple Crown Auto Sales, Inc. A Ithough Mr.
McCarty signed the purchase contract and
paid the full purchase price in cash, it was
understood that the Blazer would be
registered in KevinOs name. However, in the
course of the transaction, Triple Crown
allegedly failed to correctly fill out the
Department of Motor Vehicles (DMV)
paperwork, so that title was not properly
transferred to Kevin.

A week later, Kevin was driving the Blazer
when he collided with and seriously injured
Pamela Spangle. The accident happened 50
miles away from the Tri ple Crown
dealership.

Spangle sued Kevin to recover for her
personal injuries. Eventually Kevin was
successful in obtaining defense and
indemnity under his motherOs auto policy
through Progressive Classic Insurance
Company.

Kevin also sought coverage und er Triple
Crown's $1 million commercial auto and
garage operations policy through Mid -
Century Insurance Company. Kevin argued
that since legal title had never passed from
Triple Crown to Kevin, Triple Crown was an
OownerO of the Blazer at the time of the
accident, and Kevin was thus a Opermissive
userO who qualified as an OinsuredO under
Triple CrownOs policy through Mid - Century.
Mid - Century denied KevinOs request for
coverage.

Spangle obtained a judgment against Kevin
for $2.32 million. Spangle then made a
policy limits of demand of $1 million on

Mid - Century, which Mid - Century rejected.

Spangle filed an action against Mid - Century
for enforcement of the judgment and bad

faith. The trial court entered summary
judgment in favor of Mid - Century, and
Spangle ap pealed.

Holding

The Court of Appeal reversed the summary
judgment in favor of Mid - Century.

The appellate court began by holding that
SpangleOs judgment against Kevin appeared
to fall within the scope of the Mid - Century
policyOs basic insuring clause. Th e policyOs
insuring clause covered damages an
OinsuredO must pay because of bodily injury
resulting from Ogarage operationsO involving
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the ownership, maintenance or use of auto.
If in fact Mid - CenturyOs named insured

Triple Crown had failed to properly tra nsfer

title to the Blazer to Kevin, then Triple

Crown would have been an OownerO of the
Blazer, and Kevin in turn would have been a
Opermissive userO of the Blazer who thus
qualified as an OinsuredO under the Mid -
Century policy. Further, since the Mid -
Century policy defined Ogarage operationsO
so as to include the Oownership,

maintenance or useO of any auto, KevinOs use

of the Blazer would constitute a Ogarage
operation.O According to the court, there
was no additional requirement that KevinOs
use of the B lazer also be related to Triple
Crown's business of selling or repairing
motor vehicles.

The appellate court further held that

SpangleOs judgment against Kevin was not
excluded from coverage under the Mid -
Century policy. It was true that the policyOs
defi nition of OinsuredO excluded any Triple

Crown OcustomerO who had other insurance.

However, according to the court, Triple
CrownOs OcustomerO in this case was not
Kevin, but rather, KevinOs father Mr.
McCarty. In this regard, the court noted that
Mr. McCart y had signed the purchase
contract and had paid the entire price in
cash. Thus, while Mr. McCarty may have
been a Triple Crown Ocustomer,O his son
Kevin was not. It was not significant that
Kevin signed the DMV paperwork, or that
the Blazer was to be regis tered in KevinOs
name. Thus, since Kevin was not Triple
CrownOs Ocustomer,O the Mid- Century
policyOs OcustomerO exclusion did not bar
coverage as to Kevin.

The appellate court remanded the case to
the trial court to resolve whether, at the time
of the acc ident, Triple Crown was an OownerQO
of the Blazer such that Kevin would be
deemed a Opermissive userO of the vehicle
and hence an OinsuredO under the Mid -
Century policy.

Comment

One justice dissented, arguing that no one
could reasonably expect a Ogarage
operationsO policy to cover an accident that
occurred a week after the sales transaction
and 50 miles away from the dealership.
According to the dissent, there was an
insufficient relationship between the
accident and named insuredOs garage
operations.

Insurer Has Duty to Defend Subcontractor
Who Allegedly Installed Damp Drywall in
Houses, Leading to Mold

The United States District Court for the
Eastern District of California has concluded
that a liability insurer had a duty to defend

its insured, a drywa |l subcontractor, against
allegations that the insured installed damp
drywall in houses which eventually led to
mold in the houses. ( McGranahan v.
Insurance Corp. of New York (E.D.Cal.
2008) 544 F.Supp.2d 1052)

Facts

Dunmore Homes, LLC (Dunmore) was the
general contractor for a residential
subdivision in Ceres, California. In May
2002, Dunmore entered into a subcontract
with Jeff Stewart Drywall, Inc. (JSD) for the
installation of drywall at the project.

Before JSD installed the drywall at the
project, t he drywall was stacked inside the
houses. During that time frame, fog or rain
got into some of the houses and some of
the drywall got damp. JSD claimed that it
replaced the damp drywall with new drywall
and then proceeded to install the drywall in
the hous es. After installation of the drywall,
Dunmore inspected and approved JSDOs
work.

Later, mold was identified on some of the
drywall in the homes. With DunmoreOs
approval, JSD attempted to repair the
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damage by treating the moldy drywall with
bleach. The dr ywall was then texture coated
and painted. Apparently, however, the mold
problem persisted or resurfaced. The

general contractor, Dunmore, ultimately

hired an expert who recommended

removing the drywall from the houses;

removing and cleaning interior fixtu res such
as cabinets, tubs and toilets; removing

exposed insulation; cleaning the heating

and air conditioning ductwork; and

removing residual traces of mold from

floors, walls and ceilings.

Subsequently, in August 2003, Dunmore
initiated arbitration proc  eedings against JSD,
alleging a single claim for breach of

contract. JSD tendered the defense of the
arbitration proceeding to its general liability
insurer, The Insurance Corporation of New
York (INSCORP). However, in January 2004,
INSCORP denied JSDOs tader of defense.

In March 2004 the arbitration between
Dunmore and JSD occurred. The arbitrator
found that JSD was aware of a potential
mold problem both while the drywall was
stacked and after it was installed, and that
JSDOs subsequent attempt to bleach to the
moldy drywall was Oinsufficient.O The
arbitrator concluded that JSD was liable to
Dunmore for approximately $350,000 in
damages, plus approximately $50,000 in
attorneyQOs fees. In July 2004, judgment was
entered in favor of Dunmore and against
JSD.

Eventually, JSD filed for bankruptcy. In April
2006, as part of the bankruptcy

proceedings, JSDOs bankruptcy trustee sued
INSCORP for breach of contract and bad
faith. The bad faith case was then
transferred from the bankruptcy court to the
federal distri ct court. Thereafter, JSDOs
bankruptcy trustee filed a motion for partial
summary judgment, and INSCORP filed a
cross - motion for summary judgment.

Holding

The federal district court, applying California
law, held that INSCORP had a duty to defend
JSD agninst the underlying arbitration
proceeding brought by Dunmore. The

district court noted that, at the time of JSDOs
tender to INSCORP, there was a factual
dispute as to whether JSD had intentionally
or unintentionally hung damp, moldy

drywall in the houses . Since it was possible
that JSD had unintentionally hung damp,
moldy drywall, it was possible that JSDOs
alleged liability arose from an Ooccurrence,O
or Oaccident.O Further, at the time of JSDOs
tender, there was evidence that JSDOs work
may have caused property damage to
portions of the homes other than drywall
itself. Thus, the exclusion for property
damage to Othat particular part of the
propertyO on which JSD worked did not bar
coverage for all the damages sought. Since
Dunmore was potentially seeking ~ damages
from JSD that were covered by the policy,
INSCORP had a duty to defend JSD against
DunmoreOs claim.

With respect to the duty to indemnify, the
court noted that when an insurer
erroneously fails to defend an action against
its insured, the insurer is bound by all
material findings of fact essential to the
underlying judgment against the insured.
However, the insurer is not bound by issues
not adjudicated in the underlying action and
can present defenses that are consistent
with the judgment against  the insured. Here,
the arbitrator in the underlying case did not
make any findings regarding (1) whether JSD
intentionally installed damp, moldy drywall

in the houses or (2) whether any property
damage extended beyond the drywall itself.
Thus, INSCORP was free to litigate those
issues in the bad faith case. However, since
there were triable issues of fact regarding
the extent to which INSCORP might have a
duty to indemnify JSD, neither INSCORP nor
JSDOs bankruptcy trustee was entitled to
summary judgment o n that issue.
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Last, with regard to the issue of bad faith,

the court rejected INSCORPOs argument that
JSDOs bad faith claim against INSCORP was
barred by the two - year statute of
limitations. The court reasoned that

although INSCORP denied JSDOs tender of
defense in January 2004, the underlying
judgment against JSD was not entered until
July 2004. The court held that the two - year
statute of limitations on JSDOs bad faith
claim was Oequitably tolledO until entry of
the underlying judgment. Since the

judgm ent in the underlying arbitration
proceeding was not entered until July 2004,
and since JSDOs bankruptcy trustee filed the
bad faith action in April 2006, JSDOs bad
faith action against INSCORP was not barred
by the two - year statute of limitations.

Comm ent

At least based on what is in the courtOs
written opinion, it is somewhat difficult to
see how INSCORP did not at least defend JSD
in the underlying arbitration proceeding.
Given the factual disputes about whether
JSD knew it was hanging damp, mol  dy
drywall, and whether property damage
extended beyond the drywall to other
portions of the houses, it seems clear that
Dunmore was potentially seeking covered
damages against JSD, thus triggering
INSCORPOs duty to defend.

Insurer Has Duty to Defend Insu reds
Against Taxpayer Suit Seeking Both
Injunctive Relief and "Damages "

The United States District Court, applying
California law, has ruled that a liability

insurer had a duty to defend its insureds
against a taxpayer lawsuit suit which sought
both injun ctive relief and monetary
Odamages.O [os Osos Community Services
Dist. v. American Alternative Ins. Corp.

(C.D. Cal. 2008) -- F.Supp.2d -- , 2008 WL
4885680)

Facts

The Los Osos Community Services District
(ODistrictO) is a public entity which undertook
plans to build a wastewater treatment

facility in Los Osos, California. A number of
people who lived in the area tried to stop
construction of the treatment facility by
placing a measure called OMeasure BO on the
ballot. In response, the District sued and
obtained a court order declaring the

measure illegal and barring it from the

ballot.

Thereafter, a group of disgruntled residents
succeeded in recalling three of the DistrictOs
Board members. The Onew BoardO then
immediately took steps to stop the

const ruction of the treatment facility.
Among other things, the new Board
dismissed the lawsuit brought to stop
Measure B, which by then had reached the
state appellate court. In addition, the new
Board allegedly used $600,000 in state
money to enter into a set  tlement with
Measure BOs proponents, who were allied
with the three new members of the Board.

In response, a group called Taxpayers Watch
and two individual taxpayers (collectively
OTaxpayers Watch plaintiffsO) sued the
District and several Board members,  alleging
that the settlement was Oa sham settlement
with the BoardOs croniesO and that ultimately
District taxpayers Owill be responsible for
repaying those monies to the state of
California.O The Taxpayers Watch plaintiffs
sought relief under California  Code of Civil
Procedure section 526a, which provides that
Ola]n action to obtain a judgment,

restraining and preventing any illegal
expenditure of, waste of, or injury to, the
estate, funds, or other property of a county,
town, [or] city E may be maintaine d against
any officer thereof ... by a citizen resident
therein E who is assessed for and is liable

to payE a tax therein.O The Taxpayers

Watch plaintiffs also sought Oa judgment
requiring and mandating that E the
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District's individual Board members be hel d
personally liable to repay the monies wasted
as a result of their thoughtless and wasteful
decisions, including return of the $600,000
paid to Measure B proponents in a collusive
settlement.O

The District filed for bankruptcy protection.
However, the D istrictOs individual Board
members tendered the defense of the
lawsuit to the DistrictOs liability insurer,
American Alternative Insurance Company
(OAAICO). The AAIC policy provided that the
insurer would indemnify an insured against
Odamages because of .. . Owrongful acts0,0
and that the insurer would defend an

insured against any suit seeking covered
damages. AAIC denied the tender, on the
ground that the Taxpayers Watch plaintiffs
were not seeking monetary OdamagesO
against the Board members.

Following t he denial of coverage, the Board
members filed a bad faith action against
AAIC, alleging that AAIC had wrongfully
refused to defend the Board members in the
underlying action brought by the Taxpayers
Watch plaintiffs. The Board members then
moved for parti al summary that AAIC had a
duty to defend them in the underlying

action.

Holding

The United States District Court, applying
California law, held that AAIC did have a
duty to defend the Board members in the
underlying action brought by the Taxpayer
Watch plaintiffs. The district court
acknowledged that the Taxpayer Watch
plaintiffs had sued the Board members

under CCP section 526a, and that the text of
section 526a only allows for injunctive

relief N not monetary damages. However, the
district court noted th  at despite the text of
the statute, California state courts Ohave
extended section 526a to allow taxpayers to
obtain an order requiring officials to repay
wasted funds to the public entity® and Ohave

characterized this remedy as one for
Odamages.O0 Undertte circumstances, the
Taxpayers Watch plaintiffs were seeking
OdamagesO from the Board members,
sufficient to trigger AAICOs duty to defend. It
did not matter that any damages recovered
from the Board members would ultimately
go back into the DistrictOs co ffers, as
opposed to the Taxpayers Watch plaintiffs
themselves.

Comment
The AAIC policy did not define the term

Odamages.O As such, the district court
applied the case law definition of OdamagesO

i.e., OOcompensation,® in Omoney,0 Orecovere

by a party for Oloss' or OdetrimentO it has
suffered through the acts of another.O

Note that when a third - party claimant sues
an insured under a statutory scheme that
only allows for injunctive relief and does not
allow for Odamages,O the insurer may not
have a duty to defend. ( See, e.g., Cutler-
Orosi Unified School District v. Tulare
County School Districts Liability/Property
Self-Ins. Authority (1994) 31 Cal.App.4th
617, 629 - 630.) Here, however, the Taxpayer
Watch plaintiffs sued the Board members
under a s tatute that has been interpreted to
allow for both injunctive relief and
Odamages,O thus triggering AAICOs duty to
defend.

Despite Uncertainty Concerning Who
Actually Employed Worker Killed in
Accident, Insured Is Not Entitled to
Defense Under "Employer s’ Liability"”
Coverage

The California Court of Appeal has held that,
despite uncertainty as to who actually
employed a worker who was killed in an
accident, a subsequent wrongful death
action against an insured did not trigger a
defense obligation undert he insuredOs
OemployersO liabilityO coverage. (Power
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Fabricating, Inc. v. State Compensation
Ins. Fund (2008) 167 Cal.App.4th 1446)

Facts

Power Fabricating, Inc. (Power) and a related
entity, Temp Power Systems, Inc. (Temp),
were in the business of provi  ding temporary
electrical power to construction sites. A
developer requested that Temp re - route
electrical power at a construction site. In
performing this task, apprentice electrician
Jonathon Kryzak (Kryzak) came into contact
with an energized electrical  line and was
fatally electrocuted. A question existed as to
whether, at the time of the accident, Kryzak
worked for Power, for Temp, or for a Ojoint
ventureO comprised of the two entities.

Power and Temp were listed as OemployerO
under a workersO compens ation /
employersO liability policy issued by State
Fund Insurance Company (State Fund). State
Fund paid KryzakOs widow statutory death
benefits under the workers compensation
part of the State Fund policy.

Subsequently, KryzakOs widow brought a
wron gful death action against Power. She
alleged that Power negligently failed to
confirm that the developer had de -
energized the electrical system before
Kryzak began work, failed to inspect
Kryzak's work, failed to implement safety
procedures, and failed to  provide a safe
workplace.

Power tendered the wrongful death action to
State Fund under the employersO liability
section of the State Fund policy. The
employersO liability section of the policy
provided that the insurer would indemnify
and defend an insure d against a claim for
covered Obodily injury to your employee that
arises out of and in the course of
employmentE.O The employersO liability
section of the policy specifically excluded
coverage Oany obligation imposed by a
workers' compensation ... law....  O.

State Fund refused to defend Power in the
wrongful death brought by KryzakOs widow.
As a result, Power sued State Fund for
breach of contract and bad faith. The trial
court granted summary judgment in favor of
State Fund. Power appealed.

Holding

On appeal, Power contended that there was
a Otriable issue of factO as to whether Kryzak
was an employee of Power, Temp, or a joint
venture comprised of the two entities.
Specifically, Power argued that the widow's
claims against Power could fall within the
employersO liability coverage, but outside
the workers' compensation exclusion, if
either: (1) Kryzak, as the employee of a
Temp / Power joint venture, was injured by
the negligent acts of Power; or (2) Kryzak, as
an employee of Power, was injured by the
negligent acts of the Temp / Power joint
venture.

The Court of Appeal rejected this argument.
According to the appellate court, if Kryzak
was not Power's employee, then the
employersO liability coverage would not be
triggered in the first instance. Converse ly, if
Kryzak was Power's employee, then the
workers' compensation exclusion would
apply. In either scenario, there was no
potential for coverage under the employersO
liability section of the policy. Because there
was no potential for coverage, State Fund
had no duty to defend Power in the
underlying wrongful death action.

Comment

Employers' liability insurance is traditionally
written in conjunction with workers'
compensation policies. It is intended to
serve as a Ogap- filler,O providing protection
to th e employer in those relatively rare
situations where either the employee is not
subject to the workers' compensation law, or
the employee has a right to bring a tort
action against the employer despite the
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provisions of the workers' compensation
statute. H ere, neither situation was present.

INDEMNITY AGREEMENTS

Indemnity Clause In Construction
Contract Can Impose Duty To "Defend”
Even In Absence Of Duty To "Indemnify”

In a recent case arising in a noninsurance
context, the California Supreme Court ruled
that a contractual indemnity clause required
a subcontractor to OdefendO a developer
against claims involving the subcontractorOs
work, even though the subcontractor was
later found not negligent and thus had no
duty to OindemnifyO the developer.

In Craw ford v. Weather Shield Mfg., Inc.
(2008) 44 Cal.4th 541 , a developer entered
into a subcontract with a window
manufacturer pursuant to which the window
manufacturer supplied windows for one of
the developerOs residential housing projects.
The written subco ntract contained a clause
stating that the window manufacturer would
(1) Oindemnify E [the developer] against all
claims E growing out of execution of the
work, and (2) Odefend any suit or action
brought against [the developer] founded
upon the claim of su ch damage.O

After the project was completed, numerous
homeowners filed construction defect
actions against the developer, the window
manufacturer and other parties. Among
other things, the homeowners alleged that
the window manufacturer had improperly
designed and manufactured the windows,
causing them to leak and fog. The developer
tendered its defense to the window
manufacturer, but the window manufacturer
refused to defend. The developer then filed
a cross - complaint for contractual indemnity
against the window manufacturer, seeking
to recover the costs of any settlement or
judgment in favor of the homeowners, plus
the costs of defending against the
homeownersO claims.

The homeowners settled their claims against
the developer. The homeowners then
proceede d to trial against the window
manufacturer, but the jury found that the
window manufacturer was not negligent. In
a subsequent bench trial on the developerOs
cross - complaint for indemnity against the
window manufacturer, the trial court ruled
that even tho ugh the window manufacturer
had been found not negligent and thus had
no duty to OindemnifyO the developer for its
settlement with the homeowners, the

window manufacturer had a separate duty to
OdefendO the developer and thus had to pay
the developerOs def ense costs related to
claims involving the windows.

The California Supreme Court affirmed the
trial courtOs ruling requiring the window
manufacturer to pay the developerOs defense
costs related to window claims. The
Supreme Court acknowledged that
contrac tual indemnity clauses should be
narrowly construed against the party
seeking indemnification. However, the
Supreme Court concluded that even
construing the subject indemnity clause
narrowly, the clause expressly and
unambiguously required the window
manuf acturer to OdefendO the developer
against suits alleging window problems.

Thus, the window manufacturer had an
obligation to OdefendO the developer against
the window claims, even though the window
manufacturer was ultimately found not
negligent and thus  had no duty to
OindemnifyO the developer for amounts paid
in settlement of the window claims. In the
course of its opinion, the Supreme Court
specifically overruled a prior Court of Appeal
decision, Regan Roofing Co. v. Superior
Court (1994) 24 Cal.App.4th 425, which had
reached a contrary result.
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DIRECTORS AND OFFICERS
INSURANCE

Letter From Claimant's Attorney To
Insured Is "Claim" Under "Claims Made
And Reported” Policy

The California Court of Appeal has held that

a letter from a claimantOs attorn ey to the
insured threatening litigation was a OclaimO
within the meaning of the insuredOs Oclaims
made and reportedO policy. ( Westrec Marina
Management, Inc. v. Arrowood Indemnity
Company (2008) 163 Cal.App.4th 1387)

Facts

Arrowood Indemnity Company iss  ued two
consecutive directors and officers liability
insurance policies to Westrec Marina
Management, Inc. The first policy was
effective from July 1, 2002 to July 1, 2003,
and the second policy was effective from
July 1, 2003 to July 1, 2004. Each policy
provided coverage for losses incurred in
connection with claims Ofirst madeO against
the insured during the policy period and
reported to the insurer within 30 days after
the expiration of the policy.

Bette Clark was a former employee of
Westrec. In June 2003 (during the first policy
period), ClarkOs attorney faxed a letter to
Westrec stating that Clark had been
subjected to sex discrimination at Westrec,
had been wrongfully terminated from
Westrec, and had received a Oright to sueO
notice from the Departm  ent of Fair
Employment and Housing allowing her to
sue Westrec. The letter from ClarkOs attorney
stated that Westrec might prefer Oto resolve
or mediate this matterO rather than become
involved in expensive litigation, and asked
Westrec to contact ClarkOs attorney to
discuss the matter. Westrec did not notify
Arrowood of this letter within 30 days after
the expiration of the first policy.

-38-

In December 2003 (during the second policy
period), Clark sued Westrec for employment
discrimination and wrongful termi nation.
Westrec promptly tendered the lawsuit to
Arrowood for defense. However, Arrowood
rejected WestrecOs tender on the ground that
the letter from ClarkOs attorney to Westrec in
June 2003 constituted a OclaimO made
against Westrec during the first polic vy
period, and Westrec had failed to provide
notice of that claim to Arrowood within 30
days after the expiration of the first policy.

Westrec then filed a breach of contract/bad
faith lawsuit against Arrowood alleging that
Arrowood had wrongfully refused to defend
Westrec in the underlying lawsuit brought by
Clark. The trial court ruled in favor of
Arrowood, and Westrec appealed

Holding

The Court of Appeal affirmed the judgment
in favor of Arrowood.

According to the appellate court, the letter
that Cla rkOs attorney sent to Westrec in June
2003 constituted a OclaimO that was made
against Westrec during the first policy
period. Both Arrowood policies defined a
OclaimO so as to include Oa written demand
for civil damages or other relief,O and the
June 2003 letter from ClarkOs attorney to
Westrec was Oa settlement demand seeking
monetary compensationO from Westrec. The
appellate court stated that Oalthough the
[June 2003] letter did not expressly demand
payment or refer to any specific amount, its
meaning wa s clear that, absent some form
of negotiated compensation, Clark would
commence a lawsuit against Westrec.O In
short, the letter ClarkOs attorney sent to
Westrec in June 2003 constituted a OclaimO
that was made against Westrec during the
first policy perio d, and Westrec failed to
provide notice of that OclaimO to Arrowood
within 30 days after the expiration of the

first policy.
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Moreover, the court concluded that the
letter ClarkOs attorney sent to Westrec in
June 2003 (during the first policy period)
was the Osame claimO as the lawsuit Clark
filed against Westrec in December 2003
(during the second policy period). In that
regard, both Arrowood policies stated that
Oall claims based on, arising out of, directly
or indirectly resulting from, in consequence
of, or in any way involving the same or
related facts, circumstances, situations,
transactions or events, shall be deemed to
be a single claim.O According to the court,
the December 2003 lawsuit and the June
2003 letter Oconstituted a single claim that
was first made at the time of the [June 2003]
letter.O Because Westrec failed to provide
Arrowood with notice of that claim within 30
days after expiration of the first policy,
Arrowood had no duty to defend or
indemnify Arrowood.

Comment

This case should s erve as a warning to
insureds under Oclaims made and reportedO
policies. If there is any doubt as to whether
the third party is making a OclaimO against
the insured, the insured should put its

insurer on notice. Here, the June 2003 letter
from the claimant Os attorney to the insured
did not expressly demand payment in any
specific amount. Nevertheless, according to
the court, the letter made it clear that unless
the parties reached a settlement, the
claimant would sue the insured. That being
the case, the le tter constituted a OclaimO that
the insured was required to report to its
insurer within the time specified in the

policy.

BAD FAITH

"Genuine Issue" Rule Negates Bad Faith
Claim Only If Insurer Demonstrates It
Conducted Thorough Investigation

In a recent case, the California Supreme
Court ruled that the Ogenuine issueO rule
negates a first - party bad faith claim only if
the insurer can demonstrate that it
conducted a reasonable investigation before
denying the insuredOs claim. The Court held
that, b ecause a jury reasonably could
conclude the insurerOs investigation was not
reasonable, the insurer was not entitled to
summary judgment and the case should be
tried to a jury. ( Wilson v. 21st Century
Insurance Company  (2007) 42 Cal.4th 713)

Reagan Wilson, a 21 - year old woman, was
injured in an automobile accident caused by
a drunk driver. The drunk driverOs insurer
paid its policy limits of $15,000 in exchange
for a release. Wilson then made an
underinsured motorist claim to her own
insurer, 21st Century  Insurance Company.
Ultimately, she made a demand to 21st
Century for $85,000 (the difference between
the $15,000 the drunk driverQOs insurer had
paid and 21st CenturyOs $100,000 UIM
coverage limit).

Even though WilsonOs treating physician had
opined that the Wilson had Odegenerative
disk changesO and that these spinal changes
were atypical for her age and Oalmost
certainlyO caused by the automobile
accident, 21st Century rejected WilsonOs
demand, on the asserted ground that she
had suffered only soft tissu e injuries in the
collision, that she had OpreexistingO
degenerative disc disease and that the
$15,000 payment she already had received
had fully compensated her for her damages.
Before rejecting WilsonOs UIM claim, 21st
Century did not attempt to contact WilsonOs
physician and did not speak with any other
medical practitioner about the claim.
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Wilson then demanded UIM arbitration. In
preparation for the arbitration, 21st Century
deposed Wilson and had a physician
examine her and review her medical records.
That physician concluded that Wilson had a
disk injury, and that the accident had caused
the injury. About two years after WilsonOs
initial demand, 21st Century revised its
evaluation of the claim and paid Wilson
$85,000.

Wilson then sued 21st Century, a lleging that

the two - year delay in paying the UIM claim
constituted bad faith. 21st Century moved
for summary judgment on the ground that
its initial decision to refuse the UIM demand
was reasonable in light of the facts known to
the company at the time. T he superior court
granted the motion in favor of 21st Century,
but the Court of Appeal reversed. The
California Supreme Court ultimately affirmed
the Court of AppealOs ruling and held that
Wilson had demonstrated a triable issue of

fact as to whether 21st  CenturyOs decision to

deny her UIM claim was made unreasonably
and in bad faith.

In reaching its conclusion, the Supreme
Court reiterated that the Ogenuine disputeO
rule does not relieve an insurer from its
obligation to thoroughly and fairly
investigate, process and evaluate the
insuredOs claim. The court held that a jury
could find that 21st Century lacked any
factual basis for its initial denial of WilsonOs
claim and that in reaching that coverage
decision the company had unfairly ignored
medical eviden ce submitted by Wilson.
Thus, the Court held that the case could not
be resolved by summary judgment.

This case contains a very detailed discussion
of WilsonOs medical records and a detailed
discussion of what information was available
to 21st Century, an d when that information
was available. In short, this case
demonstrates that the Ogenuine disputeO
rule only applies if the insurer can
demonstrate it conducted a reasonably

thorough investigation of the insuredOs
claim prior to denying the claim.

"Genuin e Dispute" Rule Does Not Bar
Complaint for Bad Faith Where Insurer
Allegedly Conducts Biased, Incomplete
Investigation

The California Court of Appeal has ruled

that the Ogenuine disputeO rule does not bar
a complaint for bad faith where the insured
allege s, in detail, that the insurer knowingly
conducted a biased and incomplete
investigation for the specific purpose of
minimizing the insuredOs claim. (  Brehm v.
21st Century Insurance Company (2008)
166 Cal.App.4th 1225)

Facts

Stuart Brehm filed a bad fait h suit against
21st Century Insurance Company arising out
of 21st CenturyOs handling of a claim for
underinsured motorist (UIM) benefits.
BrehmQOs parents were named insureds (and
Brehm qualified as an insured) on a policy
issued by 21st Century. The 21st C  entury
policy provided underinsured motorist (UIM)
benefits of $100,000 per person.

Brehm alleged that he, his father and his
mother all were injured in a traffic accident
caused by a third party, who had liability
insurance with a limit of $30,000 per
accident. The third partyOs insurance carrier
exhausted its limit by paying $10,000 to
Brehm, $10,000 to BrehmOs father and
$10,000 to BrehmOs mother.

In addition, Brehm alleged he made a UIM
claim against 21st Century, and submitted
medical reports, bills  and diagnostic test
results that showed he had suffered Oa
severe shoulder injury that would require
costly surgery and related costs and
expenses.O Brehm further alleged that he
initially demanded $85,000 under the UIM
coverage and that, in response, 21st
Century arranged for a biased doctor, who
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was a professional expert witness, to
examine Brehm. According to Brehm, 21st
CenturyOs expert concluded that Brehm had
only suffered Osoft tissueO injuries and that
surgery was not necessary. Based on this
examin ation, 21st Century offered to pay
Brehm only $5,000 under the UIM coverage.

Brehm also alleged that he then submitted

to Oa truly independent medical
examinationO by another doctor. That doctor
concluded that Brehm had indeed suffered a
shoulder injury a nd that it was Omore likely
than notO that Brehm would require surgery.
Based on this report, Brehm demanded that
21st Century pay $90,000 (i.e., the

$100,000 UIM limit less the $10,000 the

third partyOs insurer had paid). However,
Brehm alleged, 21st Cent ury again offered
only $5,000. Brehm ultimately obtained an
arbitration award of $90,000, which 21st
Century paid.

The trial court ruled that, at most, the
allegations in BrehmOs complaint showed the
partiesO experts had differing views
regarding the exte nt of BrehmOs injuries,
and that there was a Ogenuine disputeO
about the issue. Thus, the trial court
sustained 21st CenturyOs demurrer to
BrehmOs complaint and entered judgment in
favor of 21st Century. Brehm appealed.

Holding

The Court of Appeal revers ed, holding that
BrehmOs allegations, although not yet
proven, were sufficient to at least state a
cause of action for bad faith. Among other
things, the Court reiterated that O[t]he
genuine dispute rule does not relieve an
insurer from its obligation to t horoughly and
fairly investigate, process and evaluate the
insuredOs claim,0 and that Oan expertOs
testimony will not automatically insulate an
insurer from a bad faith claim based on a
biased investigation.O In essence, the Court
held that, if Brehm could  actually prove that
21st Century had knowingly selected a

biased expert for the specific purpose of
minimizing the amount Brehm could collect,
then the Ogenuine disputeO rule would not

apply.
Comment

Although the existence of a Ogenuine
disputeO about ¢ overage or damages often
negates Obad faith,O the dispute must in fact
be genuine. In this case, the insured alleged
that the insurer knowingly chose a biased
expert for the specific purpose of

minimizing the insuredOs claim. Among

other things, this case reinforces the notion
that insurers must honestly and fairly select
their experts, must reasonably evaluate their
expertsO opinions and must otherwise
conduct thorough investigations.

RESCISSION

InsuredOs "Unintentional" But "Material"
Misrepresentations  in Application Give
Marine Insurer Right to Rescind

The Ninth Circuit Court of Appeals has held
that even if an insured only Ounintentionally®
makes OmaterialO misrepresentations in an
application for a marine insurance policy,

the insurer is entitled to  rescind the policy.
(New Hampshire Ins. Co. v. COEst Moi, Inc.
(2008) 519 F.3d 937 )

Facts

In 1986, Lawrence OORourke (OORourke)
purchased all the stock of COEst Moi, Inc.
(COEst Moi). As part of the purchase,
OORourke paid $300,000 for a yacht owned
by COEst Moi. OORourke subsequently
insured the yacht through Washington
International Insurance Company
(Washington International).

In 1992, a fire destroyed the yacht and
Washington International paid OORourke
$450,000 for the loss. OORourke reacquired

© 2008 SMITH SMITH & FEELEY LLP




SMITH SMITH & FEELEY LLP

INSURANCE LAWYERS

the yacht from Washington International at
salvage, paid off a loan and began restoring
it. Washington International stopped
insuring the yacht after the fire, and it
remained uninsured until 2001 (a period of
nine years).

In 2001 COEst Moi applied for a yac ht policy
through New Hampshire Insurance Company
(NHIC). In the application, COEst Moi listed
the purchase price as 0$450,0000 even
though OORourke had only paid $300,000

for the yacht in 1986. COEst Moi also listed
the Opresent marine insurerO as OWash I nt.,0
even though the yacht was not insured when
the application was filled out in 2001. After
reviewing the application, NHIC issued a
policy to COEst Moi covering the yacht.

In 2004, the yacht sank in calm waters while
docked at Newport Beach, Californi  a.
OORourke, on behalf of COEst Moi, filed an
insurance claim. NHIC investigated and
determined that the likely cause was a
malfunctioning bilge pump.

NHIC then sued COEst Moi in federal district
court to rescind the insurance policy. The
district court g ranted summary judgment in
favor of NHIC, holding that the doctrine of
uberrimae fidei applied and that COEst Moi
misrepresented material facts on its
insurance application. COEst Moi appealed.

Holding

The Ninth Circuit Court of Appeals affirmed
the judg ment in favor of NHIC.

The appellate court first noted that under

the federal maritime doctrine of uberrimae
fidei, an applicant for marine insurance

owes the insurer a Oduty of utmost good
faith,0 and is Obound to reveal every fact
within his knowledge t hat is material to the
risk.O Under this doctrine, if an insured
misrepresents a material fact in the
application, the insurer may rescind the
policy, even if the misrepresentation was

Ounintentional.O The court acknowledged
that the NHIC policy contained  a provision
stating that the policy would be void if the
insured OintentionallyO concealed or
misrepresented any material fact or
circumstance relating to the insurance
application. However, according to the

court, this provision was not sufficient to
modi fy or eliminate the insuredOs uberrimae
fide obligation. Thus, NHIC was entitled to
rescind even if COEst MoiOs
misrepresentations were merely
Ounintentional.©®

The court next held that COEst MoiOs
misrepresentations in the application were
Omaterial.O Thecourt reiterated the rule that
if insurer demands answers to specific
guestions in an application for insurance,

that fact is in itself usually sufficient to
establish OmaterialityO as a matter of law.O
Here, NHICOs insurance application asked for
the yac htOs purchase price and present
insurer, and COEst Moi misrepresented both
facts. Both facts were facts which NHIC
would naturally want to know in determining
whether to issue a policy to COEst Moi and, if
so, on what terms. Thus, as a matter of law,
COEstMoiOs misrepresentations were
OmaterialO and NHIC was entitled to rescind.

Comment

Note that the Court of Appeals did not hold
that the parties to a marine insurance policy
can never contract around the doctrine of
uberrimae fidei. Rather, the court hel  d that
if it is possible at all to contract around the
doctrine, it must be done by Overy clear
policy language, unequivocally disclosing a
mutual intent to supersede the insuredOs
common law obligation.O Here, according to
the court, the language in NHICO s policy did
not disclose a clear intent to supersede the
insuredOs common law duty of disclosure.
Because the common law duty remained in
place, the insurer could rescind based on
either the insured's intentional or

unintentional misrepresentation.
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UNINSURED / UNDERINSURED
MOTORIST INSURANCE

Insured Only Required to Exhaust
TortfeasorOs Motor Vehicle or Automobile
Bodlly Injury Liability Coverage Before
Seeking Underinsured Motorist Coverage

The California Court of Appeal has held that
that an insured i s only obligated to exhaust
the tortfeasorOs motor vehicle or automobile
bodily injury liability coverage before the
insured can trigger the insuredOs
underinsured motorist coverage.

(Wedemeyer v. Safeco Insurance Company
of America (2008) 160 Cal.App.4th 1297)

Facts

Lowell Wedemeyer (Wedemeyer) had an auto
policy through Safeco Insurance Company of
America (Safeco) with uninsured and
underinsured motorist coverage limits of
$500,000 per person.

Wedemeyer was seriously injured when his
car was struck fro m behind by a car driven
by Bradley Groscost (Groscost). Groscost
had an auto policy through Coast National
Insurance Company (Coast National) with
bodily injury liability limits of $15,000 per
person. Wedemeyer filed a personal injury
lawsuit against Gros cost. Coast National
offered its $15,000 limit on behalf of
Groscost in exchange for a release of
WedemeyerQOs claims. Wedemeyer notified
Safeco of the lawsuit and of Coast NationalOs
offer of GroscostOs $15,000 policy limits.

In the course of discovery in  the personal
injury lawsuit, Wedemeyer learned that
Groscost was employed by Skyline
Management Group (Skyline). Skyline had a
general liability policy through Hartford
Insurance Company (Hartford) which
included hired auto and non - owned auto
liability co verage of $1 million. However,
Hartford refused to admit coverage under its

policy for the accident involving Groscost
and Wedemeyer.

At that point, Wedemeyer demanded that
Safeco pay him $485,000 (i.e., SafecoOs UIM
limit of $500,000, minus Coast Nationa I0s
liability limit of $15,000). Safeco refused,
insisting that Wedemeyer exhaust the $1
million limit of SkylineOs general liability

policy through Hartford.

Wedemeyer pursued his litigation against
Groscost. Eventually, Wedemeyer entered
into a settleme nt with Groscost, Coast
National, Skyline and Hartford. Pursuant to
the settlement, Wedemeyer received a total
of $515,000 (consisting of Coast NationalOs
$15,000 policy limit, plus $500,000 under
the Hartford policy).

Wedemeyer then filed a breach of con  tract/
bad faith against Safeco based on SafecoOs
failure to pay its UIM coverage. However, the
trial court dismissed WedemeyerQOs claims,
ruling that Wedemeyer was required to
exhaust the liability limits of the Coast
National auto policy and the Hartford

general liability before seeking benefits
under SafecoOs UIM coverage. According to
the trial court, since Wedemeyer had already
recovered from Coast National and Hartford
an amount in excess of SafecoOs UIM limits,
Safeco was not liable for UIM coverage.
Wedemeyer appealed.

Holding

The California Court of Appeal reversed.
California Insurance Code section
11580.2(p)(3) provides that underinsured
motorist coverage Odoes not apply to any
bodily injury until the limits of bodily injury
liability policies applicable to all insured
motor vehicles causing the bodily injury
have been exhausted by payment of
judgments or settlements.O The appellate
court ruled that, read in context, the phrase
Obodily injury liability policiesO means a
motor vehicle or automobi le liability policy

© 2008 SMITH SMITH & FEELEY LLP




SMITH SMITH & FEELEY LLP

INSURANCE LAWYERS

(such as the Coast National policy), and does
not refer to a general liability policy with

hired auto and non - owned auto liability
coverage (such as the Hartford policy). Thus,
according to the appellate court, after Coast
National tend ered the limits of its auto
policy to Wedemeyer, Safeco should have
paid the balance of its UIM limits to
Wedemeyer. Because Safeco failed to do so,
Wedemeyer stated a claim against Safeco for
breach of contract.

The appellate court observed that if Safec o
had paid its UIM limits to Wedemeyer and
Wedemeyer had later recovered more money
under the Hartford general liability policy,
then, pursuant to the reimbursement /

credit provisions of Insurance Code section
11580.2(p)(5), Wedemeyer would have been
obli gated to reimburse Safeco for any
payments received under the Hartford

policy. However, the possibility that Safeco
might later be entitled to reimbursement of
monies paid under the Hartford general
liability did not relieve Safeco of the duty to
tender it s UIM limits once Coast National
exhausted its auto liability limits.

Comment

Since the total amount Wedemeyer
recovered under the Coast National and
Hartford liability policies ($515,000)
exceeded the amount of WedemeyerOs UIM
coverage through Safeco ($ 500,000), it
might be difficult to see how Wedemeyer
was damaged by SafecoOs alleged breach of
contract. However, according to the
appellate court, Wedemeyer could seek as
contract damages the amount he spent in
the underlying litigation in his attempt to
exhaust the Hartford general liability policy
after Safeco wrongfully refused to pay its
UIM coverage following exhaustion of the
Coast National policy.

California Supreme Court Clarifies Scope
Of ArbitratorOs Jurisdiction In UM/UIM
Cases

Insurance Co de section 11580.2 requires
insurers to provide coverage for bodily
injury or wrongful death caused by
uninsured or underinsured motorists.
Section 11580.2(f) provides that Othe
determination as to whether the insured
shall be legally entitled to recoverd  amages,
and if so entitled, the amount thereof, shall
be made by agreement between the insured
and the insurer or, in the event of
disagreement, by arbitration.O In a recent
decision involving two consolidated appeals,
the California Supreme Court clarifi  ed
exactly what issues an arbitrator has
jurisdiction to decide during a UM/UIM
arbitration.

In Bouton v. USAA Cas. Ins. Co. (2008) 43
Cal.4th 1190 , Lloyd Bouton was injured in
an automobile accident allegedly caused by
Kevin Daniels, and settled his clai m against
Daniels for DanielsO automobile insurance
policy limit of $15,000. Bouton then
demanded UIM arbitration with BoutonOs
sisterOs insurer, USAA Casualty Insurance
Company, seeking damages exceeding the
$15,000 policy limit payment he received

from D anielsO insurer. USAA denied
coverage, claiming that Bouton was not a
resident of his sisterOs household, and was
therefore not an OinsuredO under her policy.
Bouton filed a motion to compel arbitration.
The trial court denied the motion to compel,
finding that under section 11580.2(f) and
USAAOQs policy, the parties were only bound
to arbitrate the issues of liability and

damages, not coverage.

The Supreme Court agreed that a court, not
an arbitrator, must determine whether
Bouton is an OinsuredO under his sisterOs
policy. The Supreme Court held that whether
Bouton is an insured under the insurance
policy is not a question regarding the
underinsured tortfeasorOs liability to the
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insured or the amount of damages. Rather,
it is a question of coverage that mus  tbe
decided by a court, not an arbitrator.

In the companion case, OOHanesian v. State
Farm Mut. Automobile Ins. Co. (2008) 43
Cal.4th 1190 , Charles OOHanesian was
injured when his car was rear - ended by
Curtis ThurlowOs car. OOHanesian sued
Thurlow, who f ailed to appear after being
properly served. OOHanesian submitted
evidence regarding the extent of his injuries
at a bench trial, and the court awarded him
over $2.7 million in compensatory damages
and $1 million in punitive damages.
OOHanesian made a dema nd on ThurlowOs
liability insurer and received the policy limit

of $100,000.00Hanesian then made a
demand for $900,000 under the UIM
provisions of his own policies through State
Farm Mutual Automobile Insurance
Company. When State Farm asserted that it
was not bound by OOHanesianOs default
judgment against Thurlow, OOHanesian sued
State Farm for breach of contact and bad
faith. The trial court ruled that OOHanesianOs
lawsuit against State Farm was premature,
because no arbitration had occurred as
required b y the State Farm policies.

The Supreme Court upheld the trial courtOs
decision, concluding that it was for an
arbitrator, not a court, to decide whether
OOHanesianOs default judgment against
Thurlow was enforceable against State Farm.
The Supreme Courtre asoned that the
default judgment pertained directly to the
underinsured tortfeasorOs liability to
OOHanesian and the amount of damages
owed, and that those were both issues
subject to arbitration under section
11580.2(f) and the State Farm policies.

Underinsured Motorist Coverage Not
Triggered Where Injured PartyOs Bodily
Injury Limit is Equal to TortfeasorOs
"Combined Single Limit" for Bodily Injury
and Property Damage

The California Court of Appeal has held that
underinsured motorist coverage was not
triggered where the injured partyOs bodily
injury limit was equal to the tortfeasorOs
Ocombined single limitO for all bodily injury
and property damage. ( Explorer Ins. Co. v.
Gonzalez (2008) 164 Cal.App.4th 1258)

Facts

Dwaine Gonzalez was injured in  an
automobile collision caused by Benjamin
Fernandez. At the time of the accident
Fernandez was insured by a FiremanOs Fund
Insurance Company auto policy with
Ocombined single limitsO in the amount of
$100,000 for all bodily injury and property
damage caus ed by any single accident.
Gonzalez was insured by an Explorer
Insurance Company policy that included
uninsured and underinsured motorist
benefits of $100,000 for all damages from
bodily injury sustained by one person in one
accident. FiremanOs Fund paid G onzalez
$78,415.89 for bodily injury and

$21,584.11 for property damage arising
from the collision, thus exhausting the

limits of the $100,000 FiremanOs Fund

policy.

Gonzalez then made a claim against the
underinsured motorist bodily injury
provision of h is Explorer policy for
$21,584.11 (i.e., the difference between the
$78,415.89 he received from FiremanOs
Fund for bodily injury and the $100,000
limit of his Explorer underinsured motorist
coverage). Explorer denied GonzalezOs claim,
asserting that the $1 00,000 combined
single limit for liability in FernandezO policy
through FiremanOs Fund afforded bodily
injury limits of liability of up to $100,000,
and therefore, was not Oless thanO the
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underinsured motor vehicle bodily injury
liability limits of Gonzale  zOs policy through
Explorer.

Explorer later filed a declaratory judgment
action against Gonzalez to confirm its
position. The trial court ruled in favor of
Explorer and Gonzalez appealed.

Holding

The Court of Appeal affirmed the judgment
in favor of Exp lorer. The appellate court
reasoned that under Insurance Code section
11580.2(p)(2), an Ounderinsured motor
vehicleO means Oa motor vehicle that is an
insured motor vehicle but insured for an
amount that is less than the uninsured
motorist limits carried o n the motor vehicle
of the injured person.O Here, the FiremanQOs
Fund policy carried by Fernandez provided
OcombinedO coverage of up to $100,000 for
all bodily injury and property damage
caused by any single accident. The Explorer
policy carried by Gonzalez  provided
coverage up to $100,000 for all damages
from bodily injury sustained by any one
person in a single accident. Because the
amount of the potential coverage was equal,
FernandezO vehicle was not OunderinsuredO
within the meaning of GonzalezOs policy
through Explorer.

Comment

According to the appellate court, it was
irrelevant that the $100,000 coverage of
FernandezO FiremanOs Fund policy was for all
bodily injury and property damage

combined, whereas the $100,000 coverage

of GonzalezOs Explorer pol icy was for bodily
injury only. That is because under the
Onarrow coverageO of
uninsured/underinsured benefits in

California, the comparison in coverage is
based on the potential for recovery, not

what is actually recovered in a particular

case.
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