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To Our Clients:
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PENDING BEFORE THE CALIFORNIA SUPREME COURT

The following cases are currently under review by the California
Supreme Court:

State of California v. Continental Ins. Co. (Case No. S170560) -
(1) When continuous property damage occurs during the periods of
several successive liability policies, is each insurer liable for all
damage both during and outside its period up to the amount of the
insurer's policy limits? (2) If so, is the "stacking” of limits - i.e.,
obtaining the limits of successive policies - permitted?

Zhang v. Superior Court (Case No. S178542) - (1) Can an insured
bring a cause of action against its insurer under the unfair
competition law (Bus. & Prof. Code 8§ 17200) based on allegations
that the insurer misrepresents and falsely advertises that it will
promptly and properly pay covered claims when it has no intention of
doing so? (2) Does Moradi-Shalal v. Fireman’s Fund Ins. Companies
(1988) 46 Cal.3d 287 bar such an action?
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Innocent Co-Insured Exclusion Not
Enforceable Under First-Party Fire
Policy

A first-party property insurance exclusion that
purports to eliminate coverage for “any” insured
when another insured commits arson is broader
than allowed by California law and, therefore,
unenforceable. (Century-National Insurance Co. v.
Garcia (2011) 51 Cal.4th 564)

Facts

Jesus Garcia was hamed as an insured on a
homeowner’s policy issued by Century-National
Insurance Company (Century-National). The policy
included first-party property coverage and third-
party liability coverage. Mr. Garcia’s wife and adult
son were not named as insureds on the policy but,
according to the definitions in the policy, both
nonetheless qualified as insureds.

Mr. and Mrs. Garcia’s son intentionally set fire to
the house, causing substantial damage. Mr. and
Mrs. Garcia then submitted a claim to Century-
National for the arson damage. Century-National
denied Mr. and Mrs. Garcia’s claim based on an
exclusion for “loss arising out of any act committed
by or at the direction of any insured ....” (In other
words, Century-National’s policy purported to
eliminate coverage for any insured — even an
insured that was innocent of wrongdoing — if any
other insured intentionally had caused damage.)

After denying the claim, Century-National filed a
complaint seeking a declaration that it had no duty
to pay Mr. and Mrs. Garcia’s loss because the
policy excluded coverage for the intentional act of
“any” insured. Mr. and Mrs. Garcia, in turn, filed a
cross-complaint alleging causes of action for
breach of contract and bad faith.

The trial court upheld the validity of Century-
National’s exclusion, and the Court of Appeal
upheld the ruling in an unpublished ruling. The
California Supreme Court then granted review.

Holding

The California Supreme Court reversed, and ruled
that an exclusion in a first- party fire policy for
intentional acts of “any” insured does not apply to
an innocent co-insured.

Insurance Code section 2071 sets forth California’s
“standard form” fire policy, and the standard form
fire policy does not contain an expressed exclusion
for intentional acts. However, Insurance Code
section 533 precludes coverage for intentional acts
of “the” insured, and section 533 is deemed to be
an implied exclusion in every insurance policy.
Thus, section 2071’s standard form fire policy
impliedly contains section 533’s exclusion for
intentional acts of “the” insured.

Pursuant to section 2070, a policy’s coverage for
fire must be “substantially equivalent” to or “more
favorable” than the coverage set forth by the
standard form policy. Because Century-National’s
policy purported to exclude coverage for fire
damage caused by the intentional act of “any”
insured, Century’s National’s policy was not
“substantially equivalent” to the standard form
policy and section 533’s implied-in-law exclusion
for intentional acts of “the” insured. Because
Century-National’s innocent co-insured exclusion
was broader than allowed by sections 2070 and
2071, the exclusion was not enforceable.

Comment

Although the Supreme Court’s ruling in Garcia is
extremely significant, there are several important
points to bear in mind.

First, the Garcia case invalidates a first-party
property exclusion that purports to eliminate
coverage for an innocent insured when a co-
insured intentionally causes a fire loss. The
Supreme Court expressly noted that its ruling
might not necessarily invalidate first-party property
exclusions for an innocent insured when a co-
insured causes some other type of loss.

Second, the fact that an innocent co-insured
exclusion is invalid in connection with an
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intentionally-caused fire loss does not
automatically mean the insurer is responsible
paying the entire amount of the loss. For example,
if one insured intentionally burns community
property, the innocent insured’s recovery under an
insurance policy might well be limited to recovering
the value of his or her share of the damaged
community property.

Third, a first-party property policy often will contain
a lender’s loss payable clause (often by way of an
endorsement) that protects a secured lender’s
rights, even if an insured intentionally burns (or
otherwise damages) the property. An insurer faced
with a loss fire loss (or other loss) that an insured
intentionally-caused must always independently
evaluate the rights of any lender under a loss
payable clause.

Fourth, the Supreme Court previously has
recognized that, at least in the context of third-
party liability insurance, an insurer may exclude
coverage for the intentional act of “any” (or “an”)
insured, provided the exclusion is clear,
conspicuous and unambiguous. Insurance Code
sections 2070 and 2071, which were at issue in the
Garcia case, do not apply to an innocent co-
insured exclusion in connection with third-party
liability insurance.

Extended Replacement Cost Provision
Did Not Actually Increase Limit But
Merely Provided for Potential Payment
in Excess of Limit, So Insureds Still
Had to Replace in Order to Recover
Extended Amount

Because an extended replacement cost provision
did not actually alter the policy limit, but instead
merely provided for a potential payment in excess
of the limit, the insureds were still required to
repair, rebuild or replace in order to recover
replacement cost benefits. (Minich v. Allstate
Insurance Company (2011) 193 Cal.App.4th 477)

Facts

© 2011 SMITH SMITH & FEELEY LLP

Alistate Insurance Company issued a
homeowner’s insurance policy to Kelly and Debbie
Minich. The policy provided that, if Mr. and Mrs.
Minich’s house were damaged or destroyed,
Allstate would pay the “actual cash value” of the
damaged property, in an amount not to exceed the
“limit of liability shown on the Policy Declarations.”
The limit of liability for the dwelling, as stated on
the policy declarations, was $129,840.

The policy declarations showed that the dwelling
coverage was subject to an extended replacement
cost endorsement that provided that, if the
insureds were to “repair, rebuild or replace” their
house, Allstate would pay an amount not to exceed
“150% of the limit of liability . . . as shown on the
Policy Declarations . . . .” Thus, the maximum
amount potentially due under the policy was
$194,760 (i.e., the stated limit of $129,840
multiplied by the 150% factor stated in the
endorsement).

A wildfire destroyed Mr. and Mrs. Minich’s house.
Within two weeks after the fire, Allstate paid Mr.
and Mrs. Minich $129,590 (i.e., $129,840 less the
policy’s $250 deductible).

Mr. and Mrs. Minich argued that, because of the
extended replacement cost endorsement, the
policy “limit” for the dwelling was $194,760. Thus,
even though they had not completed (or even
started) to replace the house, Mr. and Mrs. Minich
demanded that Allstate immediately pay an
additional $64,920 (i.e., the difference between the
prior payment of $129,590 and the extended
amount of $194,760). Allstate declined Mr. and
Mrs. Minich’s demand, but offered to pay the
additional amount if and when Mr. and Mrs. Minich
demonstrated they actually were rebuilding or
replacing the house.

Eventually, Mr. and Mrs. Minich provided Allstate
with a copy of the plans and permit for a new
house. About 15 months after the fire, Mr. and Mrs.
Minich invited Allstate to inspect the foundation of
the house. Allstate promptly inspected the work
and, within a few weeks, issued the additional
payment of $64,920. At the time Allstate paid this
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additional amount, the construction of the new
house was less than 50% complete.

Mr. and Mrs. Minich ultimately filed suit against
Allstate, claiming that Allstate had been
contractually obligated to pay the additional
$64,920 immediately after the fire, and that Allstate
had acted in bad faith by not immediately paying
the additional amount. The trial court entered
summary judgment in favor of Allstate, finding that
Alistate had not breached its contract and had not
acted in bad faith.

Holding

The Court of Appeal affirmed the ruling in favor of
Allstate.

The maximum amount that Allstate initially owed
was the “limit of liability shown on the Policy
Declarations.” The “limit of liability shown on the
Policy Declarations” was $129,840. The extended
replacement cost endorsement did not actually
alter the policy limit but, instead, merely provided
for a potential payment in excess of the policy limit.

Neither the terms of the policy nor the terms of the
California Insurance Code required Allstate to pay
any additional amount to Mr. and Mrs. Minich
unless they actually repaired, rebuilt or replaced
within the time allowed. Allstate paid the additional
amount almost immediately after the insureds
demonstrated that they had completed the
foundation for the new house (and even though
they had not completed the rest of the new house).

Comment

When a covered peril renders a structure a total
loss and the policy provides coverage on an
“actual cash value basis,” the insurer initially is
required to pay the “fair market value” of the
structure or the policy’s stated limit (whichever is
less). When a covered peril renders a structure a
partial loss and the policy provides coverage on an
“actual cash value basis,” the insurer initially is
required to pay the replacement cost less a fair
and reasonable deduction for depreciation based

on the condition of the property at the time of loss.
(Insurance Code section 2051.)

If the insured has purchased some form of
replacement cost coverage, and if the insured
actually repairs, rebuilds or replaces the property,
then the insured is entitled to collect the difference
between the insurer’s initial payment and the
amount specified in the policy. (Insurance Code
section 2051.5, subd. (a).) The amount specified in
the policy might be an “extended” amount (e.g.,
125% or 150% of the amount listed on the
declarations) or might be a “guaranteed” amount
(i.e., limited only by the amount the insured
reasonably and necessarily spent to repair, rebuild
or replace).

After the insurer makes the initial payment, the
insurer must allow the insured at least 12 months
to repair, rebuild or replace (and must allow 24
months if the loss arises from a government-
declared disaster). Further, if the insured
demonstrates “good cause,” the insurer must grant
the insured extensions of up to 6 months to repair,
rebuild or replace. (Insurance Code section 2051,
subd. (b).) Currently, there is no case law
interpreting the “good cause” requirement in the
replacement cost statutes.

"Strict Compliance™ With Warranty
Provision Is Prerequisite for Coverage
Under Policy

An insured must strictly comply with a warranty
provision in order to obtain coverage when the
subject matter of the warranty bears directly on the
risk underwritten by the policy. (Trishan Air Inc. v.
Federal Ins. Company (9th Cir. 2011) 635 F.3d
422)

Facts

Trishan Air, Inc. purchased an aviation insurance
policy from Federal Insurance Company. The
policy contained a pilot warranty requiring a two-
person pilot crew at all times any covered aircraft
was in operation. In addition, the warranty required
both pilots, including the back-up second-in-
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command pilot, to complete ground and flight
courses, including simulator training, for the make
and model of the covered aircraft within the 18
months prior to operating the aircraft.

After an accident involving one of Trishan’s
corporate jets, Trishan submitted a claim to
Federal. Federal denied coverage because the co-
pilot had not undergone the training mandated by
the policy’s pilot warranty. Indeed, Federal argued
that the co-pilot had never attended any formal
course relative to the type of aircraft involved in the
accident.

Trishan counter-argued that the co-pilot had over
45 years and 15,000 hours of flight experience,
such that even if he had performed the simulator
training he would not have learned any new
information or received any training that would
have affected any of the actions he took with
respect to the accident. Furthermore, one of
Trishan’s experts testified that the 8-10 hours of
cockpit simulation training the co-pilot did receive
in the covered aircraft was very similar to simulator
training, and in some cases better. Accordingly, the
expert opined that the co-pilot’s failure to undergo
the training would not have affected his
qualifications to operate the aircraft and would not
have prevented the accident.

Following the denial of coverage, Trishan filed a
federal court lawsuit against Federal for breach of
contract, bad faith, reformation, and declaratory
relief. The district court granted summary judgment
in favor of Federal, holding that Trishan did not
strictly comply with the pilot warranty, thus
precluding coverage under the policy.

Holding

The Ninth Circuit Court of Appeals upheld the
district court’s grant of summary judgment to
Federal, stating that California courts have
recognized the necessity of “strict compliance” with
warranty provisions to invoke coverage. In so
doing, the Court of Appeals rejected Trishan’s
argument that the warranty was a mere condition
of the policy requiring only substantial compliance.

In its discussion, the Court generally noted that
strict compliance with a warranty is necessary
when the warranty serves as a factor bearing
directly on the underwritten risk. In this type of
situation, an insurer is within its rights to limit
coverage as it sees fit by including warranty
provisions in its policy. This was particularly true in
the case of aviation policies because the identity
and qualifications of the pilots operating the aircraft
are elements of the fundamental risk insured.

The Court rejected Trishan’s argument that the
training the co-pilot received served as a substitute
for simulator training in substantial compliance with
the warranty provision. The Court observed that
the substantial compliance doctrine typically
requires that the insured’s non-compliance be
minor and that the insured comply with at least
some of the specific requirements at issue. Since
Trishan had failed to comply with any of the
training requirements of the co-pilot warranty, the
Court held that coverage would have been
precluded even if the substantial compliance
doctrine applied.

Comment

This decision upholds an insurer’s ability to rely
upon an insured’s strict compliance with warranty
provisions to invoke coverage as long as the
subject matter of the warranty bears directly on the
actual risk insured.

However, if the subject matter of the warranty
provision does not bear directly on the risk (i.e., a
record keeping warranty in most circumstances),
substantial compliance may be sufficient to invoke
coverage.

"Pollution” Exclusion Eliminates
Coverage for First-Party Asbestos
Contamination

A first-party “pollution” exclusion eliminated
coverage where a contractor caused the release of
asbestos inside and outside a building. (The Villa
Los Alamos Homeowners Assn. v. State Farm

© 2011 SMITH SMITH & FEELEY LLP
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General Insurance Company (2011) 198
Cal.App.4th 522)

Facts

The Villa Los Alamos Homeowners Association
(Association) purchased a
“Condominium/Association Policy” from State Farm
General Insurance Company (State Farm). The
policy provided “all-risk” (“open-peril”’) coverage for
first-party property losses, subject to the policy’s
exclusions and limitations.

Pursuant to the terms of the policy, State Farm
agreed to insure “for accidental direct physical
loss” to buildings and structures and business
personal property owned by the Association and
caused by an insured loss, unless specifically
limited or excluded by the policy. The policy
excluded coverage for loss caused by “the
presence, release, discharge or dispersal of
pollutants, meaning any solid, liquid, gaseous or
thermal irritant or contaminant, including vapor,
soot, fumes, acids, alkalis, chemicals and waste.”

The Association contracted with Cal Coast
Construction (Cal Coast) to remove the sprayed-
acoustical ceilings in a three-story, 18-unit building.
Over the course of a few days, Cal Coast disturbed
asbestos contained in the acoustical ceilings. This
caused the fibers to become airborne and to
spread throughout the building, including its
corridors, stairwells, in residential units, inside the
HVAC system, and onto the exterior grounds, at
the entrance of the building, on sidewalks, in
bushes and grass in front of the building and in
parking lots and a private street.

The Bay Area Air Quality Management District
(District) cited Cal Coast and removed the
company from the project. The District also
ordered the Association to perform a
comprehensive abatement of the building,
including all common areas and separate interest
areas, individual units, and residents’ personal

property.

The Association hired another contractor to
perform the remediation work the District ordered.

The Association submitted a first-party claim to
State Farm, which State Farm declined. Ultimately,
the Association spent $650,000 to complete work
ordered by the District.

Thereafter the Association sued State Farm,
asserting causes of action for breach of contract,
breach of the covenant of good faith and fair
dealing, and declaratory relief. The trial court
granted summary adjudication in favor of State
Farm, ruling that the pollution exclusion eliminated
coverage for the Association’s claims. The
Association appealed.

Holding

The Court of Appeal affirmed the summary
judgment in favor of State Farm. The appellate
court held that a “pollution” exclusion, whether
found in the first-party property section of a policy
or in the third-party liability section of a policy,
applies to “environmental” pollution. Asbestos is
considered to be a “pollutant” under many state
and federal laws and regulations, and is a
“pollutant” for purposes of the exclusion in State
Farm’s policy. What occurred here was
environmental pollution, even though it was
confined to only a relatively small area, and even
though it occurred only over a few days. As such,
the State Farm policy excluded coverage for the
Association’s claim.

Comment

This case extends the basic holding of an
important third-party coverage case, MacKinnon v.
Truck Ins. Exchange (2003) 31 Cal.4th 635. In that
case, MacKinnon was the owner of an apartment
building who, at the request of a tenant, hired a
pest control company to eradicate yellow jackets at
the apartment. The pest control company treated
the building several times and the tenant died from
pesticide exposure. The tenant’s parents sued, and
MacKinnon tendered the claim to his insurer.
However, MacKinnon’s insurer concluded that the
pollution exclusion precluded coverage.

In MacKinnon, the California Supreme Court
ultimately ruled that the standard pollution
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exclusion clause in a comprehensive general
liability policy was intended to exclude coverage for
injuries resulting from events commonly regarded
as “environmental pollution.” Thus, the MacKinnon
Court held that a reasonable policyholder would
not think that the activity in question — namely, the
normal but negligent spraying of pesticides around
an apartment building in order to kill yellow jackets
—was an act of pollution.

The basic test for determining whether a pollution
exclusion applies in either the third-party context or
the first-party context is whether a reasonable
policyholder would characterize the event as
“environmental pollution.” The California Supreme
Court and the Courts of Appeal have recognized
that this “test” is imprecise.

Court Has Discretion to Grant
Declaratory Relief Before Requiring
Insured to Submit Valuation Dispute to
Appraisal

Where an insured seeks declaratory relief
regarding the interpretation of policy provisions,
statutes and regulations pertaining to depreciation,
a court has discretion to allow the declaratory relief
action to proceed before requiring the insured to
submit the issue of valuation to appraisal. (Doan v.
State Farm General Ins. Co. (2011) 195
Cal.App.4th 1082)

Facts

The Doan filed a suit in which he alleged that he
and other similarly-situated plaintiffs were insured
under property insurance policies issued by State
Farm General Insurance Company. The policies
provided that State Farm would pay the costs to
repair or replace personal property less
depreciation, but the policies did not define
“depreciation.”

Doan alleged that a fire destroyed his house and
personal property. He further alleged that, after the
fire, he submitted an inventory which set forth a
physical depreciation amount for his personal
property based on the actual condition of each item

© 2011 SMITH SMITH & FEELEY LLP

at the time of loss. By Doan’s calculations, the
actual cash value (i.e., replacement cost less
depreciation) of his personal property was about
$174,000. However, State Farm asserted that the
actual cash value of the property was only about
$130,000.

Doan alleged that State Farm uses a standard
estimating system known as the “Depreciation
Guide” that “arbitrarily calculates a depreciation
percentage based on age and type of item, rather
than the actual condition of a particular item.” He
also alleged that State Farm’s depreciation figures
“could not have been based on the condition of the
item because the only information regarding the
condition of [each] item” came from Doan’s claim,
and “State Farm never inspected any of the items
or took any steps to determine the true amount of
physical depreciation.” Doan alleged that he
challenged State Farm’s “excessive depreciation”
but that State Farm refused to re-open the claim
for a determination of the true amount of physical
depreciation of the personal property and that
State Farm likewise refused to alter its method of
calculating depreciation.

Doan did not demand appraisal but, instead, filed
suit against State Farm and sought, among other
things, (1) damages for breach of contract, (2)
damages for bad faith and (3) declaratory relief.
However, the trial court eventually dismissed
Doan’s complaint, largely on the grounds that
Doan had failed to submit to the valuation issue to
appraisal.

Holding

The Court of Appeal reversed, holding that the trial
court has discretion to defer an appraisal pending
a judicial declaration of the parties’ rights under the
insurance policies and relevant statutes. Insurance
Code section 2051 provides that, when an open
policy “requires payment of actual cash value” for a
structure’s contents, “the measure of the actual
cash value recovery” is “the amount it would cost
the insured to repair, rebuild, or replace the thing
lost or injured less a fair and reasonable deduction
for physical depreciation based upon its condition
at the time of the injury or the policy limit,
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whichever is less.” Further, section 2695.9 (f) of
the Fair Claims Settlement Practices Regulations
provides that any depreciation applied “shall reflect
a measurable difference in market value
attributable to the condition and age of the property
and apply only to property normally subject to
repair and replacement during the useful life of the

property.”

In addition, the Court of Appeal noted that, when
there is a controversy relating to the legal rights
and duties of parties in connection with a statute,
contract or written instrument, any interested party
may seek declaratory relief pursuant to Code of
Civil Procedure section 1060. The Court also noted
that Fair Claims Settlement Practices Regulations
section 2695.9 (e) provides as follows: “Once the
appraisal provision under an insurance policy is
invoked, the appraisal process shall not include
any legal proceeding or procedure not specified
under California Insurance Code Section 2071.
Nothing herein is intended to preclude separate
legal proceedings on issues unrelated to the
appraisal process.”

Comment

Under California law, appraisal is a limited form of
arbitration in which the appraisers decide only the
issue of the amount of the loss, not issues of
coverage, policy interpretation or claim handling.
Insurance appraisals — like other arbitration
proceedings — may be stayed pending the
resolution of legal issues that lie outside the
appraiser’s jurisdiction.

Note that this case does not stand for the
proposition that an insured can circumvent the
appraisal process simply by filing a suit that
includes a cause of action for declaratory relief.
Instead, this case stands for the proposition that, if
the insured seeks declaratory relief, the trial judge
has discretion to allow the claim for declaratory
relief to proceed before requiring the insured to
submit to the appraisal process.

Product Recall/Withdrawal Coverage
Does Not Apply Where Insured's Errors

Did Not Cause Contamination or
Subsequent FDA Product Advisory

A policy that covered expenses and lost profits
arising from the recall or withdrawal of a food
product was not triggered where the insured’s
errors did not actually cause an E. coli outbreak or
a subsequent government product advisory. (Fresh
Express Inc. v. Beazley Syndicate 2623/623 (2011)
199 Cal.App.4th 1038)

Facts

After E. coli contamination of bagged fresh spinach
caused numerous persons to become ill and one
person to die, the United States Food and Drug
Administration (FDA) issued a “no consumption
advisory.” The E. coli outbreak and FDA advisory
received widespread media attention, causing
many consumers to lose confidence in the safety
of bagged fresh spinach, and causing the market
for this product to temporarily evaporate.

Fresh Express Incorporated (Fresh Express)
harvests, processes and distributes bagged fresh
spinach. Although the FDA’s advisory did not
legally prevent producers from marketing bagged
fresh spinach, Fresh Express voluntarily stopped
marketing the product until the source of the
contamination could be identified.

After the FDA issued its advisory, and after Fresh
Express voluntarily stopped marketing bagged
fresh spinach, Fresh Express determined that it
had made some “spot” purchases from suppliers
that violated corporate safety guidelines. These
errors caused Fresh Express to suspect that it
might have been responsible for the E. coli
outbreak.

Ultimately, the FDA determined that Fresh Express
was not the source of the contamination and, after
identifying the actual source of the E. coli
contamination, the FDA lifted the advisory.
However, Fresh Express sustained substantial
economic losses because of the advisory.
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Fresh Express sought to recover its losses under
an insurance policy issued by Beazley Syndicate
2623/623 at Lloyd’s and QBE Insurance (Europe)
Limited (collectively, Beazley). The Beazley policy
provided coverage for, among other things,
expenses and lost profits associated with the
recall/withdrawal of products caused by “Accidental
Contamination.” The term “Accidental
Contamination” was defined as: “Error by [Fresh
Express] in the manufacture, production,
processing, preparation, assembly, blending,
mixing, compounding, packaging or labeling
(including instructions for use) of any Insured
Products or error by [Fresh Express] in the storage
or distribution of any Insured Products whilst in the
care or custody of [Fresh Express] which causes
[Fresh Express] to have reasonable cause to
believe that the use or consumption of such
Insured Products has led or would lead to: bodily
injury, sickness, disease or death ....”

Beazley denied coverage for the claim, and Fresh
Express filed an action against Beazley for breach
of contract and bad faith. After a court trial, the
judge awarded Fresh Express the policy limit of
$12 million, but rejected Fresh Express’s claim that
Beazley had acted in bad faith. Beazley then
appealed.

Holding

The Court of Appeal reversed the judgment against
Beazley. The appellate court held that the E. coli
outbreak itself was not an insured event. Instead,
the policy insured against errors by Fresh Express
that Fresh Express reasonably believed would
injure third parties.

Fresh Express did present substantial evidence
that it had made errors by making spot purchases
that did not comply with company guidelines.
However, Fresh Express did not present
substantial evidence of a nexus between its errors
and the E. coli outbreak or the FDA advisory. In
fact, Fresh Express’s damages witnesses testified
unequivocally that Fresh Express’s damages were
caused by the E. coli outbreak and the FDA
advisory.

In addition, Fresh Express did not discover its
violations of company purchasing guidelines until
after the FDA had issued its advisory and after the
consumer market for spinach temporarily had
disappeared. Thus, there was no causal link
between Fresh Express’s violation of its own
purchasing guidelines and Fresh Express’s losses.
In short, there was no evidence that Fresh
Express’s losses were caused by Fresh Express’s
errors.

Comment

This appears to be the only reported appellate
decision in California that addresses coverage for
expenses and lost profits associated with the
withdrawal/recall of a product. Here, the Court of
Appeal undertook an exhaustive review of the
evidence, and concluded that Fresh Express’s
expenses and lost profits were caused by the E.
coli outbreak and FDA advisory — both of which
occurred before Fresh Express discovered its
purchasing errors. Thus, the Court concluded that
Fresh Express’s errors simply were not the cause
of either the product contamination or the
subsequent FDA advisory.

Police Seizure and Destruction of
Marijuana Does Not Constitute "Theft"
Within Meaning of Homeowners Policy

No “theft” occurred where the police obtained a
search warrant, seized and later destroyed the
insured’s marijuana. (Barnett v. State Farm
General Ins. Co. (2011) 200 Cal.App.4th 536)

Facts

Greg Barnett grew numerous marijuana plants in
the backyard of his residence, and kept dried
marijuana inside his house. Barnett maintained
that he was permitted to possess the marijuana for
medicinal purposes in accordance with California
law.

The local police obtained a warrant authorizing
them to search Barnett’s residence and to seize
any marijuana found there. The officers searched
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Barnett’s property, dug up and seized the
marijuana plants from Barnett’s backyard, and
seized the dried marijuana (and related
paraphernalia) from the house.

Shortly after the police raid, Barnett submitted a
claim to his homeowner’s insurer, State Farm
General Insurance Company. Barnett claimed that
the value of the seized marijuana was $98,000.

The State Farm policy covered personal property
against various named perils, including “theft.” The
policy also covered “trees, shrubs and other plants”
against various named perils, including “theft.”

The district attorney did not immediately file
charges against Barnett, so Barnett filed a petition
in court in an effort to regain possession of his
property. The court denied Barnett’s petition on the
grounds that the quantity he possessed exceeded
the quantity that was permitted under California
law. Shortly thereafter, the police destroyed some
of Barnett’'s marijuana in a bulk narcotics burn.

Eventually, the district attorney filed criminal
charges against Barnett for cultivation and
possession of marijuana. While the criminal
charges were pending, the police destroyed the
rest of Barnett's marijuana in another bulk
narcotics burn.

Barnett asserted that the police had intentionally
provided incomplete information to the judge when
they obtained the search warrant, and that the
judge would not have issued the warrant if the
police had provided complete information. Later,
on a motion by the district attorney, the court
dismissed the charges against Barnett.

State Farm concluded that no “theft” occurred, and
State Farm therefore denied Barnett’s claim.
Barnett then filed suit against State Farm, alleging
causes of action for breach of contract and bad
faith. The trial court agreed that no “theft” had
occurred and entered summary judgment in favor
of State Farm. Barnett then appealed.

Holding

The Court of Appeal affirmed, holding that no
“theft” occurred because the police seized the
marijuana pursuant to a facially-valid search
warrant. The appellate court ruled that, although
the policy did not define the term “theft,” the term is
commonly understood to refer to a criminal taking,
i.e., a taking “without a good faith claim of right.”
The court also noted that, per California Penal
Code section 484, a “theft’” occurs when someone
“feloniously” steals, takes, carries, leads, or drives
away the personal property of another with the
intent to permanently deprive the owner of the

property.

Here, the police department’s seizure of Barnett’s
marijuana at his home pursuant to a search
warrant did not constitute a “theft” because the
claim of right dispelled the criminal character
necessary to constitute a theft within the common
meaning of the word.

Comment

Insurance carriers generally do not face many first-
party claims arising out of taking of property by law
enforcement authorities. However, insurers often
face first-party claims arising out of taking of
property by civil disputants (e.g., spouses or
business partners) who claim ownership of the
property.

This case supports the notion that taking property
based on a claimed right generally is not a “theft,”
even if the claimed right later is proved to be
invalid. If the claimed right later is proved to be
invalid, the true owner of the property might be
able to establish that the taker committed some
kind of civil conversion, but the owner will have
difficulty proving that the taker committed a
criminal “theft.”

LIABILITY INSURANCE
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Claim for "Loss" of Property Is Not
Claim for fALoss of

Under CGL Policy

A suit against an insured seeking damages for
“loss” of property was not a suit seeking damages
for “loss of use” of property within the meaning of a
standard commercial general liability policy.
(Advanced Network, Inc. v. Peerless Insurance
Company (2010) 190 Cal.App.4th 1054)

Facts

Mission Federal Credit Union (Mission Federal)
hired Advanced Network, Inc. (ANI) to service cash
distribution machines in Mission Federal's branch
stores. Under their contractual arrangement, an
ANI armored carrier would deliver cash to a
Mission Federal branch. A single ANI employee
would then enter the branch during non-business
hours with a key and an alarm code, access the
safe, remove cash designated for the cash
machines, and replenish the cash machines.

ANI assigned an employee, Jacob Johnson, to
service Mission Federal's cash machines. Over a
period of several years, Johnson stole
approximately $2 million in cash from Mission
Federal. Johnson concealed his misappropriation
by submitting false records.

After the misappropriation was discovered, Mission
Federal made a claim to its fidelity bond holder,
Cumis Insurance Society, Inc. (Cumis). After
Cumis applied a deductible, Cumis paid Mission
Federal over $1.9 million for the theft of the cash.

Cumis (standing in the shoes of Mission Federal)
then filed a subrogation action against ANI,
asserting claims against ANI for breach of contract,
negligence and respondeat superior. ANI tendered
defense of the action to its commercial general
liability insurer, Peerless Insurance Company
(Peerless). The CGL policy provided that Peerless
would indemnify ANI for damages because of
“property damage” caused by an “occurrence” and
not otherwise excluded, and that Peerless would
defend ANI against any suit seeking covered
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damages. The policy defined "property damage" as

all resulting loss of us that property,” and (2)
"loss of use of tangible property that is not
physically injured."

Peerless declined to defend ANI against Cumis’
subrogation lawsuit asserting, among other things,
that Cumis was not seeking damages from ANI
because of “property damage” as defined in the
Peerless policy. After Peerless refused to defend,
ANI paid $1 million to settle Cumis’ subrogation
action.

ANI then sued Peerless for breach of contract and
bad faith, alleging that Peerless had wrongfully
failed to defend and indemnify ANI in the
underlying subrogation action brought by Cumis.
The trial court ruled that Cumis’ underlying lawsuit
against ANI was covered under the Peerless CGL
policy. Following a jury trial, the trial court entered
a judgment awarding ANI approximately $2 million
in compensatory and punitive damages against
Peerless. Peerless appealed.

Holding

The Court of Appeal reversed the judgment in its
entirety. The appellate court concluded that in the
underlying action, Cumis, as subrogee of Mission
Federal, did not seek any damages from ANI
because of “property damage” as defined in the
Peerless CGL policy.

The appellate court’s opinion focused entirely on
the second prong of the definition of “property
damage,” i.e., “loss of use of tangible property that
is not physically injured.” Although the appellate
court apparently assumed that the stolen cash was
“tangible property,” the court concluded that there
was no claim for “loss of use” of the cash in the
underlying subrogation action. Cumis had sought
damages from ANI not for temporary “loss of use”
of the cash, but rather for permanent “loss” of the
cash. The Peerless policy only covered “loss of
use,” and that term “cannot reasonably be
interpreted to include the permanent loss of
property through conversion.”
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Since Cumis’ claim against ANI in the underlying
action was not potentially covered under the
Peerless policy, Peerless had no duty to defend or
indemnify ANI against Cumis’ claim. As such, ANI
was not entitled to recover anything from Peerless
in the bad faith action.

Comment

The decision in this case is consistent with a prior
decision, Collin v. American Empire, Ins. Co.
(1994) 21 Cal.App.4th 787, in which the appellate
court held that "‘loss of use' of property is different
from 'loss' of the property.” Both cases stand for
the proposition that “loss of use” of property is
intended to compensate for a temporary loss and
is determined by rental value, while “loss” of
property is intended to compensate for a
permanent loss and is determined by replacement
value. A suit which only seeks damages for “loss”
of property due to conversion is not a suit seeking
damages for “loss of use” of property within the
meaning of a CGL policy.

Quasi-Judicial Administrative
Proceeding Can Constitute "Suit"
Triggering Insurer's Duty to Defend

A federal administrative proceeding before an
administrative law judge qualified as a “suit,” thus
triggering an insurer’s duty to defend under a
policy that did not define the term “suit.” (Ameron
Int'l Corp. v. Ins. Co. of the State of Pa. (2010) 50
Cal.4th 1370)

Facts

In the 1970s, Ameron International Corporation
(Ameron) was hired as a subcontractor to
manufacture concrete siphons to be used in an
aqueduct being built by the U.S. Department of the
Interior’s Bureau of Reclamation (the Bureau).
Many years later, the Bureau discovered defects in
the siphons that required replacing them.

In 1995, the Bureau’s contracting officer issued two
final decisions finding Ameron responsible for the
defects and seeking almost $40 million in

damages. Under the Contract Disputes Act of
1978, Ameron could have challenged the decision
either by bringing an action in the U.S. Court of
Federal Claims or by appealing to the U.S.
Department of Interior Board of Contract Appeals
(IBCA). Ameron chose the latter method.

Ameron provided timely notice of its action to
eleven insurers who had issued CGL policies to
Ameron from 1978 to 1995. These insurers for the
most part refused to defend Ameron. The ICBA
administrative law proceeding lasted twenty-two
days, involved numerous witnesses and
substantial evidence, and ultimately ended in a $10
million settlement.

Ameron filed suit against its insurers for breach of
contract and bad faith. The trial court found in favor
of the insurers, relying on Foster-Gardner, Inc. v.
National Union Fire Insurance Co. (1998) 18
Cal.4th 857, in which the California Supreme Court
held that an environmental agency’s pollution
remediation order against an insured is not a “suit”
S0 as to trigger a duty to defend. The California
Court of Appeal affirmed the ruling as to the
insurers whose policies did not define “suit.”
Ameron appealed.

Holding

The California Supreme Court reversed. Reviewing
the legislative history of the Contract Disputes Act
and comparing the IBCA'’s “complaint”
requirements to those of a traditional civil
complaint, the Court noted that the two types of
“complaints” are subject to similar pleading
requirements and serve the same purpose of
informing the insurer of the nature of the dispute.
Although the insured initiates the administrative
proceeding, the proceeding’s purpose is to resolve
the government’s claim against the insured, thus
placing the insured in a defensive position like in a
traditional civil action. The Court also noted that
the Contract Disputes Act’s reference to “suits”
would cause a reasonable policyholder to have an
expectation of coverage. Thus, the Court
concluded that Ameron’s quasi-judicial adjudicative
proceeding qualified as a “suit” under the policies.
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Comment

Ameron’s effects will likely be limited in scope.
First, the Supreme Court did not overrule Foster-
Gardner; it merely clarified that Foster-Gardner is
limited to actions involving pollution remediation
orders or “any other matters involving threats to
take legal action only.” Second, Ameron, like
Foster-Gardner, only applies to policies that do not
define the term “suit.”

Non-Admitted Insurer Not Bound By
Ret ai |
Insured Endorsement

A non-admitted insurer was not bound by a retail
insurance broker’s issuance of an endorsement
which purported to list a developer as an
“additional insured” on the insurer’s policy. (Certain
Underwriters at Lloyd's of London v. American
Safety Ins. Services, Inc. (C.D. Cal. 2010) 702
F.Supp.2d 1169)

Facts

Ashby USA, LLC, a developer, hired Ralph D.
Mitzel, Inc., an equipment rental company, to
provide grading equipment at an Ashby real estate
development site. Sometime later, Mitzel needed a
general liability policy. Mitzel's retail insurance
broker, The Wooditch Company Insurance
Services, Inc., contacted a licensed surplus line
broker, International E&S Brokers, Inc., who
procured the requested policy from a non-admitted
insurer, American Safety Insurance Company.
Mitzel’s retail broker, Wooditch, then issued a
certificate of insurance and additional insured
endorsement which purported to list Ashby as an
“additional insured” on Mitzel's policy through
American Safety. Wooditch issued the certificate
and endorsement without the knowledge or
consent of either the surplus line broker,
International E&S, or the actual insurer, American
Safety.

Later, Alexandra Negri was injured in an accident
at Ashby’s real estate development site. Negri thus
filed a personal injury action against Ashby.
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Ashby’s own liability insurer, Certain Underwriters
at Lloyd’s of London, defended and indemnified
Ashby in the personal injury action.

Certain Underwriters then filed a federal court
contribution action against American Safety. In the
contribution action, Certain Underwriters alleged
that Ashby was an “additional insured” on Mitzel's
policy through American Safety, and that American
Safety was thus responsible for a share of the
costs of defending and indemnifying Ashby in the
underlying personal injury action. American Safety
defended againsi,the contribution_action by
Ss&ertintHat M]ée(fs(fafail roke?, Wébditch, did
not have authority to issue the certificate and
endorsement which purported to list Ashby as an
additional insured on the American Safety policy.

Holding

The federal district court, applying California law,
ruled in favor of American Safety. The district court
concluded that Mitzel’s retail broker, Wooditch, did
not have either “actual” or “ostensible” authority to
issue the certificate and endorsement which
purported to list Ashby as an additional insured on
the American Safety policy. The court emphasized
that under California Insurance Code sections
1761 and 703, a retail broker such as Wooditch
could not lawfully act as the “agent” of a non-
admitted insurer such as American Safety. Rather,
only a licensed surplus line broker such as
International E&S could act as an agent for
American Safety. Because Wooditch was not an
“agent” of American Safety, Wooditch’s act of
issuing the certificate and endorsement was not
binding on American Safety. Thus, Certain
Underwriters was not entitled to contribution from
American Safety.

Comment

This case presents a somewhat common fact
pattern, i.e., a retail broker who issues a certificate
of insurance and / or actual endorsement
purporting to list someone as an “additional
insured” on a policy issued by a non-admitted
insurer. In that situation, the non-admitted insurer
will invariably be able to establish that the retail
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broker was not the “actual” agent of the non-
admitted insurer. If the non-admitted insurer can
also show that the retail broker was not the
“ostensible” agent of the non-admitted insurer, the
non-admitted insurer should have no coverage
obligations to the putative additional insured.

Liability Insurer Owes Contribution
Based On Ambiguity In Policy
Regarding Duty to Defend

An insurer which defended its insured in underlying
construction defect lawsuits was entitled to
equitable contribution from a non-participating
insurer, based on an ambiguity in the non-
participating insurer’s policy regarding the duty to
defend the insured. (American Safety Indem. Co.
v. National Union Fire Ins. Co. (S.D. Cal. 2011)
759 F.Supp.2d 1218)

Facts

American Safety Indemnity Company and National
Union Fire Insurance Company each issued
general liability policies to a grading contractor,
Signs & Pinnick, Inc. American Safety
subsequently defended Signs & Pinnick against
two construction defect lawsuits. National Union
refused to defend.

National Union based its decision on a self-insured
retention endorsement (SIR Endorsement) which
replaced the policy’s insuring agreement with the
following language: “We will pay on behalf of the
Insured those sums in excess of the Retained Limit
that the Insured becomes legally obligated to pay
as damages because of ‘bodily injury’ or ‘property
damage’ to which this insurance applies. We will
have the right but not the duty to defend any suit
seeking those damages.” (Emphasis added.)

However, the National Union policy also contained
an endorsement for continuing or progressive
injury or damage (C & P Endorsement). The C & P
Endorsement added the following language to the
insuring agreement: “In the event of continuing or

progressive ‘bodily injury’ or ‘property damage’
over any length of time, we will have no duty to
defend or investigate any ‘occurrence’, claim or
suit unless such ‘bodily injury’ or ‘property damage
first commenced during the policy period.”
(Emphasis added.)

’

American Safety filed a federal court lawsuit suit
against National Union seeking equitable
contribution toward the cost of defending Signs &
Pinnick in the underlying construction defect
lawsuits. American Safety argued, among other
things, that the National Union policy’s SIR
Endorsement and the C & P Endorsement created
an ambiguity regarding whether National Union
had a duty to defend Signs & Pinnick.

Holding

The federal district court, applying California law,
held that National Union did have a duty to defend
Signs & Pinnick in the underlying lawsuits, and that
National Union thus owed an equitable portion of
the defense costs that American Safety had
incurred on behalf of Signs & Pinnick in those
lawsuits.

The federal court reasoned that while the National
Union policy’s SIR Endorsement seemingly
removed the duty to defend, the policy’'s C & P
Endorsement assumed the existence of a duty to
defend. Finding that these two endorsements
created an “ambiguity” over the duty to defend, the
court resolved the ambiguity in favor of coverage.

The court rejected National Union’s argument that
the SIR Endorsement should control over the C &
P Endorsement. The court held that under the
rules of contract interpretation, an insurance policy
must be construed as a whole so as to give effect
to every part.

Comment

Insurance policy language is ambiguous if it is
capable of two or more constructions, both of
which are reasonable. The ambiguity may result
from contradictory language in different sections of
the insurance policy. The holding of this case is
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consistent with the California Supreme Court’s
decision in Minkler v. Safeco Insurance Co. of
America (2010) 49 Cal.4th 315, which also found a
duty to defend based on an ambiguity arising out of
conflicting language in a liability policy.

Personal Umbrella Insurer Has No Duty
to Defend Insured Against Suit Based
On Sexual Harassment / Battery

A personal umbrella insurer had no duty to defend
its insured against a suit alleging that the insured
had sexually harassed and sexually battered the
claimant. (Shanahan v. State Farm General
Insurance Company (2011) 193 Cal.App.4th 780)

Facts

Cheryl Skigin sued her former employer, John
Shanahan, alleging various claims, including
sexual harassment and sexual battery. Among
other things, Skigin alleged that: (a) during a
Christmas party at Shanahan’s house, Shanahan
grabbed Skigin’s buttocks and commented that
they were “firm”; (b) during that same Christmas
party, Shanahan stated, “Don’t you want me to f---
your brains out?”; (¢c) on numerous occasions
thereafter, Shanahan repeatedly tried to convince
Skigin to leave her husband; and (d) on at least
one occasion, Shanahan sent flowers to Skigin’s
residence along with a card suggesting that Skigin
and Shanahan were involved in a romantic
relationship.

Shanahan tendered defense of the lawsuit to his
personal umbrella insurer, State Farm General
Insurance Company. The State Farm umbrella
policy provided that State Farm would indemnify
Shanahan against damages because of either: (a)
an “accident” causing “bodily injury” including
“emotional distress or mental injury”; or (b) various
“personal injury” offenses including “libel, slander,
defamation of character or invasion of rights of
privacy.” The policy further provided that State
Farm would defend Shanahan against any suit
seeking covered damages.

State Farm refused to defend Shanahan against
Skigin’s lawsuit. Thereafter, Shanahan spent over
$1 million in defending against Skigin’s claims, and
he paid $700,000 in settlement of her claims.

Shanahan then sued State Farm for breach of
contract and bad faith, alleging that State Farm
had wrongfully failed to defend and indemnify him
in the underlying action brought by Skigin. The trial
court entered summary judgment in favor of State
Farm. Shanahan appealed.

Holding

The Court of Appeal affirmed, finding that Skigin’s
claims against Shanahan were not potentially
covered under the State Farm personal umbrella
policy, and that State Farm thus had no duty to
defend Shanahan.

The court rejected the argument that Shanahan’s
alleged act of grabbing Skigin’s buttocks was
potentially covered under the “bodily injury”
provisions of the State Farm policy. According to
the court, even if Shanahan’s alleged act did cause
Skigin to suffer bodily injury (i.e., emotional
distress), any such injury was not the result of an
“accident.” Absent an “accident,” the bodily injury
coverage was not implicated.

Further, Shanahan’s alleged act of stating that
Skigin wanted to have sex did not trigger the
“slander” provisions of the “personal injury”
coverage. Without ever addressing whether
Shanahan’s alleged statement could be deemed to
be a “false statement of fact,” the court simply
noted that there was no allegation or extrinsic
evidence suggesting that Shanahan’s alleged
statement was ever “published” to a third party.
Absent “publication,” there could not be a claim for
“slander.”

Last, neither Shanahan’s alleged act of pressuring
Skigin to leave her husband nor his alleged act of
sending flowers and a romantic card to her home
were potentially covered under the “invasion of
privacy” provision of the “personal injury” coverage.
According to the court, neither entreating an
individual to leave his or her spouse, nor sending
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flowers and a card to the individual’s home,
suggests a claim for “invasion of privacy.”

Since Skigin’s claims against Shanahan were not
potentially covered under the State Farm personal
umbrella policy, State Farm had no duty to defend.

Comment

This case follows a fairly consistent line of
California cases in which courts have held that an
insurer has no duty to defend an insured against
claims of sexual harassment / sexual battery.

One notable aspect of this case is the manner in
which the appellate court dealt with the argument
that the claimant “potentially” sought damages
from the insured because of one or more of the
“personal injury” offenses listed in the policy. The
court indicated that, unless the claimant alleges, or
extrinsic evidence otherwise reveals, facts
satisfying all elements of a listed “personal injury”
offense, the insurer will have no duty to defend
under that portion of the policy.

When Liability Insurer Never Expressly
Agrees to Defend Insured and Does Not
Pay Defense Fees During Underlying
Litigation, Insurer Cannot Later Invoke
Civil Code Section 2860's Arbitration
Remedy In Dispute Over Attorneys'
Fees

Where a liability insurer issues a preliminary
“reservation of rights” letter, but never actually
agrees to defend its insured and never actually
pays any defense fees during the underlying
litigation, the insurer is precluded from invoking
Civil Code section 2860’s arbitration remedy in a
subsequent dispute over attorneys’ fees. (The
Housing Group v. PMA Capital Ins. Co. (2011) 193
Cal.App.4th 1150)

Facts

The Housing Group (“THG”) was sued in three
separate lawsuits. THG tendered the defense of
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those lawsuits to its insurer, Caliber One Indemnity
Company (“Caliber One”).

In response to one of the three tenders, Caliber
One sent two letters to THG indicating that Caliber
One would investigate the action under a
reservation of rights, and explaining that if
coverage were confirmed, Caliber One would pay
partner rates of $165 per hour and associate rates
of $125 per hour. Caliber One never responded to
the tenders of the other two actions, never
expressly agreed to defend THG against any of the
three underlying actions, and never retained
defense counsel for THG or contributed to THG’s
defense costs during the course of the three
underlying actions.

On the eve of trial in one of the three underlying
actions, Caliber One apparently admitted coverage
for that particular action. Accordingly, Caliber One
funded a settlement for THG in the amount of
$193,000 in that action and also contributed
$35,287.45 toward past-incurred defense fees and
costs. Caliber One did not make any defense or
indemnity payments in connection with the other
two underlying actions.

THG later sued Caliber One for breach of contract
and bad faith, seeking to recover the full hourly
billable rate of THG’s personal counsel. Caliber
One, in turn, petitioned to compel arbitration of the
purported fee dispute pursuant to Civil Code
section 2860(c). That statute provides that when
an insurer is defending an insured under a
reservation of rights that triggers a conflict of
interest requiring independent counsel (i.e., Cumis
counsel), any dispute regarding attorneys’ fees
owed to such counsel shall be resolved by binding
arbitration.

The trial court denied Caliber One’s petition to
compel arbitration, noting that Caliber One’s failure
to provide a defense left THG in the same position
as if Caliber One had denied THG’s tenders
altogether. The trial court thus held that because
Caliber One had not defended THG in the
underlying actions, Caliber One could not avail
itself of the protections of section 2860.
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Holding

The Court of Appeal affirmed, holding that because
Caliber One had failed to provide a defense, it was
precluded from invoking section 2860’s arbitration
remedy.

The Court first explained that the duty to defend
arises when the tender is made. The defense
obligation is immediate so as to relieve the insured
from the burden of financing its own defense and
then having to sue for reimbursement.

The Court rejected Caliber One’s arguments that
its reservation of rights letters reflected an
agreement to defend. Although the letters did not
disclaim or deny coverage, the letters also did not
accept the tender. Instead, they merely expressed
Caliber One’s future intent to comply with its duty
to defend.

The Court further noted that Caliber One did not
participate in THG’s defense during the course of
the underlying actions. Caliber One paid no
defense fees or costs during the course of those
actions, and its post-settlement payment of
defense costs was in the Court’s eyes “the
equivalent of a defense denial.”

Therefore, because Caliber One did not defend
THG, Caliber One could not take advantage of
section 2860. The Court noted that to hold
otherwise would encourage insurers to reject their
Cumis obligations for as long as possible, knowing
they could invoke section 2860’s remedies at any
time.

Comment

This holding is consistent with at least one earlier
federal court decision in which the court held that
to take advantage of the provisions of section
2860, an insurer must actually defend the insured
subject to a reservation of rights. (See Atmel Corp.
v. St. Paul Fire & Marine (N.D. Cal. 2005) 426
F.Supp.2d 1039, 1047.) The holdings in these
cases will likely give insurers an added incentive to
respond to tenders quickly, especially in cases

where the insured’s personal counsel charges high
hourly rates.

Where Insured General Contractor Is
Fired Before Completion of Work,
Subsequent Construction Defect
Lawsuit Falls Within Exclusion J.(6),
Not Within Exception For Damage
Included in "Products-Completed
Operations Hazard"

Where an insured general contractor was fired
from a construction job before the job was ever
completed, a subsequent construction defect
lawsuit against the insured fell within standard
policy exclusion j.(6), and did not trigger the
exclusion’s exception for property damage
included in the “products-completed operations
hazard.” (Clarendon America Ins. Co. v. General
Sec. Indem. Co. of Arizona (2011) 193 Cal.App.4th
1311)

Facts

In September 1999, Haim and Lucinda Revah
entered into a written construction contract with
Hilmor Development pursuant to which Hilmor
agreed to serve as the general contractor for
construction of the Revahs' custom single family
home in the City of Beverly Hills. The contract
provided several conditions that had to be met
before the Revahs' home would be considered
“complete,” including the filing of a Notice of
Completion and the Revahs' ability to beneficially
occupy the entire property.

In May 2001, before the residence was completed,
the Revahs terminated their contract with Hilmor.
The Revahs then hired a new general contractor
who finished work on the residence without any
further participation from Hilmor. In September
2001, the City issued a temporary certificate of
occupancy for the residence.

Later, the Revahs filed a construction defect
lawsuit against Hilmor and others, seeking
damages for continuous / progressive property
damage to the residence. Hilmor tendered defense
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of the action to both Clarendon America Insurance
Company, which had issued a general liability
policy to Hilmor for the period of July 1, 2000
through July 1, 2001, and General Security
Indemnity Company, which had issued a general
liability policy to Hilmor for the period of July 1,
2001 through July 1, 2002. Clarendon defended
and indemnified Hilmor in the construction defect
action, but General Security disclaimed coverage.

Clarendon subsequently sued General Security,
seeking contribution from General Security for the
amounts Clarendon had paid to defend and
indemnify Hilmor in the Revahs’ construction
defect lawsuit. The trial court ruled that Clarendon
was not entitled to contribution from General
Security. Clarendon appealed.

Holding

The Court of Appeal affirmed. The appellate court
reasoned, among other things, that General
Security policy exclusion j.(6) barred coverage for
property damage to “[t]hat particular part of any
property that must be restored, repaired or
replaced because ‘your work’ [i.e., worked
performed by or on behalf of Hilmor] was
incorrectly performed on it.” According to the court,
“[tlhe exclusion found in j.(6) excludes coverage for
the physical injury to, or loss of use of, that part of
the property that must be replaced because
Hilmor's [or its subcontractors’] work was
performed incorrectly.” Thus, according to the
court, exclusion j.(6) effectively barred coverage for
any liability Hilmor might have had because of any
property damage occurring to the Revahs’ house
during the General Security policy period.

Although exclusion j.(6) did contain the standard
exception for property damage included in the
"products-completed operations hazard,” the
appellate court found that the products-completed
operations hazard was not implicated here. Under
the terms of the General Security policy, the
“products-completed operations hazard” applied
only where the insured's work had been
“completed” or “abandoned.” Here, however,
Hilmor had neither “completed” nor “abandoned” its
work. Rather, Hilmor had been terminated from the

job before it completed its work, and indeed before
General Security ever issued its policy. Thus,
“[ulnder the plain language of the policy, the
products-completed operations hazard does not

apply.”

Since exclusion j.(6) applied, and the exclusion’s
exception did not, General Security had no duty to
defend or indemnify Hilmor against the Revahs’
claims in the underlying construction defect action.
As such, Clarendon was not entitled to contribution
from General Security.

Comment

This case should be helpful to insurers. The
appellate court gave a somewhat broad reading to
exclusion j.(6)’s general exclusionary language,
essentially suggesting that the exclusion barred
coverage for repair of property damage to any
property arising from an insured’s allegedly
defective workmanship. The court also held that
exclusion’s exception for property damage
included in the “products-completed operations
hazard” can never apply in a situation where the
insured contractor is fired from the job before the
job is completed, because in that situation the
insured’s work has not been either “completed” or
“abandoned” as required under the definition of the
“products-completed operations hazard.”

Liability Insurer Successfully Defends
Suit Seeking Refund of Advance
Premiums

A general liability insurer had no duty under
California Insurance Code section 481.5(b) to
refund advance premiums paid by its insured
because those premiums were “fully earned” and
there was no “reduction in coverage.” (CRV
Imperial-Worthington LP v. Gemini Insurance Co.
(S.D. Cal. 2011) 770 F.Supp.2d 1070)

Facts

CRV Imperial-Worthington LP (“CRV”) was the
owner and developer of residential housing
projects located throughout California. Prior to
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commencing its development projects, CRV
obtained several general liability insurance policies
from Gemini Insurance Company (“Gemini”) to
cover the risks associated with the construction
and eventual sale of the homes. The policies
required CRV to pay an advance premium that was
based on the construction and sale of a pre-
planned number of homes. Each of the policies
contained an endorsement stating that “[ilt is
hereby understood and agreed that the Total
Advance Premium...is fully earned after the date
shown below as the Fully Earned Premium Date.
There will be no return of any portion of the Total
Advance Premium ... after the Fully Earned
Premium Date.” CRV paid the advanced premium
to Gemini pursuant to the terms of the policies.

CRV was unable to construct all of the homes it
had anticipated building. Approximately three years
after the last Gemini policy expired, CRV
demanded a partial refund of premiums from
Gemini based on California Insurance Code
section 481.5(b), which states that “[w]lhenever a
policy other than personal lines insurance
terminates for any reason, or there is a reduction in
coverage, the gross unearned premium shall be
tendered to the insured....” When Gemini refused
to make any refund to CRV, CRYV filed suit against
Gemini in the federal district court.

Gemini filed a motion to dismiss the complaint on
grounds that CRV could not state a valid claim
under section 481.5(b). Gemini argued that based
on the terms of its policies, there were no
“unearned premiums” and no “reduction in
coverage” as required under section 481.5(b). CRV
opposed the motion, arguing that its inability to
construct all homes anticipated was a “reduction in
coverage” that entitled CRV to a return of alleged
unearned premiums.

Holding

The federal district court granted Gemini's motion
to CRV’s complaint. The court held that all the
advance premiums CRV paid were fully earned,
based on the terms of the endorsements included
in all of Gemini’s policies. The court noted that
CRYV had not requested a refund of advance
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premiums until at least three years after the “Fully
Earned Premium Date” set forth in the
endorsements. By that time, based on the terms of
the Gemini policies, the premiums were fully
earned. Therefore, there were no unearned
premiums and CRYV could not state a valid claim
against Gemini under section 481.5.

The court also found that there was no “reduction
in coverage” within the meaning of the statute. The
court concluded that the phrase “reduction in
coverage” did not extend to CRV’s failure to build
the homes, even if due to circumstances beyond
CRV’s control. The court also noted that Gemini
remained liable for any risks covered by the
policies relating to the homes CRV had
constructed.

Comment

Many liability policies require insureds to pay an
advance premium. The CRV Imperial case is
useful for insurers since it upheld contractual
language limiting the insureds’ rights to obtain a
refund of advance premiums. This case also
rejected an argument that would have broadly
interpreted the phrase “reduction of coverage” for
purposes of Insurance Code Section 481.5(b).

Where Insurer Satisfies Blue Ridge
Requirements For Seeking
Reimbursement Of Uncovered
Settlement From Insured, Insurer Need
Not Also Give Insured "Sufficient Time"
To Respond To Insurer's Notice / Offer

Where a liability insurer satisfied the requirements
set forth in Blue Ridge Ins. Co. v. Jacobsen (2001)
25 Cal.4th 489 for seeking reimbursement of an
uncovered settlement from an insured, the insurer
was not also separately required to give the
insured a “sufficient time” to respond to the
insurer’s notice of intent to settle / offer to assume
the defense. (American Modern Home Ins. Co. v.
Fahmian (2011) 194 Cal.App.4th 162)

Facts
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Sohail Fahmian owned Provident Housing, Inc.,
which was in the business of building and selling
homes for profit. While Provident was in the
process of constructing a home for eventual sale, a
construction-site accident occurred in which Rudy
Montoya was shot in the eye with a nail gun. As a
result, Montoya filed a personal injury action
against both Provident and Provident’s owner,
Fahmian.

Fahmian tendered defense of the personal injury
action to his homeowners insurer, American
Modern Home Insurance Company. The American
Modern homeowners policy had limits of $300,000
each occurrence, but excluded coverage for injury
arising out of an insured’s “business” activities.
American Modern agreed to defend Fahmian in the
personal injury action under a reservation of rights,
including the right to seek reimbursement of any
sums that American Modern might pay on behalf of
Fahmian in settlement.

Montoya offered to settle the personal injury action
against Fahmian for American Modern’s $300,000
policy limit, and left the offer open until July 8,
2005. On July 1, 2005, pursuant to Blue Ridge Ins.
Co. v. Jacobsen (2001) 25 Cal.4th 489, American
Modern sent Fahmian a letter stating that
American Modern intended to accept Montoya’s
policy limits settlement demand unless Fahmian
agreed to either (1) undertake his own defense in
the personal injury action or (2) waive any potential
claims based on American Modern’s failure to
settle the personal injury action within the policy
limits. American Modern’s letter further stated that
American Modern needed Fahmian’s response by
July 6, 2005, since Montoya’s settlement offer
would only remain open until July 8, 2005.

Fahmian did not respond to American Modern’s
letter. American Modern thus proceeded to accept
Montoya’s settlement offer by paying its $300,000
policy limit in settlement of Fahmian’s alleged
liability to Montoya.

Thereafter, American Modern filed a coverage
action against Fahmian seeking (1) a declaration
that the American Modern homeowners policy did
not cover Fahmian’s alleged liability to Montoya in
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the underlying personal injury action and (2)
reimbursement of the $300,000 American Modern
had paid to settle that action. A jury found that
Montoya’s claims against Fahmian in the personal
injury action were barred from coverage by the
“business” activity exclusion in the American
Modern homeowners policy. However, the jury also
found that Fahmian did not have “sufficient time” to
make a reasoned reply to American Modern’s
notice of intent to settle / offer to assume the
defense. Based on this latter finding, the trial court
denied American Modern’s claim for
reimbursement, and entered judgment in favor of
Fahmian. American Modern appealed.

Holding

The Court of Appeal reversed. The appellate court
noted that under Blue Ridge, an insurer may obtain
reimbursement from an insured for an uncovered
settlement if the insurer has (1) made a timely and
express reservation rights, (2) provided express
notification to the insured of the insurer’s intent to
accept the proposed settlement offer, and (3)
made an express offer that the insured could
assume its own defense. The appellate court noted
that in this case, American Modern did all of the
foregoing. The appellate court declined to add an
additional requirement that the insurer give the
insured “sufficient time” to respond to an insurer’'s
settlement advisement letter issued pursuant to
Blue Ridge.

The appellate court further noted that there was no
appreciable difference between the time the
insureds had to respond to the insurer's letter in
the Blue Ridge case, and the time Fahmian had to
respond to American Modern’s letter in the present
case. In both cases, the approximate seven-day
time period the insurer gave the insured to respond
was tied to the time limits of the third-party
claimant’s settlement demand.

In short, it was clear that the American Modern
homeowners policy did not cover Fahmian’s
alleged liability to Montoya in the underlying
personal injury action, and that pursuant to the
Blue Ridge case American Modern was entitled to
reimbursement from Fahmian of the uncovered
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settlement. The appellate court thus directed the
trial court to enter judgment in favor of American
Modern and against Fahmian for $300,000 plus

interest.

Comment

In Blue Ridge, the California Supreme Court
established specific requirements an insurer must
follow in order to obtain reimbursement from an
insured of an uncovered settlement. However, Blue
Ridge did not contain any separate requirement
that the insurer give the insured “sufficient time” to
consider the insurer’s notice of intent to settle /
offer to assume the defense. In the present case,
the appellate court declined to read such a
requirement into Blue Ridge. That is not surprising,
since a third-party claimant’s settlement offer might
come at any time, and will usually contain time
limits over which the insurer has little or no control.
Here, since the insurer had followed the specific
requirements of Blue Ridge, the insurer was
entitled to reimbursement from the insured of the
uncovered settlement amount.

Liability Insurer Not Obligated To Pay
Insureds, Who Were Attorneys, For
Time Spent Defending Themselves In
Case

A general liability insurer had no duty to reimburse
its insureds, who were licensed attorneys, for the
time they spent defending themselves in a case
brought by a third party. (Richards v. Sequoia Ins.
Co. (2011) 195 Cal.App.4th 431)

Facts

Linda and Thomas Richards were licensed
attorneys who owned a lodge and bar. The
Richardses purchased a general liability policy for
the lodge / bar through Sequoia Insurance
Company. The policy included liquor liability
coverage.

The Richardses allegedly furnished alcohol to an
underage bar patron, 20-year-old Robin Morris.
After Morris left the bar, she was killed in a single
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car accident. The administrator of Morris’ estate
filed a wrongful lawsuit against the Richardses
alleging that the Richardses had negligently
furnished alcohol to Morris and that such
negligence had contributed to her death.

The Richardses tendered defense of the wrongful
death lawsuit to Sequoia. Sequoia responded with
a letter stating that it was referring the matter to
coverage counsel for evaluation, and that in the
meantime the Richardses should retain their own
defense counsel. The letter further stated that if
Sequoia determined it had a duty to defend the
Richardses, Sequoia would reimburse the
Richardses for their “reasonable defense costs
incurred from the date of tender....”

The Richardses allegedly did not have money to
pay an attorney. The Richardses thus contacted an
attorney who agreed to represent them without a
retainer, with the understanding that the
Richardses themselves “would do the majority of
the legal research, pleadings, and investigation
necessary in the case.”

Sequoia later accepted the Richardses’ defense.
Sequoia paid the fees of the Richardses' personal
attorney and also the fees of the attorneys who
Sequoia appointed to represent the Richardses.
Sequoia ultimately settled the wrongful death
lawsuit on behalf of the Richardses.

After the wrongful death lawsuit was settled, the
Richardses wrote to Sequoia and threatened to
sue Sequoia for its initial “denial” of the defense in
the wrongful death lawsuit. The Richardses offered
to compromise their claims against Sequoia for
$30,000, representing the time the Richardses
themselves had allegedly spent working on the
lawsuit before Sequoia had agreed to defend the
Richardses.

When Sequoia did not respond to the Richardses’
settlement offer, the Richardses sued Sequoia for
breach of contract and bad faith. The Richardses
alleged that initially Sequoia had wrongly “denied”
the Richardses a defense in the wrongful death
lawsuit, and that as a result the Richardses had
incurred reasonable defense expenses. The trial
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court entered summary judgment in favor of
Sequoia. The Richardses appealed.

Holding

The Court of Appeal affirmed the summary
judgment in favor of Sequoia. The appellate court
assumed for the sake of discussion that Sequoia
had delayed in accepting the Richardses’ tender of
defense. However, court noted that the measure of
damages for any breach of Sequoia's contractual
duty to defend would be the “costs and attorneys
fees expended by the insured in defending the
underlying action.” The court then concluded that
the value of the Richardses’ own self-
representation was not the equivalent of “attorney's
fees expended by the insured.” Since the value of
the legal work the Richardses themselves
performed did not represent attorney’s fees
“expended” by the insured, the Richardses had no
damages to support a claim for breach of contract.

The appellate court further held that any claim for
bad faith required that the insured show proof of
economic loss. However, for the reasons already
discussed, the time the Richardses themselves
spent working on the case was not a compensable
economic loss claim. Thus, since the Richardses
could not show any economic loss, the court held
that summary judgment was also proper as to the
bad faith claim.

Comment

The appellate court in this case relied on the
California Supreme Court’s decision in Trope v.
Katz (1995) 11 Cal.4th 274. Both cases stand for
the proposition that an attorney representing
himself or herself is not entitled to recover fees for
his or her own services in litigation. Since such
fees are not actually “expended,” they are not
recoverable and will not support a claim for breach

of insurance contract or bad faith.

Deliberate Act Causing Unintended
Injury Is Not "Occurrence"

An insured’s deliberate act that caused unintended
injury to the claimant was not an “occurrence,” or
“accident,” within the meaning of a liability policy.
(State Farm General Insurance Company v. Frake
(2011) 197 Cal.App.4th 568)

Facts

John King and Patrick Frake were friends. During
high school and continuing thereafter, King, Frake
and several other friends frequently engaged in
consensual “horseplay” which involved hitting each
other in the groin.

King and Frake attended a baseball game together
where Frake became intoxicated. After the game,
as part of their horseplay tradition, King attempted
to hit Frake in the groin, but Frake blocked the
attempt. Frake then “retaliated” by throwing his arm
out to the side and striking King in the groin.
Although Frake did not intend to injure King, King
suffered a serious injury to his testicles.

King later filed a personal injury action against
Frake alleging negligence, assault and battery and
intentional infliction of emotional distress. Frake
tendered the defense of the lawsuit to State Farm
Insurance General Insurance Company pursuant
to a renters policy that provided coverage for
damages because of bodily injury caused by an
“occurrence.” The policy defined the term
“occurrence” as “an accident ....” Eventually, State
Farm agreed to defend Frake against King’s
lawsuit, under a reservation of rights.

King’s lawsuit against Frake proceeded to trial
solely on a negligence theory. The jury found that
Frake had acted negligently and awarded King
over $450,000 in damages. Frake and King then
entered into an agreement in which King promised
not to execute on Frake’s personal assets, and in
exchange King received an assignment of Frake’s
rights against State Farm.
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State Farm filed a declaratory relief action seeking
a determination that it had no duty to defend or
indemnify Frake against King’s claims. The trial
court concluded that State Farm did have a duty to
defend and indemnify Frake, and entered judgment
against State Farm. State Farm appealed.

Holding

The Court of Appeal reversed. The appellate court
acknowledged that an “accident” may exist “when
any aspect in the causal series of events leading to
the injury or damage was unintended by the
insured and a matter of fortuity.” However, “where
damage is the direct and immediate result of an
intended ... event, there is no accident.” Here,
Frake admitted that he intended to strike King in
the groin area, and it was undisputed that King
suffered injuries as a direct result of the strike.
Therefore this was not a case where some
“unexpected, independent, and unforeseen
happening” in the causal chain produced the
resulting harm. Rather, King's injuries were “the
direct and immediate result of an intended ...
event.” The mere fact that Frake did not intend to
injure King did not transform Frake’s intentional
conduct into an accident.

Because King’s claims against Frake did not arise
from an “occurrence,” or “accident,” State Farm did
not have any duty to defend or indemnify Frake in
the underlying action brought by King.

Comment

The Frake court acknowledged and discussed a
prior case, State Farm Fire & Casualty Co. v.
Superior Court (2008) 164 Cal.App.4th 317
(Wright). In Wright, the insured attempted to throw
the claimant into a swimming pool, but did not use
enough force, with the result that the claimant
landed on a step in the shallow end and suffered
injuries. The court in Wright found that, under
those circumstances, where the insured’s
deliberate conduct produced an unintended injury
to the claimant, there was an “occurrence,” or
“accident.” However, the Frake court found that
Wright was not controlling, for at least two reasons.
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First, Wright was factually distinguishable because
in Wright the insured’s deliberate conduct (i.e.,
throwing the claimant into the pool) was followed
by an “intervening act” (i.e., the claimant landing on
a step in the shallow end) which in turn produced
the injury to the claimant. By contrast, in Frake,
there was no “intervening act” between the
insured’s deliberate conduct and the claimant’s
injury.

Second, to the extent Wright held that an
“occurrence” or “accident” includes a deliberate act
that directly causes unintended harm, such a
holding “is contradictory to well-established
California law.” Specifically, according to the Frake
court, an “occurrence” or “accident” is not present
where the insured commits a deliberate act that
directly results in unintended harm to the claimant.

Exclusion for "Condominium and
Townhouse Projects” Bars Coverage
for Insured's Work on Condominium
Project

A commercial general liability policy’s exclusion for
“condominium and townhouse projects” precluded
coverage for an insured’s work on a condominium
project, even though the project consisted of free-
standing residential units that resembled detached
single-family homes. (California Traditions, Inc. v.
Claremont Liability Insurance Company (2011) 197
Cal.App.4th 410)

Facts

California Traditions, Inc. undertook to develop a
146-unit residential project. Although the project
was legally classified as a “condominium project,”
the residential units were to be free-standing units
with no shared walls, roofs, halls, plumbing lines or
electrical lines.

California Traditions hired Ja-Con Systems, Inc. to
act as framing subcontractor for the project. Ja-
Con Systems allegedly was unaware that the
project was legally classified as a “condominium
project.”




SMITH SMITH & FEELEY LLP

INSURANCE LAWYERS

After the project was completed, California
Traditions sold the units to various buyers. The
purchase documents and grant deeds all described
the units as “condominiums.”

Later, one of the residents in the project filed a
construction defect lawsuit against the developer,
California Traditions. California Traditions in turn
filed a cross-complaint for indemnity against the
framing subcontractor, Ja-Con.

Ja-Con tendered defense of the construction
defect action to its general liability insurer,
Claremont Liability Insurance Company. The
Claremont policy contained a “condominium and
townhouse projects” exclusion which precluded
coverage for bodily injury or property damage “that
arises out of an insured’s operations, work product
or products that are incorporated into a
condominium ... or townhouse project.” Relying on
this “condominium and townhouse projects”
exclusion, Claremont declined to defend Ja-Con in
the construction defect action. Thereafter,
California Traditions obtained a $2 million default
judgment against Ja-Con in that action.

California Traditions then filed a judgment creditor
action against Ja-Con'’s liability insurer, Claremont,
seeking to collect the underlying $2 million
judgment from Claremont. The trial court ruled that
California Traditions’ judgment against Ja-Con in
the underlying action was excluded from coverage
by the “condominium and townhouse projects”
exclusion in the Claremont policy. The trial court
thus entered judgment in favor of Claremont.
California Traditions appealed.

Holding

The Court of Appeal affirmed. The appellate court
noted that California Traditions had developed and
constructed the project as a “condominium
project,” and had marketed and conveyed the units
as a “condominiums.” That was sufficient to trigger
the Claremont policy’s exclusion for any liability Ja-
Con had arising from work on a “condominium or
townhouse project.”
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California Traditions argued that free-standing
residential units resembling non-condominium
single family residences should not be considered
“condominiums,” and therefore the term
“condominium project” was ambiguous. The
appellate court disagreed, noting that California
Civil Code section 1351 defines a “condominium
project” as a “development consisting of
condominiums,” and then defines a “condominium”
as “an undivided interest in common in a portion of
real property coupled with a separate interest in
space called a unit.... The description of the unit
may refer to ... (3) an entire structure containing
one or more units....” (Italics added.) Thus,
according to the court, a free-standing unit is one
type of condominium unit that may comprise part of
a “condominium project.”

California Traditions also argued that the
condominium or townhouse project exclusion
should be deemed unenforceable because the
work Ja-Con performed did not “materially alter the
risk” contemplated by the parties under the policy.
Specifically, California Traditions argued that the
risk posed by Ja-Con’s work on structures in the
subject condominium project was no greater than
the risk which would have been posed if Ja-Con
had worked on identical structures in a tract of non-
condominium single family residences. The
appellate court rejected this argument, reasoning
that Claremont was not required to prove that there
was an “actuarial basis” for an exclusion in order to
enforce the exclusion.

In short, California Traditions’ underlying judgment
against Ja-Con was not covered under the
Claremont policy. Thus, California Traditions was
not entitled to recover under the Claremont policy.

Comment

Perhaps the most interesting aspect of this case is
the appellate court’s holding that an insurer does
not have to prove that there is an “actuarial basis”
for an exclusion in order to enforce the exclusion.
In so holding, the appellate court disagreed with a
prior decision — Scottsdale Ins. Co. v. Essex Ins.
Co. (2002) 98 Cal. App. 4th 86 — which reached a
contrary result. The appellate court stated that the
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Scottsdale decision “has gained no traction in any
subsequently published case,” and further stated
that the Scottsdale decision appears to be at odds
with existing case law upholding an insurer’s right
to limit coverage without demonstrating actuarial
impact.

Insurer Has No Duty to Defend Insured
Against Suit Alleging Violations of
California Safe Drinking Water and
Toxic Enforcement Act

A general liability insurer had no duty to defend or
indemnify its insured against a suit seeking civil
penalties and injunctive relief arising from the
insured’s alleged violation of the California Safe
Drinking Water and Toxic Enforcement Act of
1986. (Ulta Salon, Cosmetics & Fragrance, Inc. v.
Travelers Property Cas. Co. of America (2011) 197
Cal.App.4th 424)

Facts

Ulta Salon, Cosmetics & Fragrance, Inc. is a nail
products manufacturer. In 2007, Christine Deubler
filed an action “on behalf of the general public”
against Ulta and other nail products manufacturers,
alleging that the defendants had violated the
California Safe Drinking Water and Toxic
Enforcement Act of 1986, Cal. Health & Safety
Code § 25429.5, et seq. (commonly known as
Proposition 65). Specifically, Deubler alleged that
the defendants' nail products contained a
reproductive toxin known as Dibutyl Phthalate
(DBP); that the State of California had previously
listed DBP as a chemical known to cause
reproductive toxicity; and that the defendants had
violated Proposition 65 by failing to give
consumers a “clear and reasonable warning”
regarding the reproductive toxicity caused by
exposure to DBP. Pursuant to Proposition 65,
Deubler sought civil penalties of $2,500 per day for
each defendant’s failure to warn consumers about
the reproductive toxicity caused by exposure to
DBP, as well as an injunction barring defendants
from offering their nail products for sale without
disclosing the presence of DBP in the products.

Ulta tendered defense of the lawsuit to Travelers
Property Casualty Company of America, pursuant
to a general liability policy that required Travelers
to defend Ulta against any suit seeking damages
because of “bodily injury.” The policy defined
“bodily injury” as “bodily injury, sickness or disease
sustained by a person....” Travelers refused to
defend Ulta against Deubler’s lawsuit, asserting
there was no potential for coverage. Thereafter,
Ulta incurred approximately $267,000 in defending
against and settling Deubler’s lawsuit.

Ulta then filed a breach of contract / bad faith
action against Travelers, alleging that Travelers
had wrongfully failed to defend Ulta in the
underlying lawsuit brought by Deubler. The trial
court concluded that Travelers had no duty to
defend Ulta in the underlying lawsuit, and the trial
court thus dismissed Ulta’s lawsuit against
Travelers. Ulta appealed.

Holding

The Court of Appeal affirmed the dismissal of
Ulta’s lawsuit against Travelers. The appellate
court noted that in the underlying lawsuit, Deubler
did not allege that she had used Ulta nail products,
or that she had suffered any bodily injury due to
exposure to Ulta's nail products. Rather, Deubler
merely alleged that Ulta had violated Proposition
65 by failing to provide “clear and reasonable
warnings” about nail products containing DPB. The
appellate court emphasized that Proposition 65
was designed to notify consumers of potentially
harmful products so that they could make informed
decisions about using those products. Proposition
65 was not designed to compensate consumers for
any actual damages sustained by them as a result
of exposure to those products.

In short, the civil penalties recoverable for
violations of Proposition 65 are not damages
because of “bodily injury” within the meaning of a
liability policy. Because Deubler’s claims against
Ulta in the underlying lawsuit were not potentially
covered under the Travelers policy, Travelers did
not have any duty to defend Ulta in that lawsuit.

Comment
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The appellate court rejected Ulta’s argument that
Deubler “potentially” sought damages from Ulta in
the underlying lawsuit because of “bodily injury” as
defined in the Travelers policy. Rather, according
to the appellate court, Deubler “pled nothing more
than a failure to give clear and reasonable
warnings in violation of Proposition 65.” Any
penalties resulting from a mere failure to provide
required warnings cannot be considered damages
because of “bodily injury.”

Liability Policy's "Intellectual Property
Rights" Exclusion Bars Coverage for
Insured's Alleged Misappropriation of
Claimant's Image and Likeness

A commercial general liability policy’s exclusion for
violation of “intellectual property rights” precluded
coverage for an insured’s alleged misappropriation
of the claimant’s image and likeness. (Aroa
Marketing, Inc. v. Hartford Insurance Company of
the Midwest (2011) 198 Cal.App.4th 781)

Facts

Aroa Marketing, Inc. hired a model named Tara
Radcliffe to film an exercise video for Aroa’s
business. According to Radcliffe, Aroa was only
authorized to use the video at the Consumer
Electronics Show (CES) held in January 2007 and
on CES’s internet site. Nevertheless, Aroa
allegedly used Radcliffe’s image and likeness to
market and sell products through media other than
CES and its internet site. When Radcliffe
discovered that Aroa was using Radcliffe’s image
and likeness in media beyond what was allowed in
their contract, Radcliffe requested that Aroa pay
Radcliffe for such use. However, Aroa allegedly
failed to pay Radcliffe and continued its
unauthorized use of her image and likeness.

In response, Radcliffe sued Aroa for using her
“likeness to sell and market products beyond that
which was allowed under the contract.” According
to Radcliffe, Aroa’s actions directly injured
Radcliffe “in that her image and likeness was, and
still is, being associated with and taken as an
endorsement of the Aroa brand and its products
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such that it diminished her marketability and
publicity value as a professional actor and model.”
Radcliffe also claimed that as a direct and legal
result of Aroa’s activities, Radcliffe was “deprived
of her right to publicity.” Radcliffe’s complaint
against Aroa contained causes of action for
“statutory and common law misappropriation of
likeness,” “breach of contract,” “unjust enrichment”
and “unfair competition.”

Aroa tendered defense of the lawsuit to its general
liability insurer, Hartford Insurance Company of the
Midwest. The Hartford policy provided that Hartford
would indemnify Aroa against damages because of
“personal and advertising injury” not otherwise
excluded. The policy further provided that Hartford
would defend Aroa against any suit seeking
covered damages. Hartford declined to defend
Aroa against Radcliffe’s lawsuit, asserting that (1)
Radcliffe was not seeking damages against Aroa
because of “personal and advertising injury” as
defined in the Hartford policy, and (2) in any event,
Radcliffe’s claims against Aroa were barred from
coverage by the policy’s exclusion for violation of
“intellectual property rights.”

Following Hartford’s denial of coverage, Aroa
settled Radcliffe’s lawsuit. Aroa then sued Hartford
alleging that Hartford had breached its duty to
defend and indemnify Aroa against Radcliffe’s
claims. The trial court ruled that the Hartford policy
did not potentially cover Aroa’s alleged liability to
Radcliffe in the underlying action. Thus, the trial
court dismissed Aroa’s lawsuit against Hartford.
Aroa appealed.

Holding

The Court of Appeal affirmed the dismissal in favor
of Hartford.

The appellate court began by holding that in the
underlying action, Radcliffe had sought damages
from Aroa because of “personal and advertising
injury” as defined in the Hartford policy. The
appellate court reasoned that Radcliffe’s
“misappropriation of likeness” claim was a “right of
publicity” claim, which has traditionally been
categorized as a type of “right of privacy” claim.
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The court then noted that the Hartford policy
defined “personal and advertising injury” so as to
include “oral, written or electronic publication of
material that violates a person’s right of privacy.”
Thus, according to the appellate court, Radcliffe’s
claim against Aroa did fall within the scope of the
Hartford policy’s insuring agreement for “personal
and advertising injury.”

Nevertheless, the appellate court held that
Radcliffe’s claim against Aroa was barred from
coverage by the Hartford policy’s “intellectual
property rights” exclusion. That exclusion
precluded coverage for personal and advertising
injury arising out of “any violation of any intellectual
property rights such as copyright, patent,
trademark, trade name, trade secret, service mark
or other designation of origin or authenticity.”
According to the appellate court, the “right of
publicity” is an “intellectual property right.” Thus,
Radcliffe’s claim for right of publicity (i.e.,
misappropriation of likeness) against Aroa fell
squarely within the broad language of Hartford’s
intellectual property rights exclusion. The
intellectual property rights exclusion did not have to
specifically refer to the “right of publicity.”

Since Radcliffe’s underlying lawsuit against Aroa
was not potentially covered by the Hartford policy,
Hartford was under no duty to defend Aroa against
Radcliffe’s lawsuit. As such, Aroa could not state a
claim for breach of contact or bad faith against
Hartford.

Comment

In a prior case, S.B.C.C., Inc. v. St. Paul Fire &
Marine Ins. Co. (2010) 186 Cal.App.4th 383,
another California state appellate court held that an
intellectual property rights exclusion barred
coverage for allegations that an insured
misappropriated the claimant’s trade secrets. In the
Aroa case discussed above, the appellate court
held that the exclusion precluded coverage for
allegations that an insured misappropriated the
claimant’s likeness. It is thus evident that with a
properly-worded exclusion, a general liability
insurer can avoid having to provide coverage to

insureds for claims arising out of alleged rights to
“intellectual property” (i.e., creations of the mind).

"Claims Made" Policy Does Not Cover
Claim Made During Policy Period
Where Claim Involving "Interrelated
Wrongful Acts" Was Made Before
Policy Period

A "claims made" directors and officers liability
policy did not provide coverage for a claim that was
made during the policy period where a claim
involving "interrelated wrongful acts" was first
made before the policy period. (Feldman v. lllinois
Union Ins. Co. (2011) 198 Cal.App.4th 1495)

Facts

Sometime before March 2002, ZF Micro Devices,
Inc. ("ZF Devices") entered into a contract with
National Semiconductor Corporation ("NSC")
pursuant to which ZF Devices agreed to purchase
computer chips from NSC. In March 2002, ZF
Devices transferred certain assets to a successor
company, ZF Micro Solutions, Inc. ("ZF Solutions™).

In April 2002, ZF Solutions as successor to ZF
Devices sued NSC alleging that NSC had failed to
produce computer chips in accordance with the
parties' contract. In May 2002, NSC filed a cross-
complaint against both ZF Devices and ZF
Solutions for allegedly failing to pay for the chips.
NSC's cross-complaint contained a cause of action
for "breach of contract" against ZF Devices and a
cause of action for "successor liability" against ZF
Solutions. NSC alleged that ZF Devices had
assigned assets to ZF Solutions "for the fraudulent
purpose of escaping liability of ZF Devices' debts,
particularly the debt to [NSC] under the [contract]."

Thereafter, effective July 1, 2002, ZF Solutions and
its directors and officers obtained a Director and
Officers Liability Policy from lIllinois Union
Insurance Company ("lllinois Union"). The lllinois
Union policy was written on a "claims made" basis.

While the lllinois Union policy was in force, NSF
filed an amended cross-complaint which (a) added

© 2011 SMITH SMITH & FEELEY LLP




SMITH SMITH & FEELEY LLP

INSURANCE LAWYERS

ZF Solutions' president David Feldman
("Feldman") as a cross-defendant, and (b) added
causes of action labeled "breach of fiduciary duty"
and "fraudulent transfer of assets." Feldman
tendered the defense of NSC's amended cross-
complaint to lllinois Union. However, Illinois Union
denied Feldman's tender, asserting that NSC's
amended cross-complaint against Feldman
"related” to NSC's original cross-complaint that
was filed in May 2002, before the inception of the
lllinois Union policy.

Feldman then sued lllinois Union for breach of
contract and bad faith, asserting that lllinois Union
had wrongfully failed to defend and indemnify him
against NSC's amended cross-complaint. The trial
court ruled in favor of Illinois Union. Feldman
appealed.

Holding

The Court of Appeal affirmed. The appellate court
reasoned that the Illinois Union policy provided that
lllinois Union would indemnify a director or officer
for wrongful acts, provided a claim was first made
during the policy period. However, the policy
further provided that "more than one Claim
involving the same Wrongful Act or Interrelated
Wrongful Acts shall be deemed to constitute a
single Claim and shall be deemed to have been
made at ... the time at which the earliest Claim
involving the same Wrongful Act or Interrelated
Wrongful Act is first made...." The policy defined
"Interrelated Wrongful Acts" as "more than one
Wrongful Act which have as a common nexus any
fact, circumstance, situation, event or transaction
or series of facts, circumstances, situations, events
or transactions."

The appellate compared NSC's original cross-
complaint (filed before the lllinois Union policy was
issued) with NSC's amended cross-complaint (filed
while the Illinois Union policy was in force). The
appellate court concluded that while NSC's
amended cross-complaint contained "new details"
regarding Feldman's involvement in ZF Devices'
alleged fraudulent conveyance of assets to ZF
Solutions, the details all pertained to facts and
circumstances NSC had alleged in its original
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cross-complaint. Citing the policy's definition of
"Interrelated Wrongful Acts," the appellate court
concluded that the amended cross-complaint (filed
during the policy period) shared a "common nexus"
with the original cross-complaint (filed before the
policy period). Thus, the original cross-complaint
and the amended cross-complaint were deemed to
be a single claim that was originally made before
the policy period. As such, lllinois Union had no
duty to defend or indemnify Feldman against
NSC's amended cross-complaint.

Comment

The difficulty in this case arose because a claim
was made before the policy period but was then
amended during the policy period. The appellate
court thus had to determine whether the amended
claim involved wrongful acts that were "new and
different" from those in the original claim, or
whether instead the amended claim involved
wrongful acts that were "interrelated" to those in
the original claim. The court held that the amended
claim was based on "interrelated wrongful acts,"
and that it therefore constituted a single claim that
was made before the policy period.

After Insured Defaults, Liability Insurer
Can Intervene In Action to Contest
Both Liability and Damages

After a default is entered against an insured, a
liability insurer can intervene in the lawsuit in order
to contest both liability and damages, even though
the insured itself is procedurally barred from
litigating those issues. (Western Heritage Ins. Co.
v. Superior Court (2011) 199 Cal.App.4th 1196)

Facts

George Parks (Parks) was an elderly man who
hired Gratefull Home Care, Inc. (GHC) to provide
Parks with home healthcare services. Later, one of
GHC'’s employees, Julia Reyes (Reyes), was
driving a vehicle with Parks as a passenger when
Reyes was involved in an accident in which Parks
suffered fatal injuries. Parks’ heirs subsequently
filed a wrongful death action against GHC and
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Reyes, alleging that Reyes had negligently
operated the vehicle and that GHC was vicariously
liable.

At the time of the accident, GHC was the named
insured, and Reyes qualified as an additional
insured, on a general liability policy issued by
Western Heritage Insurance Company (Western
Heritage). Western Heritage agreed to defend both
GHC and Reyes against the wrongful death lawsuit
filed by Parks’ heirs, subject to a reservation of
rights.

After defense counsel entered an appearance for
GHC and Reyes, Reyes apparently left the
country, and thus she did not respond to discovery
requests or appear for her deposition. As a result,
the trial court struck Reyes’ answer and entered a
default against her.

At that point, Western Heritage filed a motion to
intervene in the lawsuit in order to protect its own
interests. Western Heritage claimed that it had a
direct and immediate interest in the outcome of the
lawsuit, since in the event Parks’ heirs obtained a
judgment against Reyes, Western Heritage could
potentially be liable for the judgment under
Insurance Code section 11580(b)(2). The trial court
granted Western Heritage’s motion and allowed
Western Heritage to intervene. However, later, the
trial ruled that Western Heritage could not dispute
whether Reyes was liable, but rather could only
dispute the amount of damages allegedly suffered
by Parks’ heirs. Western Heritage then sought
appellate review of the trial court’s order preventing
Western Heritage from contesting the issue of
Reyes’ liability.

Holding

The Court of Appeal held that the trial court had
erred in ruling that Western Heritage could not
contest the issue of Reyes’ liability. Since Western
was potentially liable under Insurance Code
section 11580 for any judgment against Reyes,
Western Heritage clearly had a stake in the
outcome of the litigation. Further, although
Western Heritage was aligned with Reyes, Reyes’
procedural default did not bar Western Heritage
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from raising defenses to protect Western
Heritage’s own interests. Indeed, the entire
purpose of intervention is to permit the insurer to
pursue its own interests, which necessarily include
the litigation of defenses its insured is procedurally
barred from pursuing. Accordingly, Western
Heritage was entitled to litigate both liability and
damages issues.

Comment

In numerous prior cases, California appellate
courts have held that a liability insurer may
intervene in a third party action brought against the
insured in order to protect the insurer’'s own
interests when the insured is unable to defend.
However, none of those appellate courts had
expressly considered whether the intervening
insurer is then entitled to litigate liability and
damages issues that the insured is barred from
litigating. According to the Western Heritage case,
the intervening insurer is in fact entitled to litigate
those issues. Indeed, there would be no purpose in
allowing an insurer to intervene in order to protect
its own interests, but then limiting the insurer's
defense to issues that the defaulting insured is
limited to pursuing.

"Personal and Advertising Injury"”
Coverage Does Not Extend to Insured's
Alleged Act of Copying Another's
Product

A commercial general liability policy’s “personal
and advertising injury” coverage did not require an
insurer to defend an insured against a lawsuit
alleging that the insured had copied another’s
product. (Oglio Entertainment Group, Inc. v.
Hartford Cas. Ins. Co. (2011) 200 Cal.App.4th 573)

Facts

Oglio Entertainment Group, Inc. (“Oglio”) is an
independent music label. Mark Jonathan Davis
(“Davis”) is a musician / comedian who uses the
professional name “Richard Cheese” to perform
and record lounge-style versions of popular rock,
hip-hop and pop songs. Oglio and Davis entered
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into a three-year recording contract pursuant to
which Davis agreed to record an album of lounge-
style arrangements of popular songs for
distribution by Oglio. The contract provided that
Oglio would own the copyrights to the recordings,
and that Oglio would have the right to use Davis’
professional name to promote the album. The
contract also provided that within two years after
execution of the contract and upon payment of a
minimum advance of $15,000, Oglio could require
Davis to record a second album.

According to Davis, the first album was a financial
success. However, when Oglio attempted to
exercise its option to have Davis record a second
album, Oglio allegedly sought to reduce Davis’
advance from $15,000 down to $7,000. After Davis
refused to agree to the modification, and while the
parties’ contract was still in effect, Oglio allegedly
hired other recording artists to record competing
lounge-style versions of popular songs, in order to
trade on Davis’ public recognition.

Davis sued Oglio for breach of contract, violation of
right of publicity, intentional interference with
prospective economic advantage, and breach of
the covenant of good faith and fair dealing. In his
complaint, Davis alleged that Oglio had recorded
and released the competing albums with the intent
to injure Davis’ professional reputation and to
divert sales from Davis’ future albums.

Oglio tendered defense of the lawsuit to its general
liability insurer, Hartford Casualty Insurance
Company (“Hartford”), under a policy covering
specified “personal and advertising injury”
offenses. Hartford declined to defend Oglio.
Following Hartford’s declination of coverage, Oglio
paid $80,000 to settle Davis’ lawsuit.

Oglio then sued Hartford for breach of contract and
bad faith, alleging that Hartford had wrongfully
refused to defend and indemnify Oglio against
Davis’ lawsuit. The trial court entered judgment in
favor of Hartford, finding that Davis’ claims against
Oglio were not potentially covered under the
“personal and advertising injury” section of the
Hartford policy. Oglio appealed.

Holding

The Court of Appeal affirmed, concluding that
Davis' underlying complaint against Oglio did not
allege “personal and advertising injury” as defined
in the Hartford policy. The policy defined “personal
and advertising injury” so as to include injury
arising out of “copying, in your ‘advertisement,’ a
person's or organization’s ‘advertising idea’ or style
of ‘advertisement.” The policy then defined
“advertisement” so as to include “the widespread
public dissemination of information or images that
has the purpose of inducing the sale of goods,
products or services,” and defined “advertising
idea” as “any idea for an ‘advertisement.”

Here Davis had alleged that while the Oglio / Davis
recording contract was in effect, Oglio had sought
out, in bad faith and with the intention of injuring
Davis’ recording career, other potential recording
artists to record competing lounge-style versions of
popular songs. According to the appellate court,
these were not allegations that Oglio copied, in an
advertisement, Davis' advertising idea or style of
advertisement. Rather, these were allegations that
Oglio sought out artists to copy Davis' product and
that Oglio then sold a competing product which
injured Davis' sales and the value of his
professional name. There was no allegation that
Oglio used an advertisement that copied an
advertisement or advertising idea belonging to
Davis. Because Davis had not sought damages
from Oglio for “personal and advertising injury” as
defined in the policy, Hartford had no duty to
defend.

Comment

The policy also contained various exclusions,
including a “breach of contract” exclusion and an
“intellectual property” exclusion. However, because
the appellate court concluded that Davis’ claims
against Oglio did not fall within the scope of the
insuring agreement, the court was not required to
determine whether Davis’ claims against Oglio
were subject to some exclusion.

BAD FAITH
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Auto Insurer May Be Liable in Bad Faith
For Paying For Repairs That Insured
Did Not Authorize and Then
Prosecuting Subrogation Claim Against
Tortfeasor

Although an auto insurer has a contractual right to
elect to repair a damaged vehicle rather than pay
the insured the cost of repairs, the insurer may
nevertheless be liable for bad faith if it pays for
repairs that were not authorized by the insured and
then pursues a subrogation claim against the
responsible tortfeasor, thereby prejudicing the
insured’s rights against that tortfeasor. (Hibbs v.
Allstate Ins. Co. (2011) 192 Cal.App.4th 1339)

Facts

Harry and Jessica Hibbs owned a van that they
insured through Allstate Insurance Company.
Jerome Brooks crashed into the van while it was
parked, causing substantial damage to the van.

The van was towed to a repair shop known as
Body Tech. Although the exact facts were
disputed, it was generally agreed that Mrs. Hibbs
visited Body Tech and signed a “tear down”
authorization and a general repair authorization.
The following day, after assessing the damage,
Body Tech created a detailed estimate regarding
the repairs. Body Tech contends that it then
discussed the details of the estimate with Mrs.
Hibbs over the phone, although Mrs. Hibbs denied
any such discussion. Mrs. Hibbs never signed the
detailed written estimate.

The parties disputed who instructed Body Tech to
proceed with the repairs. Either way, Body Tech
ultimately repaired the van for a total cost of
$6,200.40. Allstate paid $5,700.40 to Body Tech
(subtracting $500 for the Hibbses’ deductible).
Allstate then pursued a subrogation action against
Brooks and recovered $6,200.40, of which it paid
$500 to the Hibbses.

The Hibbses filed suit against Allstate, alleging
causes of action for breach of contract and bad
faith. The trial court granted summary adjudication
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for Allstate on the Hibbses’ claims but denied
Allstate’s section 998 motion for costs. Both parties
appealed.

Holding

The Court of Appeal reversed and remanded the
case for trial on the Hibbses’ bad faith cause of
action, finding that a triable issue of fact existed as
to whether Allstate acted in bad faith by
prosecuting its subrogation claim against Brooks.

As a preliminary matter, the Court concluded that
Allstate did have a right to decide whether to repair
the van or instead pay the Hibbses the cost to
repair. Allstate’s policy expressly provided,
“Allstate will pay for the loss in money, or may
repair or replace the damaged ... property at our
option.” Additionally, nothing in Allstate’s policy
gave the Hibbses a right to object to Allstate
repairing the van rather than paying the cost to
repair.

That being said, the Court found that Allstate’s
election to repair the van did not give it the power
to proceed with the repairs without the Hibbses’
consent. Further, the Court found there was a
triable issue of fact as to whether the Hibbses in
fact authorized the repairs. California Business and
Professions Code section 9884.9 requires auto
repair dealers to obtain the customer’s signature
on an itemized written estimate prior to beginning
labor. Because Mrs. Hibbs never signed an
itemized written estimate, any “authorization” she
may have purportedly given was void. Accordingly,
because it failed to comply with section 9884.9,
Body Tech was not entitled to payment.

The Court next found that a question of fact existed
as to whether Allstate acted in bad faith by
prosecuting its subrogation claim against Brooks.
As already noted, if the repairs were not properly
authorized by the Hibbses under section 9884.9,
Body Tech was not entitled to payment.
Accordingly, by paying Body Tech for its repair
work, Allstate acted as a volunteer, thus cutting off
its right to subrogation. Moreover, by prosecuting
its subrogation action against Brooks, Allstate
prejudiced the Hibbses' rights against Brooks, who
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was entitled to a set-off for the amount paid to
Alistate in subrogation. The Court ultimately
remanded the case for trial on whether such
conduct by Allstate constituted bad faith.

Comment

The Court noted that if an insurer chooses to repair
a damaged vehicle rather than pay the insured the
cost to repair, the insured’s prevention of the
insurer’s performance (i.e., his refusal to consent
to the repairs) excuses the insurer’s obligations
under the policy. Thus, Allstate might have been
better off had it never paid Body Tech for the repair
work.

AGENTS & BROKERS

Insurer Cannot Pursue "Equitable

Subrogation" Claim Aga

Broker For Negligently Failing To
Procure Other Insurance Covering
Insured

A liability insurer who was required to indemnify its
insured did not have “superior equities” to, and
thus could not pursue “equitable subrogation”
against, the insured’s broker who allegedly was
negligent in failing to procure other insurance to
cover the insured. (Dobbas v. Vitas, et al. (2011)
191 Cal.App.4th 809)

Facts

James Dobbas hired Vitas Insurance Agency to
procure primary and excess liability insurance for
Dobbas’ ranch operations. Vitas initially procured a
$1 million primary policy and a $3 million excess
policy for Dobbas through Cal-Farm Insurance
Company. However, Vitas later allegedly allowed
the Cal-Farm excess policy to lapse.

Dobbas owned a bull that escaped from its pasture
and caused an automobile accident in which two
people died and four other people were injured.
The victims subsequently filed wrongful death /
personal injury actions against Dobbas. When

Dobbas discovered that his insurance broker,
Vitas, had previously allowed Dobbas’ Cal-Farm
excess policy to lapse, Dobbas filed a broker
malpractice action against Vitas.

Eventually the victims settled their wrongful death /
personal injury lawsuits against Dobbas. Pursuant
to the terms of the settlement, Cal-Farm paid its $1
million primary policy limit on behalf of Dobbas to
the victims; Dobbas assigned his broker
malpractice claim against Vitas to the victims; and
the victims agreed to arbitrate their wrongful death
/ personal injury claims against Dobbas and not to
enforce any judgment against Dobbas’ personal
assets. In the ensuing arbitration proceeding, the
victims obtained a $5 million judgment against
Dobbas.

Later, it was discovered that Dobbas had a
separate $7 million excess policy through
Anrerisah Gudrante® and Liabditylrsurance
Company which covered Dobbas’ liability to the
victims. American Guarantee ultimately paid $2.8
million to settle the victims’ claims. As part of the
settlement, American Guarantee received from the
victims an assignment of Dobbas’ broker
malpractice claim against Vitas.

American Guarantee then moved to intervene in
the broker malpractice action against Vitas on a
theory of “equitable subrogation.” The trial court
denied American Guarantee’s motion to intervene,
finding that American Guarantee was not entitled
to subrogate against Vitas. American Guarantee
appealed.

Holding

The Court of Appeal affirmed the trial court’s ruling
that American Guarantee was not entitled to
intervene in the malpractice action against Dobbas’
broker, Vitas. The appellate court focused on
principles of “equitable subrogation,” emphasizing
that in a subrogation action the insurer must
establish that it has “superior equities” to the party
against whom the action is brought. According to
the appellate court, American Guarantee did not
have superior equities to Vitas because American
Guarantee and Vitas had both “agreed to provide
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insurance to Dobbas” (i.e., American Guarantee
“agreed to insure” Dobbas and Vitas “agreed to
procure” insurance for Dobbas). Since American
Guarantee did not have a superior equitable
position to Vitas, American Guarantee had no right
to reimbursement from Vitas and thus had no right
to pursue a subrogation claim against Vitas.

Comment

The appellate court’s treatment of the doctrine of
equitable subrogation was somewhat convoluted
and unsatisfactory. It seems that the appellate
court could simply have focused on the fact that
American Guarantee “stood in the shoes” of
Dobbas for purposes of the broker malpractice
claim against Vitas, and Dobbas himself could not
show any “injury” resulting from Vitas’ alleged
malpractice in allowing the Cal-Farm excess policy
to expire. In other words, even though Dobbas did
not have coverage under the lapsed Cal-Farm
excess policy, Dobbas nevertheless did have
coverage under the belatedly discovered American
Guarantee excess policy, which means that
Dobbas himself was not “damaged” as a result of
Vitas’ alleged negligence in failing to keep the Cal-
Farm excess policy in place. As such, neither
Dobbas nor his assignee, American Guarantee,
had any viable malpractice claim against Vitas.

RESCISSION

If Insurer's Failure To Investigate
Insurability Prevents Insurer From
Rescinding Policy Covering
Commercial Motor Vehicle, Insurer May
Be Liable To Injured Party Up To Limit
Of "Financial Responsibility Law"
Applicable To Commercial Vehicles

If an insurer’s failure to adequately investigate the
insurability of an insured prevents the insurer from
later rescinding a policy covering a commercial
motor vehicle, the insurer may be liable to the
injured party for up to the higher limit of the
“Financial Responsibility Law” applicable to
commercial vehicles, not the lower limit of the
“Financial Responsibility Law” applicable to

noncommercial vehicles. (Integon Preferred Ins.
Co. v. Isztojka (E.D. Cal. 2011) 771 F.Supp.2d
1224).

Facts

Integon Preferred Insurance Company issued a
motor vehicle insurance policy to Susana Isztojka
d/b/a California Gold Star hauling. Shortly
thereafter, a truck owned by Isztojka was involved
in an accident in which Scott Eisenbrandt, Jr. was
killed. Eisenbrandt’s heirs subsequently filed a
state court wrongful death action against Isztojka.
Ultimately, Eisenbrandt’s heirs recovered a
judgment of over $1 million against Isztojka.

Integon filed a federal court action against Isztojka,
seeking to rescind the policy on the ground that
Isztojka had made material misrepresentations in
the application. Eisenbrandt’s heirs intervened in
the rescission action.

In the rescission action the federal district court
noted that pursuant to Barrera v. State Farm Mut.
Auto. Ins. Co. (1969) 71 Cal.2d 659, if a motor
vehicle insurer fails to investigate the insurability of
the insured within a reasonable time after the
insurer issues the policy, then the insurer loses any
right to rescind the policy. The federal district court
further noted that under Barrera, if the insurer
loses the right to rescind, then once the injured
person obtains a judgment against the insured, the
injured party “may compel the insurer to pay the
judgment to the extent of the monetary limits set
forth in the Financial Responsibility Law.” (See
Barrera, at 681.)

Integon contended that, if in fact Integon had lost
its ability to rescind the policy, then Integon's
liability to Eisenbrandt’s heirs was limited to the
amount specified under California’s “Financial
Responsibility Law.” Integon further contended that
the applicable “Financial Responsibility Law” in this
case was the $15,000 limit set forth in California
Vehicle Code section 16430.

Holding
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The federal district court disagreed, and held that if
Integon had lost its right to rescind, then the
applicable “Financial Responsibility Law” was not
the $15,000 limit set forth in Vehicle Code section
16430. That was because Vehicle Code section
16430 only governs nhoncommercial motor
vehicles. Here, the vehicle that was involved in the
accident was a commercial motor vehicle. Thus,
the applicable “Financial Responsibility Law” might
be either Vehicle Code section 16500.5, which
establishes a $750,000 limit for commercial
vehicles generally, or Vehicle Code section 34631,
which likewise establishes a $750,000 limit for
commercial vehicles having three or more axles.
The district court deferred ruling on which of these
latter two “Financial Responsibility Laws” for
commercial vehicles would actually apply in this
case. The court simply held that the $15,000
“Financial Responsibility Law” for noncommercial
vehicles would not apply.

Comment

The decision in this case is consistent with the
California Supreme Court’s earlier decision in the
Barrera case. The only difference between the two
cases is the amount of the applicable “Financial
Responsibility Law” which was at issue. In Barrera,
the applicable “Financial Responsibility Law”
imposed relatively low liability ($15,000) on the
owner of a noncommercial vehicle, whereas in this
case, the applicable “Financial Responsibility Law”
imposed much higher liability ($750,000) on the
operator of a commercial vehicle.
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