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How to Defeat an Insurance Company’s
Demand That the Policyholder Pay Back
Defense Costs
Insurance companies often assert a right to recoup advanced
defense costs in their reservation of rights letters.
Policyholders leave such claims uncontested at their peril.
By Pamela D. Hans and Jorge R. Aviles

Share this:

Insurance companies routinely send reservation of rights letters in response to a policyholder’s
demand for coverage. Policyholders, for their part, routinely ignore those reservations. That’s a
mistake. While it may be tempting to let reading and responding to a reservation of rights letter
slide to the bottom of the endless to-do list, policyholders who do so may find themselves on the
receiving end of an enforceable obligation to repay their own insurance company for amounts the
insurance company paid in defense of a claim.

An insurance company’s request that the policyholder pay money to the insurance company is
antithetical to the insurance company’s promise to defend the policyholder and pay, on the
policyholder’s behalf, a settlement or judgment entered. While there is a growing trend for courts
to refuse an insurance company’s request for reimbursement of defense costs, there still remain a
number of states that have upheld such requests. Given the tension and conflict of interest that
exist when an insurance company provides a defense, controls the defense, and simultaneously
asserts a right to be reimbursed for sums paid in that defense, it is important for policyholders to
understand how to forestall an insurance company’s ability to seek—and obtain—reimbursement
of defense costs.

The following discussion is intended to assist policyholders in understanding the import of an
insurance company’s request for reimbursement of defense costs, how to respond to it, and what
action to take in order to protect policyholder rights.

Given the purpose of commercial general liability (CGL) insurance, which is sometimes referred
to as “litigation insurance,” it is alarming that so many policyholders have been presented with
demands by insurance companies seeking to take back the defense promise. In some cases,
courts have enabled this recoupment, and in some cases, the policyholder’s response to a
reservation of rights—or lack thereof—has been dispositive.

Courts Split on Insurance Company Recoupment

When an insurance company asserts a right to seek reimbursement of defense costs from a
policyholder, it is important for the policyholder to understand whether that reservation is valid
and enforceable according to the terms and conditions of the insurance policy and the applicable



law. Answering these threshold questions is the first step in forestalling an eventual demand for
reimbursement of defense costs. As the cases discussed below suggest, knowing how a court
may view an insurance company’s right to reimbursement can help a policyholder counteract an
insurance company’s reservation of rights.

In a CGL insurance policy, insurance companies generally have a duty to defend the
policyholder. The standard form of the CGL policy issued by the Insurance Services Office
(ISO) promises the following:

We will pay those sums 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 and
duty to defend the insured against any “suit” seeking those damages. However, we will have no
duty to defend the insured against any “suit” seeking damages for “bodily injury” or “property
damage” to which this insurance does not apply. . . .

That standard form policy language does not contain any provision that obligates a policyholder
to repay its insurance company for amounts the insurance company paid in defense of a claim.
However, insurance companies have attempted to insert a “right of recoupment”—a statement
that they may seek reimbursement of any amounts incurred in the defense of a policyholder—
into their CGL insurance policies by including it in their reservation of rights letters. A
policyholder’s response (or failure to respond) to those reservations may affect whether courts
will allow the insurance company to recoup from its policyholder amounts paid in the defense of
a claim.

Courts have generally honored a policyholder’s objection to an insurance company’s unilateral
reservation and claim that it has a right to recoup defense costs.[1] There is a growing trend in
U.S. courts to prevent insurance companies from seeking reimbursement from their
policyholders, but the courts remain divided.[2] Five states have decided that an insurance
company does not have a right to recoup defense costs. Alaska refused to enforce an insurance
policy provision that would allow the insurance company to seek recoupment of defense costs
even if it defended under a reservation of rights.[3] The Eighth Circuit, applying Missouri law,
held that an insurance company that defends its policyholder under a reservation rights is not
entitled to reimbursement of defense costs even if there is no duty to defend.[4] Courts applying
Arizona, Arkansas, and Maryland law have also decided that an insurance company may not
recoup defense costs if its right to do so is based up a unilateral reservation of rights.[5]

Of those states that do permit an insurance company to recoup defense costs (if the tally includes
federal courts interpreting or predicting state law), 12 appear to assess the insurance company’s
ability to seek reimbursement based on whether the insurance policy contains a specific
provision that allows the insurance company to do so.[6] By a similar tally, 14 states permit an
insurance company to recoup defense costs by asserting that possibility in a reservation of rights
letter.[7]

In Georgia, a state where an insurance company has a right to recoupment provided that it
reserves that right either through the insurance policy itself or in a reservation of rights, the
courts have noted that even though an insurance company may, in certain circumstances, be



permitted to recoup defense costs, that right is not without limitations. In one case, the court
noted that there is no right of reimbursement unless an express policy provision allows
reimbursement or unless the insurance company expressly reserved its right of reimbursement—
and the policyholder accepted that reservation.[8]

As the cases above illustrate, where the insurance policy does not expressly permit an insurance
company to recoup defense costs, the insurance company may attempt to create an implied-in-
fact contract that does allow recoupment via a reservation of rights. For an implied-in-fact
contract to exist, the insurance company must show that an agreement to allow recoupment may
be inferred based on the understanding of the parties, i.e., the policyholder and insurance
company.[9] For an insurance company to prevail in its claim for recoupment, it must do more
than simply point to a reservation of rights. Indeed, “even implied-in-fact contracts must have all
the elements of an express contract. These include ‘an offer, an acceptance, contractual capacity,
consideration (the bargained-for legal benefit or detriment), a manifestation of mutual assent, and
legality of object and of consideration.’”[10] “In implied-in-fact contracts, ‘a plaintiff must
demonstrate that the circumstances surrounding the parties’ transaction make it reasonably
certain that an agreement was intended.’”[11]

Reading and Responding to a Reservation of Rights

What does this mean for policyholders?

While reading a reservation of rights letter that appears to be a recitation of every exclusion in
the insurance policy may feel like time wasted, reading that letter and discerning what rights the
insurance company believes it can reserve can in fact make the difference between coverage and
no coverage.

Consider independent counsel to defend the third-party claims. When an insurance company
agrees to defend a third-party claim but provides that defense subject to a reservation of rights,
the policyholder may be able to obtain independent counsel to defend the suit.[12] The central
issue in determining whether a policyholder is entitled to independent counsel has been captured
as whether there is “a question as to the loyalty of the insurer’s counsel to that insured”; where
there is, the insured is entitled to select its counsel, whose reasonable fee is to be paid by the
insurer.[13] With respect to the appointment of independent counsel, New Jersey courts have
held that “[a]n insurer owes a fiduciary duty to its insured, and the relationship carries with it
affirmative duties toward the insured. Where there is a clear conflict of interest between an
insurer and an insured, a carrier may not, in the insured’s name, so defend as to exculpate the
carrier alone.”[14]

Determining whether an insurance company’s reservation of rights necessarily creates an
irreconcilable conflict of interest that can only be cured through independent counsel depends on
the specific facts, the nature of the reservation of rights, and the applicable law. While it is not
definitive that a reservation of rights to seek reimbursement of defense costs creates a fatal
conflict of interest that warrants independent counsel, consideration of this issue in consultation
with coverage counsel may be warranted to ensure that the policyholder’s interests are being
adequately protected by the defense counsel appointed by the insurance company.



A policyholder may be inclined to conclude that, each time an insurance company provides a
defense subject to a reservation of rights, there is necessarily a fatal conflict of interest between
the policyholder and the insurance company. However, courts have not always found this to be
the case. For example, a California appellate court observed that “not every reservation of rights
entitles an insured to select Cumis counsel.”[15] Furthermore, “[a] mere possibility of an
unspecified conflict does not require independent counsel. The conflict must be significant, not
merely theoretical, actual, not merely potential.”[16] The court noted that the language of
California Civil Code section 2860 “specifically provides that ‘a conflict of interest does not
exist as to allegations or facts in the litigation for which the insurer denies coverage.’ It further
uses the permissive ‘conflict of interest may exist,’ rather than the mandatory ‘shall.’”[17]
Accordingly, the court rejected the policyholder’s contention that either a “global reservation of
rights” or a reservation of the right to reimbursement for uncovered claims always triggers a duty
to provide independent counsel.[18] The court offered the following guidelines for determining
when such a duty arises:

[T]he potential for conflict requires a careful analysis of the parties’ respective interests to
determine whether they can be reconciled (such as by a defense based on total nonliability) or
whether an actual conflict of interest precludes insurer-appointed defense counsel from
presenting a quality defense for the insured.[19]

The court also noted that any potential conflict of interest could be obviated so long as insurer-
appointed counsel actually litigated diligently on the insured’s behalf. The court also rejected the
notion that simply because an attorney is appointed by an insurance company, the attorney will
attempt to manipulate any litigation against the insured.

Courts do not reflexively permit policyholders to obtain independent counsel any time that an
insurance company sends a reservation of rights letter. However, policyholders would be wise,
when reviewing a reservation of rights, to consider whether the reservation creates a conflict
with defense counsel and how to address that conflict. Requesting independent counsel is one of
the options that is available.

Practice Pointers

It is important that policyholders read and respond to reservation of rights letters. While the
focus of this discussion has been on the specific reservation of a right to seek reimbursement of
defense costs, policyholders should be attentive to all reservations that the insurance company
raises. Consulting with a broker and trusted counsel can assist the policyholder in determining
how and whether to respond to the reservation and also aid in understanding insurance policy.

Understanding the insurance policy with the help of a broker and coverage counsel can arm the
policyholder with tools to challenge a reservation of rights. Reading and understanding an
insurance policy, particularly the provisions regarding an insurance company’s defense
obligation, is a critical first step in understanding how to respond to an insurance company’s
reservation of a right to seek reimbursement of defense costs.



Equally important is understanding how a court is likely to evaluate an insurance company’s
demand for reimbursement of defense costs; even more important is understanding how a
policyholder’s response to a reservation may affect the court’s decision. Armed with such
knowledge, the policyholder may be able to respond to the reservation of rights letter in a way
that forestalls an attempted recoupment—or defeats such an attempt in court.

Responding to an insurance company’s request for reimbursement is one of the key factors that
courts have considered in deciding whether an insurance company is entitled to reimbursement.
For this reason, when an insurance company reserves a right to seek reimbursement, the
policyholder should take notice and respond. A policyholder’s rejection of the insurance
company’s request or reservation to seek reimbursement has been a critical component in some
courts’ analysis of whether the insurance company is entitled to obtain reimbursement from the
policyholder.

Policyholders who receive reservations of rights letters from their insurance companies should
consider the following recommendations in formulating their next steps:

1. Respond early; do not remain silent.
2. Make clear that you do not agree with the insurance company’s reservation of rights and, in
turn, reserve all of your own rights.
3. Cooperate with the insurance company’s reasonable requests and its claim investigation, but
beware of potential pitfalls, including waivers of privilege, revealing too much of your defense
strategy, and complying with burdensome or costly requests.
4. Request reconsideration of the insurance company’s position, including as to any denials that
might be intermingled within the reservation of rights letter.
5. Consult coverage counsel.

The key for policyholders is to respond proactively, challenge the insurance company’s self-
serving statements and reservations, and be aware of the strong rights afforded under the policies
purchased.
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