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I. INTRODUCTION

In this appeal, Quellos Group, LLC (“Quellos™) asks the Court to
re-write two unambiguous insurance policies under the guise of contract
interpretation. Quellos purchased excess directors and officers (“D&0O™)
liability insurance from Federal Insurance Company and Indian Harbor
Insurance Company (together, the “Insurers™). Both Insurers issued
insurance policies to Quellos specifically defining the scope of excess
coverage (the “Excess Policies™). In this regard, both Insurers’ excess
insuring agreements require that the underlying primary insurer must pay
the primary policy limit in full in order to trigger the excess coverage.

This unambiguous contract language leaves no room for the result
Quellos urges here — that the excess insuring agreements should be
deemed to contain no specific requirements for exhausting the primary
coverage, and that the insured should be permitted to dictate when the
Insurers’ coverage obligations are triggered. No principle of Washington
law or public policy supports this result. Indeed, in Washington, as
elsewhere, the insured’s failure to exhaust its primary coverage as required
by the plain terms of the excess policies is an absolute bar to coverage.

Yet, despite the clear limitations of the excess insuring agreements,
Quellos voluntarily released the primary insurer, American International
Specialty Liability Corporation (“AISLIC”), without obtaining full
payment of the primary policy limit. Quellos initially sued AISLIC along

with the Insurers and others, asserting breach of contract claims for the



insurers’ failure to pay for defense costs and other losses arising from a
fraudulent investment strategy called “POINT.” Rather than litigate
against AISLIC, however, Quellos settled. As a result, AISLIC has paid
less than half of its $10 million limit of liability.

Because Quellos chose to release its primary insurance carrier for
less than the primary policy limits, Quellos cannot establish exhaustion
under the excess insuring agreements as a matter of law, just as the trial
court concluded. Absent exhaustion as defined in the Excess Policies,
Quellos’ claims for coverage of the POINT claims properly were

dismissed as a matter of undisputed fact and law.

II. ASSIGNMENTS OF ERROR

Quellos is appealing the trial court’s Order granting summary
judgment to the Insurers based on Quellos’ failure to establish a prima
facie case for coverage under the insuring agreements of the Excess
Policies. CP 322-26. Indian Harbor Insurance Company (“Indian
Harbor™) does not assign any error to the trial court’s decision in this
regard.

In addition, Indian Harbor joins in and incorporates by reference
the Assignments of Error on cross-review identified in the brief of co-

respondent and cross-appellant Federal Insurance Company (“Federal”™).



II1. ISSUES PERTAINING TO ASSIGNMENTS OF
ERROR

With respect to Quellos’ statement of the issues relevant to its
appeal, Indian Harbor respectfully provides the following counter-

statement of issues:

(1) Did the trial court correctly hold Quellos to its burden of
establishing coverage under the plain and unambiguous
language in the insuring agreements of the Excess Policies?

(2) Did the trial court properly reject Quellos’ argument that the
excess insuring agreements state mere “conditions” of
coverage and do not specify the fundamental terms defining the
scope of coverage?

(3) Under Washington law, can a policyholder invoke the doctrine
of “waiver” to create coverage under the insuring agreement of
an excess policy?

(4) Should the trial court have placed the burden of proof on the
Insurers to show that Quellos’ failure to establish coverage
under the excess insuring agreements was a “material” breach
and “substantially prejudicial” to the Insurers?

(5) Did the trial court properly find in the alternative that Quellos’
failure to meet the basic terms of the excess insuring
agreements was a material and substantially prejudicial breach
of the policies as a matter of law?

(6) Was it absurd for the trial court to require Quellos to satisfy all
requirements to coverage stated unambiguously in the excess
insuring agreements?

(7) Does Washington public policy override the parties’ freedom
of contract where, as here, no statute or regulation prohibits
excess insurers from limiting the scope of excess coverage?



In addition, Indian Harbor incorporates by reference and adopts the
statement of issues on cross-review contained in Federal’s separately filed

brief.
IV. STATEMENT OF THE CASE

A. The Investment Management Insurance Policies

This is a case about excess D&O liability insurance coverage
issued to Quellos for the policy period from September 21, 2004 to
September 21, 2005. In this period, AISLIC issued the primary policy to
Quellos, No. 885-37-42 (the “Primary Policy”), with a $10 million limit of
liability and subject to a $2.5 million self-insured retention. See CP 47-95
(Declarations). This policy obligated AISLIC to pay on behalf of the
Insured (or Executive Insured) all sums which the Insured shall become
legally obligated to pay as damages resulting from any claim or claims
first made against the Insured and reported in writing to the Company
during the Policy Period or the Extended Reporting Period (if applicable)
for any Wrongful Act of the Insured or of any person for whose Wrongful
Act the Insured is legally responsible. CP 50-51 (Insuring Agreements,
Section I(A),(B),(C), (D)). “Wrongful Act” is defined by the Primary
Policy as “any breach of duty, neglect, error, misstatement, misleading
statement, omission or other act wrongfully done or attempted by the
Insured.” CP 53 (Definitions (i)).

The Primary Policy also obligated AISLIC to pay Defense Costs as

part of and subject to the applicable limit of liability. CP 51 (Insuring



Agreements, Section II). “Defense Costs” are defined as “reasonable and
necessary fees, costs and expenses . . . incurred by the Company or by the
Insured with written consent of the Company, and resulting solely from
the investigation, adjustment, defense and appeal of any claim against the
Insured ...”" CP 52 (Definitions (a)).

In this same policy period, Federal issued a first-layer excess
policy to Quellos, Policy No. 7023-2408 (the “Federal Excess Policy™),
with a $10 million layer of liability. See CP 97 (Declarations). The
Federal Excess Policy attaches upon exhaustion of the underlying Primary

Policy. In this regard, the Federal policy states in the Insuring Clause:

The Company shall provide the Insureds with insurance during
the Policy Period excess of the Underlying Limit. Coverage
hereunder shall attach only after the insurers of the Underlying
Insurance shall have paid in legal currency the full amount of the
Underlying Limit for such Policy Period. Coverage hereunder
shall then apply in conformance with the terms and conditions of
the Primary Policy as amended by any more restrictive terms and
conditions of any other policy designated in Item 4(B) of the
Declarations, except as otherwise provided herein.

See CP 99.

Indian Harbor issued the next excess policy to Quellos, Policy No.
ELU087006-04 (the “Indian Harbor Excess Policy”). See CP 110-12.
The Indian Harbor Excess Policy has an aggregate limit of $20 million in
excess of (i) the $10 million limit provided by the Federal Excess Policy,
(i1) the $10 million limit provided by the AISLIC Primary Policy, and
(iii) Quellos” $2.5 million self-insured retention. /d. Together, the

AISLIC Primary Policy and Federal Excess Policy are “Underlying



Insurance” to the Indian Harbor Excess Policy. CP 110 (Definitions,
Section II (D)).

Like the Federal Excess Policy, the Indian Harbor Excess Policy
does not attach until the Underlying Insurance exhausts as set forth in the

policy. Specifically, the Insuring Agreement states:

The coverage hereunder will attach only after all of the
Underlying Insurance has been exhausted by the actual payment
of loss by the applicable insurers thereunder and in no event will
the coverage under this Policy be broader than the coverage
under any Underlying Insurance.

CP 110 (Insuring Agreement, Section ) (emphasis added).
The Indian Harbor Excess Policy further specifies the
circumstances when it will continue as excess insurance or primary

insurance upon depletion of the underlying limits:

(A) This Policy, subject to the terms, conditions, limitations, and
endorsements of this Policy and the Underlying Insurance, will
continue to apply to loss as excess insurance remaining under
such Underlying Insurance, in the event of the reduction or
exhaustion of the limits of liability of the Underlying Insurance
solely as the result of the actual payment of loss by the applicable
insurer thereunder.

(B) This Policy, subject to the terms, conditions, limitations and
endorsements of this Policy and the Underlying Insurance, will
continue for subsequent claims or loss as primary insurance in the
event of the exhaustion of all of the limits of liability of such
Underlying insurance solely as the result of the actual payment of
loss by the applicable insurer thereunder.

CP 110 (Section IIT) (emphasis added).’

' The Federal Excess Policy similarly provides that it “shall continue in force as primary
insurance,” but “[o]nly in the event of exhaustion of the Underlying Limit by reason of
the insurers of the Underlying Insurance, or the Insureds in the event of financial
impairment or insolvency of an insurer of the Underlying Insurance, paying in legal



shelter, allowing high net worth individuals to offset huge capital gains
with fictitious paper losses that Quellos created through synthetic
investments in overseas entities. See id. at 15-18.

Quellos claims that it has paid tens of millions of dollars in legal
fees defending itself and its directors and/or officers in federal and state
investigations and prosecutions regarding the POINT transactions, as well
as several pre-suit demands by Quellos” POINT investors. See Quellos’
Response to Interrogatory No. 1 CP 1270-92. Quellos also has paid
confidential settlements to the POINT investors to resolve their pre-suit
demands. See id.

Quellos tendered the POINT Claims to its insurers in the 2004-
2005 policy period. See id. In July of 2009, AISLIC agreed to pay certain
POINT-related losses under its Primary Policy, totaling $4,982,973.58.
CP 1285. This amount was paid in August 2009. See id. Since then,
however, AISLIC has not paid another penny under the Primary Policy for

POINT.

C. The AISLIC Settlement And Release Agreement

Quellos initially sued AISLIC along with numerous excess insurers
in connection with the POINT Claims. After filing the lawsuit below,
however, Quellos settled its disputes with AISLIC in a Confidential
Settlement and Release Agreement dated June 27, 2011 between Quellos

and AISLIC’s affiliated company, Chartis (the “Settlement”). In the



Settlement, Quellos agreed to release @/l remaining coverage under the
Primary Policy without further payment by Chartis/AISLIC for POINT
Claims. See CP 22-37 (releasing any and all “claims, demands, suits,
obligations, costs, damages, losses, claims for sums of money,
controversies, judgments, liabilities, rights, action and causes of action of
any nature, known or unknown, suspected or unsuspected, fixed or
contingent in law or equity™).

Although Chartis paid a significant amount to resolve coverage
issues under policies issued to Quellos in other periods for other claims, it
paid no new money in the Settlement for POINT. See CP 29 (expressly
allocating portions of the settlement payment to a 2000-2004 policy and to
the 2006 policy — but zero to the 2004-2005 policy period applicable to
POINT). With AISLIC dismissed from the lawsuit, the Insurers, Federal
and Indian Harbor, were left to litigate the POINT-related coverage issues
under the AISLIC Primary Policy, to which the Excess Policies follow

form.

D. The Decision Below

Quellos and the Insurers cross-moved for summary judgment as to
whether Quellos could trigger coverage under the excess insuring
agreements without first exhausting the AISLIC Primary Policy. As here,
Quellos urged the court below to ignore the excess insuring agreements

and to substitute “public policy” for the parties’ chosen contract terms.



The Insurers, for their part, contended that the coverage limitations
contained in the excess insuring agreements were unambiguous and
should be enforced as written.

The trial court agreed with the Insurers and granted summary
judgment on the exhaustion issue. The court’s principal holding was that
the policy language was unambiguous: “It seems to me that these two
policies are crystal clear that the underlying limit has to be paid by the
underlying insurers.” RP 103:12-14. As a result, “the court will give
effect to the policy language that the parties entered into.” RP 100:17-18.

The trial court went on to address (and dismiss) Quellos’ various
arguments attempting to avoid this “crystal clear” policy language. To
begin with, the court found no waiver or estoppel to prevent the Insurers
from raising the exhaustion language after they previously denied
coverage for the underlying claims. As the court explained, the Insurers’
position in the coverage litigation was fully consistent with their prior
denials of coverage. See RP 104:6-16.

The court also rejected Quellos’ argument that the excess policy
language should be disregarded unless the Insurers can plead and prove
“prejudice” from Quellos’ failure to establish payment of the full
underlying limits by the underlying primary insurer. According to the
court, “there is a substantial difference between a grant of coverage and
conditions to that coverage itself.” RP 105:4-6. “[T]he Washington

courts as well as other courts have long held and have consistently held

10



that as to [a] specific grant of coverage . . . , that is not defined by the
prejudice analysis.” RP 105:10-14. Where, as here, the exhaustion
language is the “essential characteristic” or “defining characteristic” of the
“excess insurance policy,” then “it is not a mere condition to coverage that
is susceptible to the prejudice analysis.” RP 105:18-25; 106:1-5.

In the alternative, the trial court found that the Insurers did show
that the exhaustion language was a “material condition” to the Excess
Policies, and that the Insurers suffered prejudice as a matter of law “by the
failure of the primary carrier to pay $10 million dollars of covered losses.”
RP 107:7-9 (emphasis added). The Court emphasized that the Excess
Policies required payment of covered losses as the trigger of coverage.
Here, however, instead of an underlying insurer making the determination
as to what losses were covered (and then paying those losses), the
policyholder took the underlying insurer out of the picture by accepting a
partial payment of the primary limit. Given the unambiguous policy
language, the court found it reasonable for the excess insurer to count on
the presence of a primary carrier to make the determination about
coverage, and that the Insurers were prejudiced when the policyholder

assumed that role for itself. RP 107:10-21.

V. SUMMARY OF ARGUMENT

The trial court correctly granted summary judgment to the Insurers.

Applying straightforward principles of contract interpretation, the court

11



held that Quellos did not meet its threshold burden to establish coverage
under the plain terms of the insuring agreements in the Excess Policies. In
this regard, the insuring agreements are unequivocal and unambiguous in
requiring the full payment of the underlying limits of insurance coverage
by the underlying insurers. Here, however, it is undisputed that the
primary carrier, AISLIC, paid less than half of its $10 million policy limit
before being released by Quellos. Under Washington law, this means that
coverage never attached under the excess insuring agreements.

Contrary to Quellos’ assertions, Washington law does not require
the Insurers to demonstrate prejudice in order to enforce the clear terms of
the excess insuring agreements. Quellos cites Washington cases requiring
an insurer to show prejudice when invoking certain policy conditions,
such as the insured’s duty to cooperate. Where, however, a policy term
forms an essential part of the bargain between the insurer and
policyholder, Washington courts enforce that limitation strictly, as written,
without imposing an extra-textual prejudice requirement. Likewise,
Quellos cannot invoke doctrines of “waiver” or “estoppel” to create
coverage under the Excess Policies, when this coverage never attached
according to the unambiguous terms of the excess insuring agreements. In
any event, even though the trial court was not required to reach the
prejudice issue, it correctly held in the alternative that the Insurers would
be prejudiced if forced to insure a risk not contemplated by the policy and

to continue litigating the coverage issues with Quellos.
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Quellos also is wrong to argue that the trial court’s decision
enforcing the unambiguous exhaustion requirements in the excess insuring
agreements was “absurd” and against public policy. Put simply, no
principle of Washington law precludes an excess insurer from limiting the
scope of its coverage obligations, and insurers are free to limit the
coverage they write so long as it does not violate public policy as
expressed by the Legislature. In areas where, as here, the Legislature has
not mandated insurance coverage, Washington courts have declined to
invalidate unambiguous coverage limitations and instead have upheld the

parties’ freedom of contract.
VI. ARGUMENT

A. Legal Standard.

An order granting summary judgment is reviewed de novo, with
the reviewing court engaging in the same inquiry as the trial court. See
Clements v. Travelers Indem. Co., 121 Wn.2d 243, 249, 850 P.2d 1298
(1993). As such, a summary judgment should be upheld under
Washington law where “there is no genuine issue as to any material fact
and [] the moving party is entitled to judgment as a matter of law.” CR
56(c).

Furthermore, in Washington, “[t]he criteria for interpreting
insurance contracts in Washington are well settled. We construe
insurance policies as contracts.” Quadrant Corp. v. Am. States Ins. Co.,

154 Wn.2d 165, 171, 110 P.3d 731 (2005) (citing Weyerhaeuser Co. v.
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Commercial Union Ins. Co., 142 Wn.2d 654, 665, 15 P.3d. 115 (2000)).
See also Certain Underwriters at Lloyd’s, London v. The Travelers Prop.
& Cas. Co. of Am., 161 Wn. App. 265, 277, 256 P.3d 368 (2011) (same).
Because insurance policies are contracts, the “touchstone’ of the Court’s
analysis is the parties’ mutual intent objectively manifested in the policy
language; one party’s unexpressed subjective intent is irrelevant. See
Certain Underwriters, 161 Wn. App. at 278. Thus, insurance policies, as
contracts, should be enforced as written based “only [on] what the parties
wrote, giving words in a contract their ordinary, usual, and popular
meaning unless the agreement as a whole clearly demonstrates a contrary
intent.” Id. at 277-78; see also Polygon Nw. Co. v. Am. Nat’l Fire Ins.
Co., 143 Wn. App. 753, 785, 189 P.3d 777 (2008) (“we must examine the
entire policy as a whole and give effect to every clause contained therein™)
(citing Tyrrell v. Farmers Ins. Co. of Wash., 140 Wn.2d 129, 133, 994

P.2d 833 (2000)).

B. The Trial Court Correctly Enforced the Plain Language of the
Excess Insuring Agreements

1. Quellos Did Not Meet Its Burden to Prove Coverage
Under the Excess Insuring Agreements

Applying these well-settled standards for interpreting contracts, the
trial court correctly enforced the plain and unambiguous terms of the
Excess Policies and rejected Quellos’ pleas to re-write the excess insuring

agreements to provide broader coverage.
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To begin with, Quellos as the insured has the burden to prove
that its loss falls within the scope of the insuring agreement. See
Overton v. Consol. Ins. Co., 145 Wn.2d 417, 431, 38 P.3d 322 (2002)
(“The burden first falls on the insured to show its loss is within the
scope of the policy’s insured losses.”); accord McDonald v. State
Farm Fire & Cas. Co., 119 Wn.2d 724, 731, 837 P.2d 1000 (1992).

In the context of excess insurance coverage, this means that
Quellos, as the insured, has the burden to prove exhaustion of
underlying insurance coverage as defined in the excess policy itself.
In Washington, an excess carrier’s obligation to pay “begins when,
and only when, the limits of the primary insurance policy are
exhausted.” Rees v. Viking Ins. Co., 77 Wn. App. 716, 719, 892 P.2d
1128 (1995) (citing Truck Ins. Exch. v. Century Indem. Co., 76 Wn.
App. 527, 531, 887 P.2d 455 (1995)). And the question of how an
underlying policy can be exhausted — and the excess coverage
triggered — is a function of the specific policy language. See Kalama
Chem., Inc. v. Allianz Ins. Co., No. 90-2-05011-4, 1995 WL
17015061, at *2 (Wash. Super. Ct. Aug. 14, 1995) (“How a[n]
[underlying] policy can be exhausted requires interpretation and
construction of the [excess] language and therefore is a question of
law”) (cited throughout Quellos’ brief at 26); see also Danbeck v. Am.
Fam. Mut. Ins. Co., 245 Wis.2d 186, 195, 629 N.W.2d 150 (2001)

(holding that, where an excess policy “specifies that only one manner
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of exhaustion will trigger the obligation to pay,” another manner of
exhaustion does not trigger coverage).

In Rees, for example, the plaintiffs were injured in an
automobile accident and ultimately settled with the tortfeasors and the
tortfeasors’ primary insurer for a stated amount ostensibly exceeding
the primary coverage, while accepting a payment from the primary
carrier of an amount less than the $500,000 available under the
primary policy. The plaintiffs then demanded payment of the $50,000
excess coverage from the excess insurer, Viking Insurance Company.
Viking rejected the demand, and the Division Three of the
Washington Court of Appeals agreed. According to the Court, the
plaintiffs agreed to settle their claim “with full knowledge of the
consequences” for a sum less than the available primary limits.
Having done so, they could not sustain their burden to establish
exhaustion under the excess policy. See Rees, 77 Wn. App. at 720,
892 P.2d at 1130.

That is exactly what happened here. It is undisputed that the
limits of the underlying insurance have not been exhausted through
payments by the underlying insurers, AISLIC and Federal. AISLIC,
of course, was released from all liability in the Settlement with
Quellos without paying the full primary limit. Indeed, AISLIC did not
pay anything for the POINT Claims beyond approximately $5 million

paid long before the Settlement. Because the AISLIC Policy is not
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exhausted, Quellos has not reached — let alone exhausted — the

$10 million limit of the underlying Federal Excess Policy. See
Federal Excess Policy, Insuring Clause (“Coverage hereunder shall
attach only after the insurers of the Underlying Insurance shall have
paid in legal currency the full amount of the Underlying Limit for such
Policy Period™); CP 99 (emphasis added). Likewise, the Indian
Harbor Excess Policy does not attach and begin paying claims without
“actual payment” of “all” underlying limits “by the applicable
insurers.” See Indian Harbor Excess Policy, Insuring Agreement,
Section I (“[Cloverage hereunder will attach only after all of the
Underlying Insurance has been exhausted by the actual payment of
loss by the applicable insurers thereunder™); CP 110 (emphasis
added). This language appears first in the insuring agreements of the
Excess Policies and is reinforced throughout to ensure complete
clarity about the Insurers’ obligations.

Interpreting the grant of coverage made in each of the Excess
Policies together with the contracts as a whole, the trial court correctly
held that the Excess Policies require complete exhaustion of the
underlying insurance with actual payments of loss by the underlying
insurers. In fact, the Excess Policies expressly preclude the result
Quellos urges here — that Quellos as the policyholder should be able to
step into the role of the primary carrier and fill any difference between

the settlement amount and the Primary Policy limit. The Excess

17



Policies specify with undeniable clarity how much needs to be paid —
the “full amount” (Federal) or “all” (Indian Harbor) — by whom — the
underlying insurer — and further provide that the excess coverage will
in no other circumstances drop down. As the policies state, this is the
“only” way for an insured to establish coverage under the excess
insuring agreements. And yet, just as in Rees, Quellos voluntarily
settled with its primary insurer, AISLIC, with full knowledge of the
excess coverage grant, and released AISLIC in exchange for an
amount well below the limits of the Primary Policy.

As a consequence of the unambiguous policy language and its own
conduct, Quellos cannot show exhaustion as required in the Insuring
Agreement of the Indian Harbor Excess Policy. Without that threshold
showing, Quellos cannot meet its burden to establish coverage for the
POINT Claims under the Indian Harbor Excess Policy, and the trial

court’s judgment should be affirmed.

2z Quellos Cannot Shift the Burden of Proof Under the
Excess Insuring Agreements to the Insurers By Arguing
That Exhaustion Is a Mere Condition of Excess
Coverage

Because Quellos cannot establish exhaustion by the terms of the
Excess Policies, it seeks to shift the burden of proof to the Insurers by
relegating the exhaustion requirement from the insuring agreement to the
status of a mere policy condition. As such, according to Quellos, an

excess insurer ostensibly waives the right to rely on its insuring agreement
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when it denies coverage; and an insured should be relieved of its burden to
prove exhaustion within the meaning of the insuring agreement so long as
the insurer is not “prejudiced.” The trial court correctly rejected these
arguments as a matter of law.

Where, as here, a policy term defines the scope of coverage,
Washington courts do not treat such terms as mere conditions to coverage.
For example, notice of a claim is a condition precedent to coverage in a
“claims made” policy (which is a policy covering claims made during the
policy period, as opposed to accidents or occurrences). Nevertheless,
Washington courts allow claims-made insurers to deny coverage for late
notice of claims without showing prejudice, because notice is a key
defining feature of the coverage. See Moody v. Am. Guar. & Liab. Ins.
Co., No. C10-01102-RSM, 2011 U.S. Dist. LEXIS 38024, at *4-*5 (W.D.
Wash. Apr. 7, 2011) (citing the seminal decision in Safeco Title Ins. Co. v.
Gannon, 54 Wn. App. 330, 338, 774 P.2d 30, rev. denied, 113 Wn. 2d
1026, 782 P.2d 1069 (1989)); see also Westport Ins. Co. v. Markham
Group, Inc., 403 Fed. App’x 264, 266 (9th Cir. Nov. 17, 2010) (noting
that claims made policies “by their very nature” require reporting during
the policy period in order to trigger coverage) (citing Schwind! v.
Commonwealth Ins. Co., 140 Wn.2d 348, 352, 997 P.2d 353 (Wash.

2000)). As the Court explained in Gannon:

The notice is critical to the insurer in the type of coverage provided
here because the policy is structured to allow the insurer to assess
its risk. Unlike occurrence policies, where the insurer contracts to
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cover risk that is by its very nature open-ended, claims-made
policies attempt to define the risk so that it is ascertainable at the
end of the policy period.

Gannon, 54 Wn. App. at 337.

The Court in Gannon went on to explain that claims made
policies “are essentially reporting policies. If the claim is reported to
the insurer during the policy period, then the carrier is legally
obligated to pay; if the claim is not reported during the policy period,
no liability attaches.” /d. at 338 (internal emphasis omitted). As such,
notice of the claim is “so very different from a mere condition of the
policy,” that requiring an insurer to show prejudice “in effect rewrites
the contract between the two parties.” /d. (emphasis added). Indeed,
it would offend public policy to require insurers to show prejudice
“because to do so would be to provide coverage the insurer did not
intend to provide and the insured did not contract to receive.” Id. at
339 (citations omitted).?‘

Here, too, the specific — not standardized, as Quellos contends

— exhaustion language is “so very different from a mere condition of

* Washington courts permit insurers to enforce certain other policy conditions without
requiring a showing of prejudice, such as specific time limitations for suing an insurance
company. See Simms v. Alistate Ins. Co., 27 Wn. App. 872, 876-77, 621 P.2d 155 (1981)
(1981) (citing Brandywine One Hundred Corp. v. Hartford Fire Ins. Co., 405 F. Supp.
147, 151 (D. Del. 1975), aff’d mem., 588 F.2d 819 (3d Cir. 1978). In Simms, the court
specifically declined to require the insurer prove prejudice in order to deny coverage after
the policyholder filed a lawsuit or claim outside the contractual limitations period. See
id., at 877. Accordingly, it is simply not true, as Quellos contends, that all conditions in
an insurance policy must be deemed to include a prejudice requirement.
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the policy,” yet Quellos asks this Court to rewrite the essential nature
of the contract between the insured and the Excess Carriers and to
provide gratis additional coverage Quellos did not purchase. Just as
notice defines the scope of coverage in a claims made policy,
exhaustion of the underlying insurance triggers an insurer’s coverage
obligations under an excess policy. See Rees, 77 Wn. App. at 719
(“Viking [the excess insurer] had no obligation to defend unless, and
until, Transamerica’s policy limits were fully exhausted. Those policy
limits were never exhausted; therefore, the duty to defend or
indemnify never arose”). Under Washington law, therefore, no
liability arises under the Excess Policies unless and until the
underlying insurance is exhausted in accordance with policy terms.
Quellos, on the other hand, views the Excess Policies as little
more than slips of paper lacking their own coverage terms, with
liability arising as soon as Quellos claims to have suffered a loss in
excess of the underlying limits. See Br. at 18-19 (“Quellos . . . seeks
to obtain payment for losses at the level at which the Excess Carriers
contracted to begin payment”). This view cannot be squared with the
excess policy language. In both Excess Policies, the specific
exhaustion language appears first as part of the basic insuring

agreement and is repeated and reinforced throughout the contract,
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appearing no fewer than three times in the Federal policy (Sections 1,
2 and 3) and four times in the Indian Harbor policy (Section I, Section
II(A), (B) and (C)). These policies contain precious few other terms —
further highlighting the importance of the exhaustion requirements.
Reading the policy as a whole, which Quellos concedes is the correct
inquiry (Br. at 19), leads to only one reasonable construction: the
Insurers specifically made complete exhaustion of underlying
insurance by the underlying insurers the key defining feature of the
excess coverage. And that is precisely what the trial court determined.
RP 105:15-22 (“the attachment point . . . is the essential characteristic
of an excess policy.”)

Almost as an afterthought, Quellos meekly suggests (Br. at 21-
22) that its proposed reading of the excess insuring agreements as
mere conditions is reasonable and renders the insuring agreements
ambiguous. Nonsense. Under Washington law, the fact that the
insured offers a contrary interpretation does not render the contract
language ambiguous. As the Washington Supreme Court has stated:
“Most importantly, if the policy language is clear and unambiguous,
we must enforce it as written; we may not modify it or create

ambiguity where none exists.” Quadrant Corp., 154 Wn.2d at 171
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(2005) (emphasis added). Furthermore, “the expectations of the
insured cannot override the plain language of the contract.” Id. at 172.
The undisputed fact is that Quellos purchased excess insurance
from Indian Harbor and Federal on their excess forms, with the scope
of excess coverage specifically delineated in the insuring agreements.
Quellos now cannot wriggle out of this bargain and secure broader

coverage by re-casting the core coverage grant as a condition to

coverage.
3. Quellos Cannot Invoke the Doctrines of Waiver or
Estoppel to Create Coverage Under the Excess Insuring
Agreements

Quellos’ argument that the Insurers have waived the right to
rely on their excess insuring agreements to deny coverage lacks any
basis in fact or law. The trial court’s decision to reject this argument,
therefore, should be affirmed.

According to Quellos, after the Insurers denied coverage for
one of the POINT Claims back in 2007, Quellos was free to release
AISLIC and tap the excess carriers for the amount of loss ostensibly
exceeding the primary limit. Quellos offers no evidence, however,
that the Insurers did not properly identify the exhaustion requirements
in the Excess Policies and reserve all of their rights under these

provisions. Thus, as the trial court correctly recognized, nothing
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about the Insurers’ prior denials fairly can be construed as a waiver of
the exhaustion requirements in the Excess Policies.

Nor does Quellos’ argument find support in Washington law.
In Washington, “when an insurer denies liability and the insured
settles with the tort [claimant], the insurer is estopped from claiming
that the insured breached the policy by impairing the insurer’s
recovery rights.” Vision One, LLC v. Phila. Indem. Ins. Co., 158 Wn.
App. 91, 100-01, 241 P.2d 429 (2010). In other words, under Vision
One, Quellos was free to settle with the tort claimant once Federal and
Indian Harbor denied coverage without obtaining the Excess Insurers’
consent to settle. But nothing in Vision One purports to give Quellos
the right to seek coverage under the Excess Policies without satisfying
the most basic terms of the excess insuring agreements. As such, the
trial court was exactly right when it declined to apply Vision One to
the facts here.

Finally, even if the Insurers somehow could be deemed to have
waived the exhaustion requirement in the Excess Policies, Washington
courts uniformly hold that “waiver or estoppel cannot operate to
extend coverage or restrictions on coverage. These doctrines, in other
words, waiver and estoppel, cannot create coverage where none was

provided by the contract in the first place. They cannot operate to
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write coverage for the insured that the insured never purchased from
the carrier.” Boeing Co. v. Aetna Cas. & Sur. Co., No. C86-352WD,
1990 U.S. Dist. LEXIS 20231, at * 16 (W.D. Wash. Apr. 17, 1990).
See also Ledcor Indus. (USA), Inc. v. Mut. of Enumclaw Ins. Co., 150
Whn. App. 1, 11, 206 P.3d 1255 (Wash. Ct. App. 2009) (“estoppel does
not operate to create coverage™). Yet this is precisely what Quellos
asks this Court to do — to create coverage under the excess insuring
agreements ostensibly because the Insurers denied coverage.

Here, because coverage under the excess policies has not
attached, and cannot attach unless and until AISLIC pays the full limit
of its liability, it is irrelevant that Federal and Indian Harbor denied
coverage for one of the POINT Claims back in 2007. This fact does
not permit the Court to rewrite the insuring agreement between
Quellos and its excess carriers.

4. Numerous Courts Have Enforced Similar Requirements
in Excess Policies

Not only did the trial court’s decision comport fully with
Washington law, but it also fits neatly into the mainstream of recent
coverage decisions involving similarly worded exhaustion requirements in
excess D&O or other professional liability policies.

The overwhelming majority of courts construing policies nearly

identical to the Excess Policies have enforced the exhaustion requirement
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strictly, as written, to be an unambiguous limitation of coverage. See
Citigroup, Inc. v. Fed. Ins. Co., 649 F.3d 367, 372 (5th Cir. 2011) (“If
Federal’s coverage attached with a settlement for less than the underlying
insurer’s limits of liability, as Citigroup contends, then the phrase *full
amount’ would be innocuous.”); JP Morgan Chase & Co. v. Indian
Harbor Ins. Co., No. 6461-6462-6463-603766/08, 6466, 2012 N.Y. App.
Div. LEXIS 4627, at *6 (N.Y. App. Div. June 12, 2012) (no coverage
under excess policy that attached only after underlying insurers “shall
have duly admitted liability and shall have paid the full amount of their
respective liability”); Goodyear Tire & Rubber Co. v. Nat'l Union Ins.
Co., No. 5:08-cv-1789, 2011 U.S. Dist. LEXIS 121866, at *10-*12 (N.D.
Ohio, Sept. 19, 2011) (same result analyzing same Federal policy
language at issue here), appeal docketed, Case No. 11-4145 (6" Cir.);
Great Am. Ins. Co. v. Bally Total Fitness Holding Corp., No. 06-4554,
2010 U.S. Dist. LEXIS 61553, at *7 (N.D. IlL. June 22, 2010) (excess
insurance applies only after “insurers of the Underlying Policies shall have
paid, in the applicable legal currency, the full amount of the Underlying
Limit™); Qualcomm, Inc. v. Certain Underwriters at Lloyd's, London, 161
Cal. App. 4th 184, 189, 73 Cal. Rptr. 3d 770 (2008) (excess insurer liable
only after underlying insurers “have paid . . . the full amount of the
Underlying Limit of Liability™); Comerica Inc. v. Zurich Am. Ins. Co., 498

F. Supp. 2d 1019, 1022 (E.D. Mich. 2007) (underlying insurance must be
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exhausted by “actual payment of loss thereunder by the applicable
insurers™).

Notably, these courts all applied state insurance law that, like
Washington’s, requires an insurer to show prejudice to enforce some
conditions precedent to coverage. In this regard, the Washington
decisions featured so prominently in Quellos’ brief, including Oregon
Automobile Insurance Co. v. Salzburg, 85 Wn.2d 372, 535 P.2d 816
(1975), and Public Utility District No. 1 of Klickitat County v.
International Insurance Co., 124 Wn. 2d 789, 881 P.2d 1020 (1994), do
not establish any rule unique to Washington requiring insurer prejudice to
enforce the duty to cooperate. In fact, each state’s laws at issue in the
pertinent cases — Citgroup (Texas), Goodyear (Ohio), Qualcomm
(California), Comerica (Michigan), JP Morgan (1llinois) and Bally Total
Fitness (Illinois) — require an insurer to show material, actual and/or
substantial prejudice to deny coverage based on an insured’s failure to
cooperate. See, e.g., Belz v. Clarendon Am. Ins. Co., 158 Cal. App. 4th
615, 625, 69 Cal. Rptr. 3d 864 (2007) (under California law, an insured’s
breach of a cooperation clause does not excuse the insurer’s performance
unless the insurer can show that it suffered prejudice); Piser v. State Farm
Mut. Auto Ins. Co., 405 111. App. 3d 341, 347, 938 N.E.2d 640, 648 (2010)
(same under Illinois law); Anderson v. Kemper Ins. Co., 128 Mich. App.
249, 253-54, 340 N.W.2d 87, 90 (1983) (same under Michigan law);

Gaston v. Alilstate Ins. Co., No. 4:08-cv-0749, 2008 U.S. Dist. LEXIS
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107996, at *7 (N.D. Ohio July 31, 2008) (same under Ohio law); Crocker
v. Nat'l Union Fire Ins. Co., No. SA-04-CA-0389-RF, 2005 U.S. Dist.
LEXIS 9377, at ¥*10-*12 (W.D. Tex. May 12, 2005) (same under Texas
law).”> Nevertheless, the courts did not require an excess insurer to
establish prejudice in order to enforce clear and unambiguous exhaustion
requirements.

In Citigroup, for example, the insured sought coverage for a
$240 million settlement of certain class action lawsuits from its lender
liability insurers (which had issued a total of $200 million in coverage).
Citigroup, 649 F.3d at 370. The insured, however, like Quellos here,
settled with the primary insurer for less than the full limits of the primary
policy. See id. Applying Texas law, the Fifth Circuit enforced the strict
exhaustion language in each of the excess policies at issue. /d. at 372. For
example, one of the excess policies in Citigroup — much like the Federal
and Indian Harbor policies — provided that coverage attached “in the event
of the exhaustion of all of the limit(s) of liability of such ‘Underlying

Insurance’ solely as a result of payment of loss thereunder.” /d. at 373.

% These states require actual prejudice when an insured breaches other policy conditions
as well, such as late notice in an occurrence-based policy and some claims-made policies,
breach of a voluntary payments provision or breach of a consent to settle provision. See,
e.g., Northwestern Title Sec. Co. v. Flack, 6 Cal. App. 3d 134, 140-41, 85 Cal. Rptr. 693
(1970) (late notice); Pitrway Corp. v. Am. Motorists Ins. Co., 56 11l. App. 3d 338, 346, 70
N.E.2d 1271, 1277 (1977) (breach of voluntary payments provision); Prodigy Commc¢'n
Corp. v. Agric. Excess & Surplus Ins. Co., 288 S.W.3d 374, 382 (Tex. 2009) (late notice);
Hernandez v. Gulf Group Lloyds, 875 S.W.2d 691, 693 (Tex. 1994) (failure to obtain
insurer’s consent to settle); Defrain v. State Farm Mut. Auto. Ins, Co., No. 294505, 2011
Mich. App. LEXIS 453, at *1-2 (Mich. Ct. App. March 10, 2011) (late notice).
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The Fifth Circuit held that this language unequivocally required that “*all’
of the underlying insurer’s limits of liability be exhausted before coverage
attaches.” Id. Because the insured had settled with the primary carrier for
less than its full policy limit, none of the excess policies could be
triggered, and the excess carriers were not obligated to provide coverage
to the insured. /d.

Most recently, a New York appellate court reached the same result
in JP Morgan, where the insured had purchased $175 million in bankers
professional liability insurance and had settled with the primary and
certain excess carriers without obtaining the full policy limits. 2012 N.Y.
App. Div. 4627, at *3-*5. Applying Illinois law, the court enforced the
exhaustion requirements in several different excess policies, which by
their terms provided coverage: (1) “only after all applicable Underlying
Insurance with respect to an Insurance Product has been exhausted by
actual payment under such Underlying Insurance™; (2) “only . . . after the
total amount of the Underlying Limit of Liability has been paid in legal
currency by the insurers of the Underlying Insurance as covered loss
thereunder"; (3) “only after exhaustion of the Underlying Limit solely as a
result of actual payment under the Underlying Insurance™; and (4) “only
when the Underlying Insurer(s) shall have paid or have been held liable to
pay, the full amount of the Underlying Limit(s).” Id. at *7-*8. Following
Citigroup, the court in JP Morgan held that each of these provisions was

unambiguous and precluded the insured from seeking coverage under the
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excess policies without fully exhausting the underlying insurance
coverage. Id. at 6-7.

Likewise, the courts in Qualcomm and Comerica rejected the
insureds’ attempts to cast aside clear exhaustion requirements as
insignificant procedural hurdles. In Qualcomm, the policyholder and the
primary D&O carrier settled with each other for less than the $20 million
primary policy limit, and the insured funded the difference between the
primary insurer’s payment and the excess attachment point. 161 Cal. App.
4th at 190. The court dismissed the insured’s suit against the excess
carrier based on the language in the excess policy, which provided that the
excess insurer “shall be liable to pay only after the insurers under each of
the Underlying Policies have paid . . . the full amount of the Underlying
Limit of Liability.” /d. at 189. Finding this provision unambiguous, the
court held that the policy “cannot have any other reasonable meaning than
actual payment of no less than the $20 million underlying limit.” /d. at
195; see also Comerica, 498 F. Supp. 2d at 1032 (finding that the excess
policy unambiguously “require[d] that the primary insurance be exhausted
or depleted by the actual payment of losses by the underlying insurer.
Payments by the insured to fill the gap, settlements that extinguish liability
up to the primary insurer’s limits, and agreements to give the excess
insurer ‘credit’ against a judgment or settlement up to the primary

insurer’s liability limit are not the same as actual payment.”).
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These cases are fully consistent with Division Three’s decision in
Rees and with trial court decisions applying Washington law in Kalama,
supra, and Northwest Steel Rolling Mills, Inc. v. Fireman’s Fund
Insurance Co., No. C86-376WD, 1991 U.S. Dist. LEXIS 20984 (W.D.
Wash. Jan. 16, 1991). As discussed above, Rees held that an excess
carrier’s obligation to pay “begins when, and only when, the limits of the
primary insurance policy are exhausted,” 77 Wn. App. at 719; and Kalama
made clear that “/h]ow a policy can be exhausted requires interpretation
and construction of the language™ at issue. 1995 WL 17015061, at *2-*5
(emphasis added). In Kalama and Northwest Steel, however, the policies
did not contain any specific exhaustion language, leading the courts to
deem the policies ambiguous as to whether the underlying insurer was
required to pay the full policy limit. See Kalama, 1995 WL 17015061, at
*4-*5 (finding that “no insurance policy provision [in the excess policy] . .
. require[d] that only the underlying insurer pay the full limits as a
condition precedent to reach the excess coverage™) (emphasis in original);
id. at *4 (noting that, in Northwest Steel, “where the policy did not define
‘exhaustion,” any ambiguity is not associated with the word itself, but
rather with how exhaustion can be achieved”).! Of course, an altogether

different result is warranted here, where no such ambiguity exists.

% This same ambiguity appears in the “scores” of cases cited in Quellos’ brief (at p. 33-34
and n.6), including Zeig v. Massachusetts Bonding & Insurance Co., 23 F.2d 665 (2d Cir.
1928), and its progeny. See Stargatt v. Fid. & Cas. Co. of N.Y., 67 F.R.D. 689, 690-91
(D. Del. 1975) (following Zeig where excess policy stated that it attached *“*only when
the primary policy ... has been exhausted,”” and the term exhausted was not further
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In short, no principle of Washington law prevents excess insurers
from writing more restrictive excess coverage with the reasonable
expectation that clear exhaustion requirements will be enforced in the
courts. The cases cited by Quellos only reinforce this conclusion. See
Zeig, 23 F.2d at 666 (recognizing that “parties could impose such a
condition precedent to liability upon the policy, if they chose to do so™);
Trinity Homes LLC v. Ohio Cas. Ins. Co., 629 F.3d 653, 658-59 (7th Cir.
2010) (following Zeig in a case where excess policy “d[id] not clearly
provide that the full limit must be paid out by the [primary] insurer alone”
and noting that the insurer “could have used similarly clear language in its
policy” like the insurers in Qualcomm and Comerica).

For these additional reasons, the trial court’s decision should be

affirmed.

defined or explained); Reliance Ins. Co. v. Transamerica Ins. Co., 826 So. 2d 998, 999
(Fla. Dist. Ct. App. 2001) (similar); Elliot Co. v. Liberty Mut. Ins. Co., 434 F. Supp. 2d
483, 500 (N.D. Ohio 2006) (analogizing to Zeig where another insured, as opposed to an
excess carrier, contested exhaustion of multiple primary policies through payments that
would exceed the policy limits); Teigen v. Jelco of Wise., Inc., 367 N.W.2d 806, 809
(Wis. 1985) (allowing claimant injured in motorcycle accident to proceed against
defendant’s excess insurer after settling with the primary carrier without mentioning, let
alone analyzing, the excess language). Indeed, some of these cases did not involve true
excess policies at all. See Drake v. Ryan, 514 N.W.2d 785, 789 (Minn. 1994) (allowing
insured to settle with one primary carrier and proceed against second, which was a
“standard automobile policy™); Siligato v. Welch, 607 F. Supp. 743, 747 (D. Conn. 1985)
(allowing injured claimant to proceed against second automobile carrier after settling
with another automobile carrier for less than its limit; second policy was not a true
umbrella or excess policy); Allstate Ins. Co. v. Riverside Ins. Co. of Am., 509 F. Supp. 43,
48 (E.D. Mich. 1981) (similar).
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C. The Trial Court Properly Found in the Alternative that the
Insurers Established Material and Substantial Prejudice from
Quellos’ Below-Limits Settlement with AISLIC

Quellos challenges the trial court’s alternative finding that the
exhaustion requirements were material, and that Quellos’ below-limits
settlement with AISLIC caused the Insurers actual and substantial
prejudice. Although this Court is not required to reach the issue — because
prejudice is irrelevant when an insured fails to establish coverage under
the insuring agreement — the trial court’s ruling should be affirmed on this

alternative basis as well.

To begin with, the exhaustion requirements in the Excess
Policies are material to the Insurers, for the reasons stated in the
preceding sections. Indeed, the court in Comerica, supra, rejected the
assertion now made by Quellos that an excess insurer has no material
interest in whether the underlying insurer pays the full amount of its
policy limits or the policyholder pays that amount, as long as the
excess insurer’s obligations attach at the same point. As explained in
Comerica:

Comerica [the insured| had a fundamental disagreement with
its primary insurer as to whether Federal [the primary carrier]
was liable for any amount of the settlement. .. Comerica
could have litigated its dispute with Federal, which of course
would have involved the risk of losing all coverage for the
securities liability; but it also could have resulted in a finding
that Federal was liable for the entire $20 million, i[n] which
case Zurich’s [the excess] coverage would have been

triggered. Comerica seeks the certainty that its settlement
brought and the benefit of coverage from its excess carrier as if
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it had won its dispute with the primary insurer, despite
language in the excess policy to the contrary. No public policy
argument says that Comerica may have its cake and eat it too.

Comerica, 498 F. Supp. 2d at 1032; see also Ind. Gas. Co. v. Aetna Cas. &
Sur. Co., 951 F. Supp. 811, 814 (N.D. Ind. 1996) (“a settlement for less
than the primary limit that imposed liability on the excess carrier would
remove the incentive of the primary insurer to defend in good faith”)
(citation omitted), rev'd on other grounds, 141 F.3d 314 (7th Cir. 1998).”
Furthermore, the Insurers have suffered prejudice in fact from
Quellos’ unilateral decision to release AISLIC without payment of the
primary policy limit. As the court in Goodyear recognized, excess carriers
agree to insure only those risks set forth in the insuring agreement of the
excess policy and price their premiums accordingly. As such, “the
potential exposure of an excess insurance provider and the triggering point
of that exposure inform the calculus used in setting the premiums the
insured will be charged. . .. Here, Federal’s expectation was a triggering
point of $15 million plus the $5 million self-insured retention. Federal
based the premium it charged Goodyear on that expectation, not some
lesser amount. Therefore, Federal has suffered real prejudice.” Goodyear,

2011 U.S. Dist. LEXIS 121866, at *11.

* Of the supposedly “scores” of cases contrary to this point (Quellos Br. at 33-34 & n.6),
not one involved specific exhaustion language such as that appearing in the Excess
Policies. See supra note 4, at pp. 31-32. Evidently, actual exhaustion by the underlying
insurers was not material to those insurers because they did not choose to make it part of
the basic insuring agreement. The same cannot be said of the Insurers here.
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In fact, the premiums paid here for the Excess Policies underscore
the limited nature of the excess coverage and the far greater risks assumed
by the primary carrier and typically maintained until exhaustion. Whereas
Quellos paid $1.2 million for AISLIC’s $10 million primary limit, it paid
just half that ($600,000) for the additional $10 million provided in
Federal’s first-layer excess policy. See CP 210-11. Then, for $950,000,
Quellos secured twice as much excess coverage — $20 million — from
Indian Harbor. CP 211.

This reduced premium reflects the fact that Indian Harbor and
Federal, as excess carriers, pay only when the insured’s covered losses
exceed the underlying limits. Generally speaking, a primary insurer will
pay its full policy limit only if it determines that the insured actually
incurred covered losses in that amount as a result of a judgment or
settlement. On the other hand, the primary insurer’s determination that it
should rot pay its full limit implies that the insured, in fact, has not
incurred covered loss equal to that limit. Enforcing the strict exhaustion
provisions in the excess policies shields Indian Harbor and Federal from
coverage disputes that should not trigger the excess coverage, and also
prevents the insured (and primary carrier) from shifting risk to the excess
carriers that properly should be borne by the primary carrier.

Applying these general principles here, the settlement between
Quellos and AISLIC for less than half the Primary Policy limit

indicates that AISLIC did not believe that Quellos’ covered losses
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actually exceeded $12.5 million (the $2.5 million self-insured
retention plus the $10 million Primary Policy limit). To the Excess
Carriers, it is important who determines that the covered losses exceed
$12.5 million, i.e., it matters that AISLIC as the primary carrier — as
opposed to Quellos as the insured — makes this critical, coverage-
triggering decision. As such, the excess carriers contracted with
Quellos for the primary carrier to pay its full policy limit before the
excess coverage can be reached. This requirement has nothing to do
with securing a windfall for the Insurers and everything to do with
ensuring that, as a prerequisite to excess coverage, Quellos has
incurred covered loss that exhausts the retention and the AISLIC
Primary Policy limit.

The attachment point language in the excess policies takes on
particular significance where, as here, all of the insurance carriers
disputed whether Quellos’ POINT losses are covered. Quellos asserts
that the Insurers are no worse off because they are not required to drop
down and fill the gap left between the AISLIC settlement and the
policy limit. See Br. at 19. But this argument ignores the fact that the
below-limits settlement means that Quellos and AISLIC could not
agree that Quellos suffered covered loss up to the amount of the
Primary Policy limit. Indeed, AISLIC paid no additional money in the
settlement beyond the amount it paid long before this coverage lawsuit

was filed. Quellos cannot now “fill the gap”™ with non-covered loss.
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Quellos may argue that its settlement with AISLIC should not be
viewed as an admission; regardless, both the Indian Harbor and
Federal Excess Policies plainly require actual payment of the entire
$10 million AISLIC Primary Policy limit. The excess coverage
attaches only after the underlying insurance has been paid by the
underlying insurers. Pursuant to the insuring agreement and related
exhaustion provisions in the Excess Policies, Indian Harbor and
Federal contracted for the right to be relieved of the burden of
litigating whether Quellos incurred covered loss beneath the
attachment point of the Excess Policies. Cf. Polygon, 143 Wn. App.
at 775 (“Washington law does not, in fact, force insurers to pay for
losses that they have not contracted to insure™).

Finally, Quellos’ “no prejudice™ argument also ignores the fact
that its settlement with AISLIC has not resolved any issues in the
coverage litigation. Having settled with AISLIC, Quellos must
litigate the same POINT-related coverage issues with the excess
carriers. See Federal’s brief (raising various provisions in the AISLIC
Primary Policy that preclude coverage for the POINT Claims). While
the defendants are one fewer in number, the coverage issues remain
exactly the same, even with AISLIC dismissed from the case. As
such, invalidating the attachment point and exhaustion language in the
excess policies would require the Insurers to litigate coverage issues

that otherwise would be advanced by AISLIC as the primary carrier.
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Because the Insurers suffered actual prejudice when Quellos
released AISLIC without exhausting the Primary Policy limit, the trial

court’s decision should be affirmed on its alternative basis.

D. Enforcing the Plain Meaning of the Excess Insuring
Agreements Is Not “Absurd,” Nor Does Public Policy Displace
the Parties’ Freedom of Contract

1 Quellos’ Subjective Expectations Regarding the Excess
Coverage Cannot Supplant the Plain Contract
Language

Quellos insists that the trial court ignored “special
considerations” for interpreting insurance policies when it enforced all
of the policy terms, including the unambiguous exhaustion
requirements in the excess insuring agreements. See Br. at 36.
Because enforcing unambiguous contract language is the court’s
principal task when interpreting insurance policies, the trial court’s
decision works neither a forfeiture nor an injustice to Quellos. Any
perceived injustice instead flows from Quellos” informed decision to
settle with its primary carrier for less than its full limit.

As discussed above (at 13-14), Washington courts enforce
insurance policies as contracts, meaning that the court will give effect
to the parties’ mutual intent as objectively manifested in the policy
language. See Quadrant, 154 Wn.2d at 171; Certain Underwriters,

161 Wn. App. at 278. The insured’s subjective, unilateral intent is
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irrelevant and “cannot override the plain language of the contract.
Quadrant, 154 Wn.2d at 172. As such, Quellos’ subjective views
about the “purpose” of excess coverage (see Br. at 36-37) cannot
displace the actual contract terms employed in the Excess Policies,
including the excess insuring agreements.

Contrary to Quellos’ contention (Br. at 36), the Washington
Supreme Court’s decision in Oregon Automobile Insurance Co. v.
Salzberg, 85 Wn. 2d 372, 535 P.2d 816 (1975), does not undermine
these bedrock legal principles. Rather, in Salzberg, the court followed
many other states in abolishing the formal distinction between
“conditions precedent” and mere “covenants” and holding that an
insurer must show prejudice before denying coverage for breach of the
cooperation condition. /d. at 376-77. The court’s discussion of the
supposed “risk spreading theory” of insurance was appropriate for the
automobile policy at issue there — which the Legislature makes
mandatory to protect the public — but does not in any way suggest that
this Court should alter the plain terms of contracts entered into freely
by a sophisticated commercial entity like Quellos.

Quellos also relies on Morgan v. Prudential Insurance
Company of America, 86 Wn.2d 432, 545 P.2d 1193 (1976), but this

case actually supports the trial court’s decision below. In Morgan, the
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Washington Supreme Court interpreted a life insurance policy
providing benefits for the insured’s “loss by severance of both hands
at or above the wrists.” The insurance company denied coverage for a
claim where the insured permanently severed several fingers on each
hand and a significant portion of each thumb, resulting in complete
loss of use of both hands. /d. at 433-34. According to the court, the
policy by its terms did not require complete anatomical severance of
the hands, as distinct from a severance of a substantial part of the
hands resulting in loss of use. Rather, coverage under the policy
depended on (1) severance of the hands “at or above the wrists,” and
(2) “loss of both hands,” at least in function. /d. at 437. As such, the
policy language in Morgan supported the result urged by the insured
without contorting the plain meaning or reading certain provisions out
of the policy.

Put differently, the insurer in Morgan was asking the court to
read additional terms into the insuring agreement requiring complete
anatomical severance of the insured’s hands, whereas the court was
constrained to apply just the language appearing in the policy. This is
no different from what the trial court did here, where the Insurers were
unmistakably clear in specifying in the insuring agreement (1) the one

and “enly” way excess coverage may attach, (2) how much of the
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underlying insurance needs to be paid first (all of it), and (3) by whom
the coverage-triggering losses must be paid (the underlying insurer).

Quellos also is wrong to suggest that construing the Indian
Harbor Excess Policy or Federal Excess Policy as a whole renders the
exhaustion provisions absurd or nonsensical. Although Quellos
contends that it simply could have foregone purchasing primary
coverage altogether and self-insured for the $10 million in primary
coverage (Br. at 39), there is not a shred of evidence to suggest that
Federal or Indian Harbor would have issued excess coverage without
the protections of an underlying primary carrier. Furthermore,
nothing in the “maintenance of underlying insurance” provisions
purports to give the insured the right to let the primary policy lapse, or
otherwise change the basic requirement in the insuring agreement that
all underlying insurance limits must be paid in full. See JP Morgan,
2011 N.Y. Misc. LEXIS 2767, at *11 (rejecting similar argument by
insured and noting that this “excess insurance language . . . pertains to
the solvency of the underlying insurer, a circumstance that is not at
issue here”) (internal citations omitted).

The point is that Quellos” hypothetical arguments for absurdity
bear no relation to the facts of this case. Here, Quellos freely

contracted with Federal and Indian Harbor for excess coverage with
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highly specific — not “standardized” — attachment point language, and
just as freely settled with AISLIC while understanding the risk of not
fully exhausting the primary coverage. There is nothing absurd or
unfair about reaching the result spelled out in the Excess Policies and
finding that these policies do not attach under the facts of this case.

2. No Washington Public Policy Precludes Excess Insurers
From Limiting the Scope of Excess Coverage By
Requiring Complete Exhaustion of Underlying
Insurance

Quellos argues that Washington’s public policy favoring
settlement trumps the unambiguous policy language requiring
exhaustion by full payment by the underlying insurers. This suggests
that sophisticated commercial entities like Quellos and the Insurers
never could contract for excess coverage triggered only by the
underlying insurer’s actual payment of its full limit of liability. There
is not a shred of law or logic to support this result.

In declining to recognize a public policy exception in this context,
the trial court followed black letter Washington law. Absent a legislative
statement of public policy, Washington courts strictly enforce
unambiguous coverage limitations. See Am. Home Assur. Co. v. Cohen,
124 Wn.2d 865, 875, 881 P.2d 1001 (1994) (“Because public policy is
generally determined by the Legislature and expressed through statutory
provisions, the proper starting place for a public policy analysis is in

applicable legislation™); Daley v. Allstate Ins. Co., 135 Wn.2d 777, 790,
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958 P.2d 990 (1998) (*Public policy, as a rule, is recognized by the courts
of this state when the Legislature has acted, and not before™) (emphasis
omitted). For this reason, Washington courts have only invoked public
policy to invalidate clear contract terms in two well defined areas where
the court “found a legislative expression favoring financial compensation
for injuries suffered by innocent victims of automobile accidents,”
namely, uninsured motorist insurance (UIM) coverage authorized under
RCW 48.22.030 and the Financial Responsibility Act, RCW ch. 46.29.
Cohen, 124 Wn.2d at 874 (citations omitted). The courts’ hesitation to
recognize public policy limitations beyond these two limited areas has
held true “even though [the contract] terms may be harsh and [their]
necessity doubtful.” See State Farm Gen. Ins. Co. v. Emerson, 102 Wn.
2d 477, 483, 687 P.2d 1139 (1984); accord Allstate Ins. Co. v. Raynor, 93
Wn. App. 484, 499, 969 P.2d 510 (1999) (“Although the Washington
Supreme Court has occasionally questioned the wisdom of certain
exclusionary clauses, ‘it has rarely invoked public policy to limit or void
express terms in an insurance contract even when those terms seem
unnecessary or harsh in their effect’”) (citing Cary v. Allstate Ins. Co., 130

Wn.2d 335, 340, 922 P.2d 1335 (1996)).

These considerations are dispositive here, where Quellos is not
claiming that the Legislature requires companies to purchase excess

D&O insurance for the benefit of potential fraud victims, or that the
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Legislature otherwise has acted to preclude excess D&O insurers from
limiting the scope of coverage provided to their corporate insureds.
Instead, Quellos is relying on the Washington Supreme Court’s
general observations about public policy and settlements in an attempt
to circumvent the plain language of the Excess Policies.

Even if this Court were to look beyond the lack of legislative
action in this context, Quellos cannot prevail. None of the
Washington cases cited in Quellos’ brief (at 36-41) purport to re-write
the parties’ contracts or otherwise invalidate clear language limiting
the risk assumed in an insuring agreement. It is not difficult to see
why the Washington Supreme Court would invoke public policy to
limit a common law principle that no longer serves a useful purpose in
today’s commercial setting. See Seafirst Ltd. P'ship v. Erickson, 127
Wn.2d 355, 364, 898 P.2d 299 (1995) (abrogating the “ancient rule of
discharge” in settlements involving joint contractual obligations).’
But no Washington case has cited a supposed public policy favoring

settlement as a reason to reform an unambiguous contract, like the

® See also City of Seattle v. Blume, 134 Wn.2d 243, 258-60, 947 P.2d 223, 230-31 (1997)
(abrogating “independent business judgment rule,” which recognizes failure to exhaust
administrative remedies as a bar to tort claims, because the rule tends to chill mitigation
and settlement); Am. Safety Cas. Ins. Co. v. Olympia, 162 Wn.2d 762, 772, 174 P.3d 54,
59 (2007) (rejecting argument that City impliedly waived contractual rights by
participating in settlement negotiations); Haller v. Wallis, 89 Wn.2d 539, 545, 573 P.2d
1306 (1978) (upholding guardian’s settlement on behalf of ward in part because “‘the law
favors amicable settlement of disputes and is inclined to clothe them with finality™).
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excess policies here, freely entered into between sophisticated
business entities.

Quellos’ resort to public policy arguments is particularly
dubious here, where the market has addressed the very issues Quellos
raises. Quellos certainly could have purchased excess coverage
allowing it to fill the gap left by a below-limits settlement, as was
done here. For example, in 2004, Indian Harbor offered in the market
an endorsement to amend Section I1I(C) of the Indian Harbor Excess
Policy to allow the insured to fill the gap left by an insolvent insurer
(or for other reasons). See CP 216-18 (emphasis added). If Quellos
was not familiar with this type of “gap filling” endorsement, then it
could have asked its national insurance broker, Frank Crystal & Co.,
about the available coverage. See CP 48. Moreover, in the years
since 2004, this kind of “gap filling” endorsement has become widely
available in the marketplace. See Kevin LaCroix, The D&O Diary,
June 14, 2012 (“In recent years, and in large part as a reaction to these
cases, excess carriers increasingly have been willing to provide
language that allows the excess carriers’ payment obligations to be
triggered regardless whether the underlying amounts were paid by the
underlying insurer or by the insured”), available at

http://www.dandodiary.com/2012/06/articles/d-o-insurance/ny-
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appellate-court-excess-insurers-off-the-hook-where-it-cant-be-
determined-if-underlying-insurance-exhausted/.

With a vibrant insurance market inhabited by sophisticated
insurers, policyholders and brokers, there is simply no reason for the
Court to invoke public policy to supplant the plain contract language.
The point — recognized by the trial court — is not that the Excess
Policies are entitled to different treatment than other insurance
policies because they were negotiated by sophisticated parties. The
point is simply that Quellos is asking this Court to wield its equitable
powers to invalidate clear contract language and to re-write the
parties’ contract based on public policy. Certainly, the Court is
entitled to consider the market realities when determining whether to
step in and act when the Legislature has not done so. Cf. Northwest
Airlines v. Hughes Air Corp., 37 Wn. App. 344, 348-49, 679 P.2d 968
(1984) (holding that public policy considerations did not override
freedom of contract principles where the parties “stand upon equal
terms and the indemnification provision relates exclusively to their
private affairs without affecting the [public]”).

Last, Quellos attempts to argue (again) that the trial court
ignored the “overwhelming™ majority of cases nationwide on the

exhaustion issue. As shown above (at 31-32), this argument cannot

46



stand when, in fact, these cases involved different policy language that
did not define the manner in which the primary coverage must be
exhausted. As the trial court recognized, the clarity of the excess
policy language — and not public policy considerations — is the real
point of distinction between Zeig and its progeny, cited extensively in
Quellos’ brief, and the recent cases addressing the underlying
exhaustion issue with excess policies like the ones here. See supra at
25-28.

Although Quellos makes passing reference to these cases in its
brief, it does not fairly confront their holdings. As discussed in detail
above, these holdings fit neatly with Washington law and the facts of
this case. In contrast, the two cases cited in Quellos’ brief are
distinguishable both procedurally and substantively. See Pereira v.
Nat’l Union Fire Ins. Co. of Pittsburgh, PA, No. 04-Civ-1134 LTS,
2006 U.S. Dist. LEXIS 49263 (S.D.N.Y. July 12, 2006); HLTH Corp.
v. Agric. Excess & Surplus Ins. Co., No. 07C-09-102 RRC, 2008 Del.
Super. LEXIS 280 (Del. Super. Ct. July 31, 2008). Moreover, neither
case allowed the policyholder to fill a gap left by its voluntary, below-
limits settlement with the primary carrier.

In HLTH Corp. v. Agricultural Excess & Surplus Insurance

Company, the underlying insurers, in fact, had paid their full limits,
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and therefore any discussion of the excess policy language ultimately
was dicta. 2008 Del. Super. LEXIS 280 (Del. Super. Ct. July 31,
2008). In that case, Federal issued a policy excess of a $10 million
primary policy issued by National Union and a $10 million first-
excess policy issued by Great American. The plaintiffs sought partial
summary judgment ordering Federal to advance defense costs while
the underlying action was ongoing. In response, Federal argued that
fact issues precluded summary judgment because the plaintiffs had not
shown the underlying policies were exhausted. /d. at *23-*24. The
plaintiffs later disclosed, however, that borh underlying insurers had
paid their full limits of liability. /d. at *14-*15. Thus, the exhaustion
issue was moot. Furthermore, when Federal raised the exhaustion
issue, it raised no other coverage issues other than allocation. In other
words, Federal did not dispute coverage for at least some of the
insured’s claimed losses. In these circumstances, the court deemed it
“unfair[]” to allow the excess insurers “to avoid payment on an
otherwise undisputedly legitimate claim” because of an exhaustion
provision. /d. at *47 (emphasis added); see also id. at *38-*39 (“all
three towers of insurance have some amount of contractually viable
claims that have triggered them™). Here, on the other hand, the

insurers vigorously dispute coverage. See generally Federal’s
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separate brief. Where, as here, coverage is hotly disputed, it is unfair
to say that an excess insurer’s only motivation for insisting on
compliance with its exhaustion provision is to deter settlement
between the primary carrier and the insured. Comerica, 498 F. Supp.
2d at 1032.

In the second case, Pereira v. National Union Fire Insurance
Company of Pittsburgh, PA, the first layer excess carrier was in
liquidation and unable to pay. 2006 U.S. Dist. LEXIS 49263, at *24.
Without analyzing the excess policy language, the court in Pereira
followed the Zeig result of allowing the insured to make up the
difference left by the insolvent underlying insurer. See id. at *25-*26.
Here, of course, Quellos released a fully solvent carrier, AISLIC, from
its alleged coverage obligations.

In any event, these two cases, Pereira and HLTH, are contrary
to Washington law, which enforces “clear and unambiguous language
... aswritten.” Moeller v. Farmers Ins. Co., 155 Wn. App. 133, 141,
229 P.3d 857 (2010); accord Qualcomm, 161 Cal. App. 4th at 200
(“Because we are bound by the policy language before us,
Qualcomm’s citation to the numerous authorities for their results as
opposed to their analysis is unpersuasive.”). Here, both Excess

Policies similarly are unambiguous in stating that the underlying
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insurers must pay their total limits in order for the excess policies to
attach. Quellos therefore should not be permitted under supposed
principles of public policy to “fill the gap” in an attempt to trigger the

Excess Policy.

In short, public policy does not support altering the terms of an
unambiguous excess insurance policy to suit the interests of an insured
who cannot convince its primary carrier to pay its full policy limits.
Quellos, in fact, had plenty of options. It could have negotiated a different
excess policy in the first place, one which was less restrictive about
exhausting the underlying insurance. It could have continued to litigate
the coverage issues with the primary carrier together with the excess
insurers. Or it could have attempted to negotiate a global settlement with
all the carriers. However, under the Excess Policies it purchased, Quellos
did not have the option to take less than the full policy limit from the

primary carrier if it wanted also to access the excess coverage.

VII. CONCLUSION

For the reasons set forth above, Indian Harbor respectfully requests
that this Court AFFIRM the trial court’s dismissal of Quellos’ claims

against the Insurers on summary judgment.

50



DATED this 3" day of August, 2012.

BULLIVANT HOUSER BAILEY PC

By itk 7 (iprs’

Jerret E. Sale, WSBA #14101
Deborah L. Carstens, WSBA #17494

Attorney for Respondent and Cross-Appellant

Indian Harbor Insurance Company

TROUTMAN SANDERS LLP

By s (K (Pwbors Y

Leslie S. Ahari (pro hac vice)
Gabriela Richeimer (pro hac vice)

Attorney for Respondent and Cross-Appellant
Indian Harbor Insurance Company

51



CERTIFICATE OF SERVICE

The undersigned certifies that on this 31 day of August,

2012, I caused the foregoing to be served to:

Paul E. Fogarty []  viahand delivery.
Dearmin Fogarty, PLLC X]  via first class mail.

600 Stewart Street, Ste. 1200  [X via e-mail.

Seattle, WA 98101 pfogarty(@dearminfogarty.com

Attorney for Plaintiff
Quellos Group

Barry J. Fleishman [[]  viahand delivery.
Helen K. Michael via first class mail.
Eric M. Gold § via e-mail.
Kilpatrick Townsend & eishman@kilpatricktownsend.com
Stockton LLP Hmichael@kilpatrickstockton.com
607 14th St.,, NW Egold@kilpatricktownsend.com 4
Ste. 900 piXe
Washington DC 20005 =
Pro Hac Attorneys for
Plaintiff Quellos Group

=
Mark T. McMaster ] via hand delivery. o
Kilpatrick Townsend & via first class mail.
Stockton LLP via e-mail.
1420 Fifth Ave. mmemaster@kilpatricktownsend.com

Suite 4400

Seattle, WA 98101
Attorneys for Plaintiff
Quellos Group

52



Wilson Smith Cochran via first class mail.
Dickerson Pl via e-mail.

901 Fifth Ave., Ste. 1700 wilson@wscd.com
Seattle, WA 98164

Attorneys for Defendant

Federal Ins. Co.

John D. Wilson Jr. % via hand delivery.

Daniel J. Standish (]  viahand delivery.
Gary P. Seligman % via first class mail.
Wiley Rein LLP via e-mail.

1776 K St. NW dstandish@wileyrein.com
Washington DC 20006 gseligman@wileyrein.com

Pro Hac Attorneys for
Defendant Federal Ins. Co.

I declare under penalty of perjury under the laws of the

state of Washington this 3™ day of August, 2012, at Seattle,

Q@\ oy NS

racy Horan

Washington.

13838602.1

53



No. 68478-7

COURT OF APPEALS, DIVISION I
STATE OF WASHINGTON

QUELLOS GROUP, LLC, Appellant/Cross Respondent,
V.

FEDERAL INSURANCE COMPANY; INDIAN HARBOR
INSURANCE COMPANY, Respondents/Cross Appellants,

and

NUTMEG INSURANCE COMPANY,

Defendant.
APPENDIX TO BRIEF OF RESPONDENT AND O
CROSS-APPELLANT INDIAN HARBOR §j’; ~:-—

INSURANCE COMPANY il =

Jerret E. Sale, WSBA #14101 Leslie S. Ahari (pro hac vice) - -
Deborah Carstens, WSBA #17494 Gabriela Richeimer (pro hac vice) §
BULLIVANT HOUSER BAILEY PC TROUTMAN SANDERS LLPé—:
1601 Fifth Avenue, Suite 2300 401 Ninth Street NW, Suite 1000
Seattle, Washington 98101-1618 Washington, DC 20004

Telephone: 206.292.8930 Telephone: 202.274.2950
Facsimile: 206.386.5130 Facsimile: 202.274.2994

Counsel for Respondent and Cross-Appellant Indian Harbor Insurance
Company and Cross-Appellant
Indian Harbor Insurance Company

ORIGINAL



TABLE OF OUT OF STATE CASES

Boeing Co. v. Aetna Cas. & Sur. Co.,
No. C86-352WD, 1990 U.S. Dist. LEXIS 20231 (W.D. Wash.
Apr. 17, 1990)

Crocker v. Nat’l Union Fire Ins. Co.,
No. SA-04-CA-0389-RF, 2005 U.S. Dist. LEXIS 9377 (W.D.
Tex. May 12, 2005)

Defrain v. State Farm Mut. Auto. Ins. Co.,
No. 294505, 2011 Mich. App. LEXIS 453 (Mich. Ct. App.
March 10, 2011)

Gaston v. Allstate Ins. Co.,
No. 4:08-cv-0749, 2008 U.S. Dist. LEXIS 107996 (N.D. Ohio
July 31, 2008)

Goodyear Tire & Rubber Co. v. Nat'l Union Ins. Co.,
No. 5:08-cv-1789, 2011 U.S. Dist. LEXIS 121866 (N.D. Ohio,
Sept. 19, 2011), appeal docketed, Case No. 11-4145 (6™ Cir.)

Great Am. Ins. Co. v. Bally Total Fitness Holding Corp.,
No. 06-4554, 2010 U.S. Dist. LEXIS 61553 (N.D. Ill. June 22,
2010)

HLTH Corp. v. Agric. Excess & Surplus Ins. Co.,
No. 07C-09-102 RRC, 2008 Del. Super. LEXIS 280 (Del.
Super. Ct. July 31, 2008)

JP Morgan Chase & Co. v. Indian Harbor Ins. Co.,
No. 6461-6462-6463-603766/08

Kalama Chem., Inc. v. Allianz Ins. Co.,

No. 90-2-05011-4, 1995 WL 17015061 (Wash. Super. Ct. Aug.

14, 1995)

Moody v. Am. Guar. & Liab. Ins. Co.,
No. C10-01102-RSM, 2011 U.S. Dist. LEXIS 38024 (W.D.
Wash. Apr. 7, 2011)

Tab



Northwest Steel Rolling Mills, Inc. v. Fireman's Fund Ins. Co.,
No. C86-376WD, 1991 U.S. Dist. LEXIS 20984 (W.D. Wash.
Jan. 16, 1991)

Pereira v. Nat'l Union Fire Ins. Co. of Pittsburgh, PA,
No. 04-Civ-1134 LTS, 2006 U.S. Dist. LEXIS 49263
(S.D.N.Y. July 12, 2006)

Westport Ins. Co. v. Markham Group, Inc.,
403 Fed. App’x 264 (9th Cir. Nov. 17, 2010)

Kevin LaCroix, The D&O Diary,
June 14, 2012, available at
http://www.dandodiary.com/2012/06/articles/d-o-insurance/ny-
appellate-court-excess-insurers-off-the-hook-where-it-cant-be-
determined-if-underlying-insurance-exhausted/




CERTIFICATE OF SERVICE

The undersigned certifies that on this : day of August, 2012, 1

caused the foregoing to be served to:

Paul E. Fogarty
Mary Przekop

Dearmin Fogarty, PLLC

600 Stewart Street, Ste.
1200

Seattle, WA 98101
Attorney for Quellos
Group

Barry J. Fleishman
Helen K. Michael

Eric M. Gold
Kilpatrick Townsend.
607 14th St., NW

Ste. 900

Washington DC 20005
Attorneys for Quellos
Group, admitted pro
hac vice

Mark T. McMaster
Kilpatrick Townsend
1420 Fifth Ave.

Suite 4400

Seattle, WA 98101
Attorneys for Quellos
Group

[] viahand delivery.
>4 via first class mail.

via e-mail.
pfogarty@dearminfogarty.com
mprzekop@dearminfogarty.com

[] viahand delivery.
% via first class mail.

via e-mail.
Bfleishman@kilpatricktownsend.com
Hmichael@kilpatrickstockton.com
Egold@kilpatricktownsend.com

[ ] viahand delivery.
via first class mail.
% via e-mail.

mmcmaster@kilpatricktownsend.com



Brian Epps

Kilpatrick Townsend
690 Broad St., Ste. 1400
Wells Fargo Bank Bldg.
Augusta, GA 30901
Attorneys for Quellos
Group, admitted pro
hac vice

Alfred E. Donohue
John D. Wilson, Jr.
Wilson Smith, et al.
901 Fifth Ave,

Ste. 1700

Seattle, WA 98164
Attorneys for Federal
Ins. Co.

Gary P. Seligman
Wiley Rein LLP

1776 K St. NW
Washington, DC 20006
Attorneys for Federal
Ins. Co., admitted pro
hac vice

[] viahand delivery.
K] via first class mail.
[ﬂ via e-mail.

bepps@kilpatricktownsend.com

[] viahand delivery.
]  via first class mail.
via e-mail.
donohue@wscd.com
wilson@wscd.com

[] viahand delivery.

via first class mail.
via e-mail.

gseligman@wileyrein.com

[ declare under penalty of perjury under the laws of the state of

Washington this 2L day of August, 2012, at Seattle, Washington.

13838719.1

(Do N

Tracy Horan \)



® . L]
@ LexisNexis’

Page |

THE BOEING COMPANY, Plaintiff, v. AETNA CASUALTY & SURETY COM-
PANY, et al., Defendants.

No. C86-352WD

UNITED STATES DISTRICT COURT FOR THE WESTERN DISTRICT OF
WASHINGTON, AT SEATTLE

1990 U.S. Dist. LEXIS 20231

April 17, 1990, Filed

JUDGES: [*1] DWYER
CPINION BY: WILLIAM L. DWYER

OPINION

COURT'S ORAL DECISION on motions for sum-
mary judgment in the above-entitled and -numbered
cause, by the Honorable William L. Dwyer, Judge of the
United States District Court for the Western District of
Washington, at 3 o'clock p.m., April 16, 1990.

THE COURT: I am about to give the oral decision
that was promised last week. There is a large roomful of
people here and there are also counsel on the telephone.
If anybody in the room begins to find anything I am say-
ing hard to hear, please raise your hand and I will keep
an eye out for you. And if counsel on the telephone have
any difficulty hearing, please speak up.

Now, in this case the Boeing Company seeks in-
demnification from its liability insurance carriers for
environmental cleanup costs it has paid or will pay under
the federal statute that is referred to as CERCLA. There
are two toxic waste disposal sites involved, the Queen
City Farms site and the Western Processing site. It is
estimated that Boeing deposited about 24 million gallons
of toxic wastes into pits on these two sites, that figure
being the total for the two, over a period of about twenty
years. It is claimed that property damage occurred [*2]
in the form of contamination when toxic wastes leached
into the soil and ground water.

There are many policies and insureds involved in
Boeing's liability coverage over the span of years cov-
ered by the evidence in this case. Most of the questions
that have been raised are common to all the policies and

all the time periods. Another common feature is that the
law of the state of Washington, the forum state, applies
to the questions to be decided today.

One question has been answered by the Washington
Supreme Court, that is, whether these cleanup costs con-
stitute damages within the meaning of the insurance pol-
icies. That question was certified by this Court to the
Washington Supreme Court because of the basic impor-
tance of the question to this case and numerous other
cases, and because of the lack at that time of an answer
to the question in the published reports of the Washing-
ton court system.

The Supreme Court in January of this year by a vote
of seven to two held that these costs do constitute dam-
ages within the meaning of the liability policies.

Now we have a series of motions for summary
judgment that are ready for decision. This oral decision
will constitute the Court's [*3] order on these motions.
A summary judgment, if granted, means that the case or
part of it is decided without a trial. The rules governing
whether or not summary judgment can be ordered are
very familiar to all counsel, but I will state them briefly.

Summary judgment can be rendered only where the
record shows there is no genuine issue of material fact
for trial and the moving party is entitled to judgment as a
matter of law. In deciding the motion, the Court must
view the evidence in the light most favorable to the
non-moving party, that is, the party against whom the
motion for summary judgment is made, and the Court
must draw all reasonable inferences from the evidence in
favor of the non-moving party.

Now to the first motion. There is a joint motion by
the defendants, that is, the insurance carriers, for sum-
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mary judgment in regard to the word "occurrence” in the
policies. The motion is for summary judgment in their
favor on the basis that the record shows without any is-
sue of fact being present for trial that there was no oc-
currence within the meaning of these insurance policies.

Nearly all the policies in question provide coverage
for damages sustained by reason of an [*4] occur-
rence. The wording varies a little from one policy to
another, but not in a way that is material enough to affect
the outcome of this motion, and a typical definition in
these policies reads like this:

"'Occurrence' means an accident, including conti-
nuous or repeated exposure to conditions, which results
in bodily injury or property damage neither expected nor
intended from the standpoint of the insured."

The question is, therefore, whether this property
damage, the contamination of the soil and ground water,
was expected or intended by Boeing. It is important to
remember that this is not the trial. The evidence cannot
be weighed at this point to see whose evidence is more
persuasive. The question rather for today is this: Was the
property damage expected or intended by Boeing so
clearly that that result must be reached even when the
evidence of record is viewed in the light most favorable
to Boeing and all reasonable inferences are drawn in
Boeing's favor? That is the test that must be applied in
determining whether a party can be deprived of a trial.

Applying that standard here, I find that there is a
genuine issue of material fact for trial as to whether
Boeing expected [*5] the property damage to result
from its acts and, if it did, as to when that expectation on
its part existed, whether at the beginning or only com-
mencing at some later time.

A party's state of mind is very often an issue that is
not well suited for summary judgment, and in this in-
stance I find that the insurers' motions for summary
judgment on that issue must be denied and the issue will
be decided at the trial.

Now, there is an alternative motion by the insurers
which forms part of this motion for summary judgment
in regard to the alleged absence of an occurrence, and
that is this: The insurers ask that an order be issued stat-
ing that the definitions of "occurrence” in the policies are
unambiguous as a matter of law and that parol evidence,
that is, evidence outside the four corners of the policies,
will not be considered as to their meaning, and that any
remaining fact issues will be decided at trial. That alter-
native motion is granted. The definitions in the policies
are not ambiguous - the definitions, that is, of the word
"occurrence.”" "Occurrence” has a well-established
meaning under Washington law and under the majority
rule of the appellate courts in the United States. [*6]

There is no need for parol evidence to provide that
meaning.

Now, turning specifically to the "expected or in-
tended" language. What does the policy language mean
when it says that the resulting damage is to have been
neither expected nor intended from the standpoint of the
insured in order for coverage to exist?

"Intended” means that the insured wanted the dam-
age to result from its act. "Expected” means that the in-
sured knew that there was a high degree of probability or
a substantial certainty that damage would result from its
act. Now, this test that I have just summarized may be
re-worded when the instructions for the jury are written.
It is enough today to give the essence of it. What I have
just stated is the essence of it under Washington law and
under the majority rule in the United States.

There is an important related point. If the jury finds
that Boeing expected some property damage in the form
of contamination of soil and ground water to occur, that
will defeat coverage even if the actual damage later
proved to be greater, more widespread or more serious
than the damage Boeing expected. Under Washington
law, once it is found that the insured intended or ex-
pected [*7] that its acts would cause damage, it makes
no difference that the damage actually caused was of, to
use a phrase that the courts of Washington have used, "a
different character or magnitude” from what was ex-
pected or intended.

Another important related point is this: Who has the
burden of proof as to whether there was an occurrence
within the policy definition? The answer is that the in-
sured does - in this case, Boeing. The burden will be on
Boeing at trial to prove that the property damage was
neither expected nor intended from its standpoint.
Whether or not it can satisfy that burden of proof will be
for the jury to decide.

There is a separate motion by INA, one of the carri-
ers, for summary judgment very closely related to the
"occurrence” motion that I have just described. INA's
motion is for summary judgment on the basis that there
was no "accident" within the meaning of its policy. Its
policy requires that property damage be "caused by an
accident." The wording here is different from the occur-
rence wording but under the clear rule in the state of
Washington, that difference in wording, "occurrence" in
one policy and "accident” in another, makes no differ-
ence as to the [*8] outcome. The ruling as to the INA
motion will therefore be the same.

So to summarize, the motions of the carriers for
summary judgment on the basis that there was no occur-
rence or accident are denied and the jury will decide that
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at trial. The alternative motion of the carriers for a ruling
that these policy words are not ambiguous is granted.

Next are the cross-motions for partial summary
judgment based on the pollution exclusion. Boeing re-
quests a determination that this exclusion does not bar
coverage except where damage was expected or intended
from the standpoint of the insured. The insurers ask for
summary judgment to the effect that the policy exclu-
sion, the pollution exclusion, precludes coverage in this
instance. These policies contain a provision which is
common to liability insurance policies throughout the
United States and is often called the qualified pollution
exclusion. It provides that the insurance does not apply
to, and I quote, "property damage arising out of the dis-
charge, dispersal, release or escape of smoke, vapors,
soot, fumes, acids, alkalis, toxic chemicals, liquids or
gases, waste materials or other irritants, contaminations
or pollutants, into or [*9] upon land, the atmosphere or
any watercourse or body of water; but this exclusion
does not apply if such discharge, dispersal, release or
escape is sudden and accidental.” In other words, if the
discharge, dispersal, release or escape is sudden and ac-
cidental, then there would be coverage.

Here again the decisional law of the state of Wash-
ington must be followed by this Court in deciding this
motion. There are two Washington cases that particularly
control. They are the Van's Westlake case, 34 Wn. App.
708 (1983) and the Anderson and Middleton case, 53
Wh. 2d. 404 (1959).

On first reading the policy language that I have just
read, one might readily believe that the language provid-
ing coverage only for pollution resulting from a sudden
dispersal or escape would necessarily exclude coverage
for property damage resulting from pollution that oc-
curred gradually and over a long period of time. Howev-
er, the Washington cases have construed the policy lan-
guage otherwise in deciding what the word "sudden"
means in this context.

In the Anderson case one party contended that sud-
den should mean instantaneous, or at least something
[*10] along the line of instantaneous. The Supreme
Court of Washington rejected that argument and it said,
and I quote, "We do not so construe the word 'sudden’
when its primary meaning in common usage, is not "in-
stantaneous" but rather "unforeseen and unexpected."
That was in 1959 - over thirty years ago.

In 1983 in the Van's Westlake case the Washington
Court of Appeals held that the pollution exclusion ap-
plies only to active polluters and does not apply where
the property damage was neither expected nor intended
by the insured.

Now these cases have been criticized. They have
been criticized as assertedly taking the pollution exclu-
sion out of the policy. But this policy language must be
given the meaning, the established meaning that it has
under Washington law. It appears that the policy lan-
guage has not been changed or amended by the carriers
in the years that have gone by since the Washington ap-
pellate courts announced the rulings that I have just
summarized. Under those rulings, "sudden" is practically
synonymous with unforeseen and unexpected. "Acci-
dental” has its usual meaning. These terms are not am-
biguous. They have a settled meaning under Washington
law. The carriers’ [*11] motion for summary judgment
under the pollution exclusion must be denied, and here
again it will be for the jury to decide, based on the evi-
dence and the instructions, whether there is or is not
coverage in light of that policy exclusion.

Boeing in its motion on this subject asks for a de-
termination, in effect, that the policy exclusion really
adds nothing to the "neither expected nor intended" lan-
guage in the definition of occurrence. That will be a
matter for instructions to the jury at the trial and it will
be decided at the trial. I am not going to make that ruling
now. So Boeing's motion will be denied, and, to sum-
marize, both sides' motions as to the pollution exclusion
are denied and the issue will be decided at the trial by the
Jjury under appropriate instructions.

The next motion is called the trigger of coverage
motion. Boeing brings this motion against four of its
primary insurers, INA, Hartford, Continental and Aetna.
It asks for a ruling that as a matter of law each primary
policy in effect during the period beginning when ha-
zardous waste was first released at the two sites until the
date that the contamination was remediated - and for
students of English, I hasten [*12] to add that is a term
of art in the pollution cleanup industry - remediated - this
motion asks that the Court issue an order to the effect
that all those carriers have a joint and several liability to
indemnify Boeing, absent of course any other valid cov-
erage defenses.

To summarize it in fewer words, the motion asks
that each of those four primary carriers be held jointly
and severally liable for the whole loss, if any is liable at
all for the loss. This motion has to do with the time at
which coverage becomes applicable and the time at
which coverage ceases to be applicable.

The policies issued by Hartford, Continental and
Aetna are occurrence policies while the INA policy is an
accident policy, but as stated a moment ago, in Wash-
ington that makes no practical difference. The terms "ac-
cident" and “"occurrence” are synonymous. The term
"trigger of coverage" refers to the event that triggers lia-
bility on the part of an insurer to indemnify the insured.
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The time of an occurrence, the time of such an event, in
other words, for insurance coverage purposes is deter-
mined by when the damages or injuries took place.

Damage of a continuing nature was addressed by the
Washington Court [*13] of Appeals in Gruol Construc-
tion Company v. INA, 11 Wn. App. 632 (1974). In that
case, damage to a building from dry rot could be traced
to defective back-filling during construction, but the
damage was not discovered until five years later at which
time a claim was filed. The insurance policy at issue
there, as in this case, defined "occurrence” to include
continuous or repeated exposure to conditions. The
Court found that the resuiting damage was continuous
and that coverage was properly found with respect to
insurers whose policies were in effect during the
progress of the dry rot, even though the initial negligent
act took place during the coverage period of an earlier
policy.

The Gruol case is good law for purposes of this case
but there are issues for trial. When did the property
damage begin? Did the damage continue to occur during
each policy period? Can the damage be allocated among
policy periods? In that regard, if there is coverage and if
there is no way to allocate the damage, in other words,
no way to tell how much occurred during each policy
period, then each carrier ordinarily would be jointly and
severally liable for the whole [¥14] damage, if liable for
any part of it. The burden of proof in that regard is on the
insurers to make the allocation.

This, as I say, involves issues for trial, and the mo-
tions for summary judgment holding the companies
jointly and severally liable without a trial is denied.

Next is the late notice motion. This is a motion by
the defendants Smith & Companies, North River Insur-
ance Company, INSCO, Limited, Aetna Casualty & Su-
rety Company, Highlands Insurance Company and Puri-
tan Insurance Company for summary judgment dismiss-
ing claims against them on the ground that timely notice
was not provided by the insured. All the policies require
timely notice to the carrier by the insured. The wording
varies a little, but here is a typical provision.

"The assured, upon knowledge of any accident or
occurrence likely to give rise to a claim hereunder, shall
give immediate written advice thereof to [a broker
named in the policy]."

The argument is that Boeing failed to do this, failed
to give notice as required, and that the insurers were
prejudiced by the lack of a timely notice because they
were denied a chance to make a contemporaneous inves-
tigation of what was happening and were denied [*15] a
chance to consider whether to cease insuring these risks.

On this ground they ask for summary judgment of dis-
missal.

This motion also goes to the question of Boeing's
knowledge, what Boeing knew and when. There is
enough in the record to create an issue of fact as to
whether or not Boeing complied with the notice re-
quirement. An important point to note in that regard is
this: Notice is due under the policy if the insured knew
that what it had done was likely to give rise to a claim,
not necessarily a CERCLA claim. In other words, the
policies did not require Boeing to be prescient or omnis-
cient in foreseeing that there would be a CERCLA sta-
tute and that a claim would be asserted under that statute,
but if the facts were such as to call for notice of a claim
under whatever body of law, then that duty on the part of
the insured would arise.

I mentioned a moment ago that there is an issue of
fact as to whether Boeing complied with the notice re-
quirement. There is also an issue of fact as to whether the
carriers were actually prejudiced if it failed to give a
timely notice. Actual prejudice ordinarily would be re-
quired.

The motion for summary judgment in regard to no-
tice is [*16] denied. That issue may very well be bifur-
cated for a separate trial. That is a matter that I will come
back to in talking with counsel in a few minutes.

Next is the waiver and estoppel motion. Boeing has
moved for a determination that the defendants Continen-
tal, Hartford, and Aetna, and the London Market defen-
dants, have waived or are estopped to assert certain pol-
icy defenses.

Now, there is a threshold rule of law here that is
important. In Washington, waiver or estoppel cannot
operate to extend coverage or restrictions on coverage.
These doctrines, in other words, waiver and estoppel,
cannot create coverage where none was provided by the
contract in the first place. They cannot operate to write
coverage for the insured that the insured never purchased
from the carrier. I will mention three cases in that regard.
The Carew case, 189 Wn. 329 at 336; the Fuller case, 10
Wn. App. 824 at 826; the Saunders case, 113 Wn. 2d. 330
at 335-36.

Now, in a different category are such matters as
failure to pay a premium on time, failure to cooperate
with the carrier as to a claim, failure to [*17] give
timely notice of a claim, and so on. Defenses of that na-
ture can be lost, depending upon the facts, through waiv-
er or estoppel.

On the record here, Boeing's motion for summary
judgment as to waiver and estoppel must be denied.
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The carriers have not filed a counter-motion on the
subject, but they have suggested a fuling in their favor on
summary judgment, and the Court may enter an order on
summary judgment in response to one party's motion,
even where the other party has not explicitly moved for
summary judgment in its favor. Summary judgment will
be granted to the carriers in this instance as to any con-
tentions by Boeing that coverage was expanded by
waiver or estoppel beyond what it would have been un-
der the contracts as written. As to other matters such as
notice, and that is the one that leaps out from this record,
there may be an issue for trial. As to notice, I find it is an
issue for trial and that will be, of course, for the jury at
the trial. That issue, too, I think, probably should be bi-
furcated, and I will get back to that in a moment.

Next is the motion of certain excess carriers for
summary judgment. The moving parties here are the car-
riers with excess policies [*18] overlying Unigard pol-
icy No. BC 01-2210. Unigard, the primary carrier, has
not been sued in this case by Boeing. The apparent rea-
son is that Unigard, had it been included as a defendant,
would have defeated diversity jurisdiction and this whole
matter would be in state court rather than federal court.
Boeing, of course, has the right to leave out a
non-diverse defendant in order to have diversity jurisdic-
tion.

The excess policies generally provide that there will
be no liability until the underlying carrier has paid or has
been held liable to pay the full amount of its coverage.
The excess carriers seek summary judgment judgment
dismissing the claims against them, with prejudice and
without costs.

Beoinq argues that it is only seeking a declaratory
judgment as to the excess carriers, not an award of dam-
ages. Boeing does, however, seek indemnification, in
other words, damages, from the other defendants. A dec-
laratory judgment as to these excess carriers would ac-
complish very little. There still would have to be adjudi-
cated the question of Unigard's liability or nonliability to
Boeing. That apparently would have to be done in state
court. The excess carriers over Unigard's [*19] limits
could not be obligated under their contracts until and
unless Unigard were found liable to the full extent of its
coverage. The liability of the excess carriers cannot be
decided prior to the liability of the underlying carrier.
For that reason, the absence of a declaratory judgment
will not have any immediate and practical effect on
Boeing. In other words, if Boeing were to prevail in this
case and win a declaratory judgment against these excess
carriers, it would have accomplished very little because
that judgment would still have zero effect until and un-
less the liability of Unigard were established, and Un-
igard, according to an affidavit which is part of this
record, denies liability to Boeing.

The motion must therefore be granted as to the
excess carriers and policy members listed in the motion.
This will apply to those carriers whether or not their pol-
icy includes that express clause saying that their liability
would not occur until and unless the primary carrier is
held liable, because in an excess policy that follows in
any event.

In granting this motion, however, the dismissal will
be without prejudice. Boeing's right to sue these excess
carriers over Unigard's [*20] policy at the appropriate
time and in the appropriate forum is preserved.

There is a motion by Boeing to strike certain parts of
the carriers' submissions on this Unigard excess motion
and the motion to strike is denied.

Next is the motion of Defendant Puritan Excess and
Surplus Lines Insurance Company for summary judg-
ment. The ground of this motion is that the wrong party
was named as a defendant. The policy was actually is-
sued not by Puritan Excess, as it can be called for short,
but by Puritan Insurance Company. Puritan Excess, a
phrase which almost sounds like an oxymoron, is a
wholly owned subsidiary of Puritan Insurance Company
and the two entities have the same CEO, Chairman of the
Board, and the same general counsel. The defendant that
was sued begins its answer by stating, "Comes now the
defendant Puritan Excess and Surplus Lines, whose true
and accurate name is Puritan Insurance Company.” The
true defendant, I find, was on notice. The true defendant
would not be prejudiced by an amendment, and in fact
the defendant has consistently acted as though it were the
true defendant until the present motion was filed. The
test for allowing leave to amend to substitute a new [*21]
party comes to this: Whether the proper party had notice
of the bringing of the action so that it will not suffer pre-
judice by the substitution, and whether the proper party
knew or should have known that but for a mistake in
identity, it would have been a party to the action.

That test is easily passed here. The defendant be-
haved as though it wrote the insurance policy at issue or
was acting for the writer of the policy. The Court has
discretion to allow leave to amend the complaint to subs-
titute a proper party. For the reasons I have just summa-
rized, the motion of Puritan Excess for summary judg-
ment of dismissal under Rule 56 is denied and plaintiff
Boeing is granted leave to amend by substituting the
name of the correct defendant, Puritan Insurance Com-
pany. That amendment may be filed within one week
from today. It will not contain any other changes in the
complaint. If Puritan Insurance Company so elects, the
answer already on file may be deemed the answer to the
complaint as amended.

Next are the cross-motions by Boeing on the one
hand and Defendant Aetna on the other regarding the
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duty to defend. Boeing asks for summary judgment
against Aetna, Hartford, Continental [*22] and INA to
the effect that each of them as primary carrier was obli-
gated by its insurance contract to defend Boeing in the
underlying case. Aetna has moved for summary judg-
ment to the effect that it had no duty to defend, and in its
motion, Hartford, Continental and INA have concurred.

Liability policies such as these include a duty to de-
fend the insured against a suit. That duty to defend is a
separate covenant. It is a distinct duty from the duty to
indemnify as to a covered loss, and the duty to defend is
broader than the duty to indemnify.

Before giving the ruling on this motion or on these
cross-motions, it is necessary to give a bit of background.
On May 19, 1983, Boeing received a letter from the En-
vironmental Protection Agency, the EPA, informing
Boeing that the EPA had started action at the Western
Processing facility to investigate and control releases of
hazardous substances. The letter said, "Responsible par-
ties may be liable for all monies expended by the gov-
ermnment to take necessary corrective action at the site,
including investigation, planning and cleanup of the
site." The letter identified Boeing as a potentially re-
sponsible party, or PRP for short.

The letter [*23] also said, "If sufficient response by
responsible parties is not forthcoming and EPA is re-
quired to use public funds to accomplish the necessary
response activities, your company/organization may be
held liable for the costs incurred by the agency in its ac-
tivities on this site."

On July 17, 1984, EPA filed a second amended
complaint in this district naming Boeing as a defendant
and alleging that Boeing deposited waste at Western
Processing; that the waste had contaminated water and
soil and damaged natural resources; and that the EPA
sought to recover response costs and to direct Boeing to
remedy conditions at the site.

Boeing later, on August 28, 1984, entered into a par-
tial consent decree, and on April 13, 1987, entered into a
full consent decree. Under these agreements, Boeing has
expended and continues to expend money for cleanup.

On September 13, 1985, Boeing received a PRP let-
ter as to the Queen City Farms site. In October of that
year Boeing entered into a consent decree governing
initial measures to remedy the situation. In February
1988, Boeing entered into a consent order governing
further expenses.

The insurance companies refused Boeing's tender of
defense for these [*24] actions, and in doing so they
relied on these porpositions: First, that the PRP letter was
not a suit and therefore did not trigger the duty to defend.
Second, that even if the PRP letter were deemed a suit,

the allegations in it were so vague that the insurers had a
right to rely on their conclusion that no coverage existed
based on their own investigation, rather than acting on
the allegations which, according to this argument, were
too vague to be acted upon, and it follows, according to
this argument, that the duty to defend could not be de-
termined until liability is decided at the trial. Finally, it is
argued that even if the insurers had a duty to defend, they
would be liable only for the defense of covered claims.

Now as to the first point, whether a PRP letter is a
"suit" for purposes of invoking a duty to defend. The
courts around the country are split on that proposition.
There is not yet a square holding in the state of Wash-
ington, so the job now is to figure out how the Washing-
ton Supreme Court would decide the issue.

There is a strong policy in Washington, reflected in
many decisions, to the effect that where terms in an in-
surance contract are susceptible of more [*25] than one
meaning, they are construed in favor of the insured. The
word "suit" is defined in Webster's Third New World
International Dictionary, 1976, as "the attempt to gain an
end by legal process." There are other definitions as well,
but that one seems the most cogent for present purposes.

Given the way that the Washington court construed
"damages" when that question was certified to it in this
case, and the way it has read the word "sudden,” which I
covered a few minutes ago, for purposes of insurance
coverage, it seems most likely that in Washington the
appeallate courts would consider the PRP letter to be a
suit.

There is a trial court decision by Judge Shellan, a
renowned King County Superior Court judge, who has
since left the bench but at the time was the chief judge in
King County, and in this quite recent decision in Queen
City Farms, Inc. v. Aetna, King County Superior Court
No. 86-2-06236-0, Judge Shellan said, among other
things, the following: "The property owner does not have
to wait for a lawsuit to be filed against it by DOE, EPA
or any other person or authority before the property
owner is entitled to insurance coverage if coverage is
otherwise afforded under [*26] the insurance policies at
issue.” That tends to suggest a duty to defend in Wash-
ington starting with the PRP letter.

There is also the public policy argument. If the in-
sured cannot cooperate with the EPA under a PRP letter
and still be defended by its insurer, there would be some
disincentive to voluntary cooperation, and voluntary co-
operation is a strong public policy under CERCLA.

The insurers also argue that their investigation of the
underlying facts led them to conclude that there was no
coverage. However, it is the allegations of the complaint
or the claim letter that ordinarily determine the duty to
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defend. To put it another way, the duty of an insurer to
defend an action against the insured arises where the
allegations could, if proven, impose liability within the
coverage of the policy. If there is a potential for covered
claims, the insurer must defend.

The conclusion I reach here is that the primary car-
riers did have a duty to defend in this instance.

The defendants also argue that their duty is to de-
fend only covered claims, not non-covered claims, but
that again is determined by the allegations of the com-
plaint or suit. Here the allegations were such that the

[*27] duty to defend must be deemed applicable to the
EPA's claim as a whole.

The insurers may eventually win this case as to cov-
erage, but the duty to defend is a separate matter, and
even if they do win as to coverage, they will not be en-
titled to a refund as to the costs of defense paid, if any, or
to a finding of non-liability to pay the costs of defense.

So for the reasons stated, as to the duty to defend,
the motion of Boeing is granted and the motion of the
insurance carriers is denied.
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CASE SUMMARY:

PROCEDURAL POSTURE: Plaintiff nursing home
resident sued defendant insurer, seeking benefits under a
liability policy based upon a default judgment against an
insured. The court granted the resident’s summary judg-
ment motion and granted in part and denied in part the
insurer's cross-motion for summary judgment, awarding
the resident $ 1 million. The insurer moved for reconsi-
deration. The resident moved for attorney's fees.

OVERVIEW: The resident was injured by a nursing
home employee and obtained a default judgment of $ 1
million against the employee, who failed to defend the
suit because the employee did not know that the nursing
home owner's insurance policy covered him. As a judg-
ment creditor and third-party beneficiary of the policy,
the resident argued that the insurer breached its duty to
defend the employee and was liable to the resident in the
amount of the default judgment. The court determined
that Texas insurance law governed the policy under Tex.
Ins. Code Ann. § 21.42 (1981) and Tex. Ins. Code Ann. §
101.051 because the policy covered the Texas nursing
home. Therefore, the policy was subject to the Texas
common-law prejudice rule, which required the insurer
to show prejudice to avoid liability. The court deter-
mined that the insurer failed to show prejudice from the
employee's failure to forward suit papers and request a
defense, because the insurer had actual knowledge of the
underlying suit. In addition, the insurer was bound by the

default judgment against the employee because, inter
alia, there was a full adversarial trial on the merits
against the nursing home owner in the underlying suit.

OUTCOME: The court denied the insurer's motion for
reconsideration and denied the resident's motion for at-
torney's fees.

LexisNexis(R) Headnotes

Civil Procedure > Judgments > Relief From Judgment
> Motions to Alter & Amend

[HN1] The Federal Rules do not recognize a motion for
reconsideration in haec verba. Courts in the United States
Court of Appeals for the Fifth Circuit treat so-called mo-
tions to reconsider either as motions to alter or amend
under Fed. R. Civ. P. 59 or as motions for relief from
judgment under Fed. R. Civ. P. 60. Fed. R. Civ. P. 59(e)
provides that a party may move the court to amend its
judgment within 10 days of entry. Fed. R. Civ. P. 59(e).

Insurance Law > Industry Regulation > General Over-
view

Public Health & Welfare Law > Healthcare > Services
for Disabled & Elderly Persons > Care Facilities >
Nursing Facilities

[HN2] Any insurance company doing business in Texas
is subject to Texas laws governing insurance. Tex. Ins.
Code Ann. § 21.42 (1981). Tex. Ins. Code Ann. §
101.051 provides that an insurer engages in the business
of insurance in Texas when it provides liability insurance
for a facility located in Texas. Tex. Ins. Code Ann. §
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101.051(b)(6)(I). Further, the United States Court of
Appeals for the Fifth Circuit has found that Texas law
governs any insurance policy payable to any citizen or
inhabitant of this State.

Insurance Law > Industry Regulation > General Over-
view
[HN3] See Tex. Ins. Code Ann. § 21.42 (1981).

Civil Procedure > Federal & State Interrelationships >
Erie Doctrine

Insurance Law > Industry Regulation > General Over-
view

[HN4] The United States District Court for the Western
District of Texas's role, sitting as an Erie court, is to rule
the way it believes the Texas Supreme Court would rule.
The United States Court of Appeals for the Fifth Circuit
has held that all policies issued to Texas residents are
subject to Texas law and the rules of construction fol-
lowed by the Texas Courts.

Insurance Law > Claims & Contracts > Notice to In-
surers > Prejudice to Insurer

Insurance Law > General Liability Insurance > Obli-
gations > Defense

[HN5] The Prejudice Rule is the common law of Texas
and precludes an insurer from being able to escape liabil-
ity from breach by an insured, unless the breach is ma-
terial.

Insurance Law > Claims & Contracts > Notice to In-
surers > Prejudice to Insurer

Insurance Law > General Liability Insurance > Obli-
gations > Defense

[HN6] Under Texas law, an insurer who is not preju-
diced by the breach may not deny coverage. If anything,
the failure to give notice of a claim poses a smaller risk
of prejudice than failure to obtain consent to a settle-
ment. In many instances of untimely notice of a claim,
the insurer is not prejudiced at all, and ultimately may
not face any coverage obligation.

Insurance Law > Claims & Contracts > Notice to In-
surers > General Overview

[HN7] Texas courts hold that evidence of actual know-
ledge of a lawsuit against an insured negates the preju-
dice suffered by an insurer. Even where insureds fail to
forward suit papers and specifically request a defense,
Texas courts find that this failure does not result in pre-:

judice when the insurers had actual knowledge of the
suit,

Contracts Law > Third Parties > Beneficiaries >
Claims & Enforcement

[HN8] The Texas Supreme Court has held that to recover
on a claim as a third-party beneficiary, the plaintiff must
show that the insured complied with the conditions
precedent, including the "actual trial" requirement. The
Texas Supreme Court has stated that an "actual trial"
contemplates a genuine contest of issues. The key for the
Texas court then is that there be a genuine contest of the
issues in order for a third-party beneficiary claim to be

appropriate.

Civil Procedure > Pretrial Judgments > Default > De-
fault Judgments

Contracts Law > Third Parties > Beneficiaries >
Claims & Enforcement

Insurance Law > General Liability Insurance > Obli-
gations > General Overview

[HN9] The Texas court of appeals has stated that gener-
ally, direct actions by an injured third-party against a
tortfeasor's insurance company are prohibited until it has
been established by judgment or agreement that the in-
sured has a legal obligation to pay damages to the injured

party.

Civil Procedure > Pretrial Judgments > Default > De-
Sfault Judgments

Insurance Law > Motor Vehicle Insurance > Obliga-
tions > Defense

Insurance Law > Motor Vehicle Insurance > Vehicle
Use > Permissive Users > Third Parties

[HN10] Texas judges have allowed injured third-party
beneficiaries to sue on default judgments in Texas state
courts.

Civil Procedure > Pretrial Judgments > Default > De-
fault Judgments

Contracts Law > Third Parties > Beneficiaries >
Claims & Enforcement

Insurance Law > General Liability Insurance > Obli-
gations > Defense '
[HN11] The Texas court of appeals has held that an in-
surer who refuses to defend its insured cannot thereafter
insist on compliance with the insurance contract. The
Texas court of appeals thus has allowed a third-party
beneficiary to enforce a default judgment against an in-
surer.
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Civil Procedure > Pretrial Judgments > Default > De-
Sfault Judgments

Contracts Law > Third Parties > Beneficiaries >
Claims & Enforcement

Insurance Law > General Liability Insurance > Cov-
erage > General Overview

[HN12] Texas courts allow third-party beneficiaries to
sue insurers on default judgments entered in underlying
cases.

Civil Procedure > Remedies > Costs & Attorney Fees >
General Overview

[HN13] U.S. Dist. Ct., W.D. Tex., R. CV-7(j) requires
that a motion for attorney's fees be filed within 14 days
of entry of the judgment.

COUNSEL: [*1] For DEAN KILGORE, neutral:
Dean Kilgore, Attorney-Mediator, Austin, TX.

For BEATRICE CROCKER, plaintiff: William Schmidt,
Law Offices of William Schmidt, Austin, TX; Thomas J.
O'Meara, Jr., Attorney at Law, Austin, TX.

For NATIONAL UNION FIRE INSURANCE COM-
PANY OF PITTSBURGH, PA, defendant: Harrison H.
Yoss, Thompson, Coe, Cousins & Irons, LLP, Dallas,
TX.

JUDGES: ROYAL FURGESON, UNITED STATES
DISTRICT JUDGE.

OPINION BY: ROYAL FURGESON
OPINION

ORDER DENYING DEFENDANT'S MOTION FOR
RECONSIDERATION AND DENYING PLAIN-
TIFF'S MOTION FOR ATTORNEY'S FEES

BEFORE THE COURT is Defendant's Motion for
Reconsideration (Docket No. 36), filed on March 2,
2005, along with Plaintiff's Response. Also before the
Court is Plaintiff's Motion for Attorney's Fees (Docket
No. 39), filed on March 15, 2005, and Defendant's Re-
sponse and objections. The Court granted Defendant's
request for argument and held a hearing on March 31,
2005. On April 11, the Court granted Plaintiff's request
for leave to submit additional briefing and Plaintiff's
supplemental brief was entered on April 12, 2005.
(Docket No. 44). After careful consideration of these
arguments, the briefing, and the applicable law, the Court
.is of [*¥2] the opinion that Defendant's Motion for Re-
consideration (Docket No. 36) must be DENIED and

Plaintiff's Motion for Attorney's Fees (Docket No. 39)
must be DENIED.

FACTUAL AND PROCEDURAL BACKGROUND

The instant case involves an insurance dispute over
an earlier personal injury action against a nursing home
filed in state court by a resident who was injured by a
nursing home employee. The resident - and Plaintiff
here -- sued the nursing home's owner and the employee,
obtaining a default judgment of $ 1,000,000 against the
employee, who failed to defend the suit.

On April 5, 2004, Plaintiff Beatrice Crocker filed the
instant suit against National Union as judgment creditor
and third-party beneficiary of a liability policy written by
Defendant National Union and covering the nursing
home's corporate owner ("Emeritus") and the employee
Morris. Plaintiff contended that Morris was entitled to
coverage under the National Union policy and that De-
fendant breached its policy by failing to defend its in-
sured, Morris, against Crocker's claims in the underlying
suit. Since Defendant breached this duty, Plaintiff ar-
gued, Defendant is liable to Plaintiff in the amount of the
state court default [*3] judgment: $ 1,000,000.

Defendant and Plaintiff filed cross motions for
summary judgment, agreeing that there were no genuine
issues of material fact to preclude judgment as a matter
of law. On February 15, 2005, the Court granted Plain-
tiff's motion for summary judgment and granted in part
and denied in part Defendant's cross motion for summary
judgment (Docket No. 34), awarding Plaintiff final
judgment here in the amount of $ 1,000,000.

On March 2, 2005, Defendant filed the instant mo-
tion for reconsideration, arguing that the Court's resolu-
tion of the issues before it on summary judgment was
erroneous and contrary to law. Defendant also sought
oral argument on the motion to reconsider. Plaintiff re-
sponded to Defendant’s motion on March 14 and filed its
own motion for attorney's fees on March 15, 2005. The
Court addresses both of these motions here.

DISCUSSION
I. Motion for Reconsideration

At the outset, the Court notes that [HN 1] the Federal
Rules "do not recognize a motion for reconsideration in
haec verba." ' Courts in the Fifth Circuit treat so-called
motions to reconsider either as motions to alter or amend
under Rule 59 or as motions for relief from judgment
[*4] under Rule 60. * Here, Defendant's motion invokes
Rule 59(e), which provides that a party may move the
court to amend its judgment within ten days of entry. 3
Defendant timely filed its'motion to reconsider on March
2, 2005.
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1 Lavespere v. Niagara Mach. & Tool Works.
Inc., 910 F.2d 167, 173 (5th Cir. 1990).

2 M

3 FED.R.CIV. P. 59e).

A. Application of the Prejudice Rule

Defendant argues that the Court's previous ruling
was erroneous because the Court misapplied Texas in-
surance law. Specifically, Defendant asserts that the
Court's application of Texas Board of Insurance Order
23080 was in error, arguing that the Board Order does
not apply because the policy at issue here was not issued
in Texas. * Instead, Defendant argues that the policy was
issued and delivered to Emeritus in the State of Florida.
Further, Defendant argues that Emeritus is incorporated
in Washington and has its headquarters there. Defendant
argues that the [*5] policy in question was not "issued
or delivered" in the State of Texas and, thus, that Board
Order 23080 does not apply to the policy here.

4  The Amendatory Endorsement created by
Order 23080 applies to "all General Liability
policies issued or delivered in Texas" and re-
quires that an insurer show prejudice to avoid lia-
bility.

Defendant argues that, if Order 23080 does not ap-
ply, then there is no duty on the part of Defendant Na-
tional Union to defend Morris absent a specific request
and forwarding of suit papers by the additional insured.
Since it is undisputed that Morris did not forward the suit
papers or request a defense from National Union in the
underlying suit, Defendant argues that this Court should
have entered summary judgment for it instead of for
Plaintiff. Defendant moves on these grounds for recon-
sideration of the February 15, 2005 Order granting sum-
mary judgment to Plaintiff in this cause.

Defendant National Union argues in the alternative
that it is entitled to reconsideration of the February [*6]
15 order granting summary judgment for Plaintiff be-
cause National Union was not bound by the default
judgment because Morris failed to defend himself and
this failure precluded a fully adversarial trial below. De-
fendant states that a judgment for a plaintiff against a
defendant, rendered without a fully adversarial trial, is
never binding on the defendant’s insurer, citing the Texas
Supreme Court decision in Gandy. * Since a judgment is
not binding on the insurer, National Union argues that it
is not liable to a judgment creditor like Plaintiff Crocker.
¢ Defendant concludes that a fully adversarial trial is a
condition precedent to an insurer's liability to a judgment
creditor and argues that the Court must reconsider its
February 15 order.

5 State Farm Fire & Cas. Co. v. Gandy, 925
S.W.2d 696, 714, 39 Tex. Sup. Ct. J. 965 (Tex.
1996).
6 Id

Plaintiff responds, arguing that the "Prejudice Rule"
is alive and well in Texas and applied to the National
Union insurance policy, as found by this Court in its [*7]
February 15 order. She states that National Union's ar-
guments as to why its policy is not governed by Order
23080 are erroneous. Specifically, Plaintiff states that the
terms "issued or delivered" as set forth in Order 23080
are terms of art and that the order applies to all policies
covering property located in Texas. If the property is
located in Texas, Plaintiff argues, the insurance policy --
and the Texas Insurance Board's amendatory endorse-
ment requiring a showing of prejudice to avoid liability
-- has been issued and delivered in Texas.

[HN2] Any insurance company doing business in
Texas is subject to Texas laws governing insurance. ’
The Texas Insurance Code, section 101.051, provides
that an insurer engages in the business of insurance in
Texas when it provides liability insurance for a facility
located in Texas. * Further, the Fifth Circuit has found
that "Texas law governs any insurance policy payable to
any citizen or inhabitant of this State." * National Union
has conceded herein that it is authorized to engage in the
insurance business in Texas. '* Therefore, the Court finds
that the National Union policy written to Emeritus and
covering [*8] the nursing home in the underlying dis-
pute is governed by Texas law, including Board Order
23080.

7 TEX. INS. CODE ANN. § 21.42 (West 1981)
[HN3] ("Any contract of insurance payable to any
citizen or inhabitant of this State by any insur-
ance company or corporation doing business
within this State shall be held to be a contract
made and entered into under and by virtue of the
laws of this State relating to insurance, and go-
verned thereby, notwithstanding such policy or
contract of insurance may provide that the con-
tract was executed and the premiums and policy
(in case it becomes a demand) should be payable
without this State, or at the home office of the
company or corporation issuing the same.")

8 TEX INS. CODE ANN. § 101.051(b)(6)(1).

9 Hanson Production Co. v. Americas Ins. Co.,
108 F.3d 627, 629 (5th Cir. 1997).

10 See Defendant's Response to Request for
Admission No. 2 (Ex. H); Defendant's First
Amended Answer to Plaintiff's Original Petition
for Damages (Ex. I). .

[*9] Further, even if the Court found that Defen;
dant's argument that its policy was not affected by Order
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23080 because the policy was not "issued or delivered”
in Texas was meritorious, the Court would find nonethe-
less that the policy at issue was subject to the prejudice
rule and that National Union would have to show preju-
dice to avoid the judgment entered below against Morris.
[HN4] The Court's role, sitting as an Erie court, is to rule
the way it believes the Texas Supreme Court would rule.
" The Fifth Circuit, acting in this same role in similar
cases, has held that "all policies issued to Texas residents
are subject to Texas law and the rules of construction
followed by the Texas Courts." "

Il Browning Seed, Inc. v. Bayles, 812 F.2d
999. 1002 (5th Cir. 1987).
12 Hanson. 108 F.3d at 630.

The Fifth Circuit in Hanson reasoned that the Texas
Supreme Court would have followed the overwhelming
national trend and required a showing of prejudice even
in the close cases. [*10] " The Fifth Circuit applied
the doctrine of "immaterial breach” to the so-called poli-
cy defenses - such as the failure to notify, failure for-
ward suit papers, and similar defenses -- determining that
the insurer would have to prove the breach (such as fail-
ure to notify the insurer of suit) was material in order to
avoid liability. "* Further, as laid out by the Texas Su-
preme Court in Hernandez,[HNS] the Prejudice Rule is
the common law of Texas and precludes an insurer from
being able to escape liability from breach by an insured,
unless the breach is material. **

13 Id. at 631 ("Most other jurisdictions pre-
sented with this issue have likewise imposed a
prejudice requirement, primarily on public policy
grounds. See Thompson v. American States Ins.
Co., 687 F.Supp. 559, 564 (M.D.Ala. 1988);
Shelter Mut. Ins. Co. v. Bough, 310 Ark. 21, 834
S.W.2d 637, 640 (1992), Rafferty v. Progressive
American Ins., 558 So.2d 432, 433 (Fla.App.
1990); Marsh v. Prestige Ins. Group, 58 Ill. App.
3d 894, 374 N.E.2d 1268, 1270, 16 1ll. Dec. 390
(1978); Kapadia v. Preferred Risk Mut. Ins. Co.,
418 N.W.2d 848, 852 (lowa 1988), Maclinnis v.
Aetna Life & Casualty Co., 403 Mass. 220, 526
N.E.2d 1255, 1257-58 (1988); Silvers v. Horace
Mann Ins. Co., 324 N.C. 289, 378 S.E.2d 21, 27
(1989), Wheeler v. Nationwide Mut. Ins. Co., 749
F.Supp. 660, 663 (E.D.Penn.1990)).
[*11]

14 I1d. [HN6] ("An insurer who is not preju-
diced by [the breach] may not deny coverage. . . .
If anything, we believe that the failure to give no-
tice of a claim poses a smaller risk of prejudice
than failure to obtain consent to a settlement. In
many instances of untimely notice of a claim, the
insurer is not prejudiced at all, and ultimately

may not face any coverage obligation.")(citing
Hernandez v. Gulf Group Lloyds, 875 S.W.2d
691, 37 Tex. Sup. Ct. J. 731 (Tex. 1994)).

15 Hernandez v. Gulf Group Lloyds, 875
S.W.2d at 694.

The Court is also confident in applying the Prejudice
Rule and requiring that National Union show prejudice
to avoid liability for the default judgment entered against
it because both Florida and Washington -- the other two
jurisdictions in which Emeritus is located and thus the
other two jurisdictions where the policy at issue could be
considered to be in effect -- both apply the Prejudice
Rule in situations such as this. ' Thus, whether the Court
determined that National Union was a company operat-
ing in the business of insurance in Texas, Washington,
[*12] or Florida, the Court would appropriately apply
the Prejudice Rule and require National Union to show
that it was prejudiced by Morris's failure to forward the
suit papers and specifically request a defense in the un-
derlying suit to avoid liability here. For this reason, the
Court declines to reconsider the application of the Preju-
dice Rule to Defendant National Union.

16 Tiedtke v. Fidelity & Cas. Co., 222 So.2d
206, 209 (Fla. 1969); Liberty Mutual Ins. Group
v. Cifuentes, 760 So.2d 230, 231 (Fla. App.
2000); Oregon Auto Ins. Co. v. Salzberg, 85
Wn.2d 372, 535 P.2d 816, 819 (Wash. 1975)
("For the foregoing reasons, we are convinced
that sound public policy requires that an alleged
breach of a cooperation clause may be considered
substantial and material, and may effect a release
of an insurer from its responsibilities Only if the
insurer was actually Prejudiced by the insured's
actions or conduct. The requirement of a showing
of prejudice would pertain irrespective of wheth-
er the cooperation clause could be said to be a
covenant or an express condition precedent and,
in this regard, the burden of proof is upon the in-
surer."); Kaplan v. Northwestern Mut. Life Ins.
Co., 990 P.2d 991, 996, 100 Wn. App. 571 (Wash.
App. 2000).

{*13] B. Defendant Failed to Show Prejudice

The Court has held, and has upon reconsideration
has concluded again, that under Texas insurance law,
National Union must show prejudice to avoid liability to
Plaintiff. National Union has asserted that, even if the
Court requires a showing of prejudice, it can show preju-
dice from Morris's failure to forward suit papers and re-
quest a defense. The main thrust of this argument is that
National Union was not aware that Morris had been
served. However, counsel for Plaintiff informed the car-
rier in writing that Morris had been served. '” Documents
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uncovered in discovery also indicate that National Union
knew that Morris had been served, knew that the insurer
was required to defend him, and even provided that the
counsel designated to defend Emeritus would represent
Morris as well. "* In light of these facts and other evi-
dence submitted by Plaintiff, the Court concludes that
National Union had actual knowledge of the suit against
Morris.

17  PIf.'s Mot. for Summ. J. at App. 3.
18 Id.at App. 1, Ex. D-5.

[¥14] [HN7] Texas courts also hold that evidence
of actual knowledge of a lawsuit against an insured ne-
gates the prejudice suffered by an insurer. ¥ Even where
insureds fail to forward suit papers and specifically re-
quest a defense, Texas courts find that this failure does
not result in prejudice when the insurers had actual
knowledge of the suit. * Based on the clear precedent
from Texas courts rejecting the prejudice argument when
insureds fail to forward suit papers and request a defense
and the insurer had actual knowledge of the suit, this
Court finds that National Union was not prejudiced by
Morris's failure to forward suit papers and specifically
request a defense when National Union had actual
knowledge that Morris had been served in the underlying
suit.

19  Liberty Mut. Ins. Co. v. Cruz, 883 S.W.2d
164, 165, 37 Tex. Sup. Ct. J. 276 (Tex. 1993).

20 Id.; Struna v. Concord Ins. Servs., Inc.. 11
S.W.3d 355, 359 (Tex. App.-Houston [Ist Dist.]
2000, no pet.); Alistate Ins. Co. v. Pare, 688
S.W.2d 680, 682 (Tex. App.-Beaumont 1985, writ
refdn.re.)

[*15] C. National Union Is Bound by Default Judg-
ment

At the March 31, 2005 hearing on this issue, counsel
for Defendant National Union focused on the argument
that National Union is not bound by the defauit judgment
because it was not reached after a fully adversarial trial.
National Union argues specifically that, because the
court below did not reach a decision on Plaintiff's dam-
ages following a full hearing or trial on the merits, it was
not bound by the $ 1,000,000 default judgment taken
against Morris.

Defendant cites a number of Texas cases in support
of its claim that it is not bound by the default judgment
entered against Morris. Defendant argues that the policy
held by Emeritus and covering the nursing home facility
owned by it where Plaintiff was injured required that
Morris's liability be determined by a trial before it would
be obligated to pay on his behalf. The National Union
policy, attached to Plaintiff's summary judgment motion,

provides that third parties could sue the insurer only after
the insured's liability has been determined "by a trial,
after which a final judgment has been entered." *

21  PIf.'s Mot. Ex. B.

[*16] In State Farm Lloyds Ins. Co. v. Maldona-
do, [HN8] the Texas Supreme Court held that to recover
on a claim as a third-party beneficiary, the plaintiff must
show that the insured complied with the conditions
precedent, including the "actual trial" requirement. # The
Texas Supreme Court stated in Maldonado that

An "actual trial" contemplates a ge-
nuine contest of issues. . . Although Mal-
donado presented evidence to a judge who
later made findings of fact and conclu-
sions of law, this evidence was uncon-
tested. Robert did not appear at trial. His
attorney did not cross-examine any wit-
nesses or put on any of his own. [Counsel]
made no argument to the court contesting
liability or damages and at one point even
referred to the trial as a "hearing.” In sum,
there was no real contest of issues. #

22 State Farm Lloyds Ins. Co. v. Maldonado,
963 S.W.2d 38, 40, 41 Tex. Sup. Ct. J. 443 (Tex.
1998).

23 I

The key for the Texas court in Maldonado then was
that there be a genuine contest of the [*17] issues in
order for a third-party beneficiary claim to be appropri-
ate.

After carefully reviewing the facts before it, the
Court finds that the situation confronting the Texas Su-
preme Court markedly different from that before this
Court. Here, there was a full trial on the merits, defended
by counsel retained by Defendant on behalf of Emeritus,
Jonathan LaMendola. While LaMendola was not
representing Morris individually, "the case against Mor-
ris and Emeritus was tried together and LaMendola, on
behalf of Emeritus, had the opportunity to challenge
evidence, make objections, and cross-examine witnesses.
Here, there was an actual trial, involving a real contest of
the issues. Thus, the Court finds the holding in Maldo-
nado inapplicable because there was a genuine contest of
the issues and Emeritus failed to comply with its duty to
defend Morris.

Defendant also cites the unpublished Fifth Circuit
decision in Ace Property & Casualty Ins. Co. v. Doris-
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mund, which it argues supports its point that a default
judgment does not constitute a fully adversarial trial. * In
Dorismund, the plaintiff sued now-defunct retailer Ser-
vice Merchandise in a suit filed two months after the
retailer [*18] filed for bankruptcy. ** The retailer noti-
fied its liability insurance provider, Ace Property and
Casualty Co. ("Ace"), that it did not intend to defend
itself in the suit brought by the plaintiff. Neither Ace nor
Service Merchandise entered an appearance in the matter
and the Texas trial court entered a default judgment for
plaintiff Dorismund in the amount of $ 421,516.39.

24 See Ace Prop. & Cas. Ins. Co. v. Doris-
mond, 88 Fed.Appx. 695, 2004 WL 256557 (5th
Cir. 2004).

25 Id. at **].

Upon motion by Ace, the trial court entered a decla-
ratory judgment, finding that Service Merchandise had
breached notice provisions in the insurance policy and an
implied duty to defend itself and to mitigate its damages
and that Ace was not liable as a result. * However, the
Fifth Circuit, upon reviewing the insurance contract,
found that Ace had no duty to defend Service Merchan-
dise and that it had expressly written the duty to defend
out of the contract. ¥ Concluding its holding, the Fifth
Circuit [*19] wrote that

Service deliberately decided not to take
any action, as shown in its August 2,
2002, letter to ACE. Service's inaction
provides an egregious example of avoid-
ing "a fully adversarial trial" or even some
sort of aggressive settlement negotiation.
Such inaction constitutes a breach of Ser-
vice's duty to its insurer. *

26 Id
27 Id
28 Id. at ¥*2,

In the situation before the Court, the facts are dif-
ferent. As set forth in the Court's February 15 order, the
summary judgment evidence is clear that Morris did not
know that Emeritus's insurance policy covered him as an
additional insured and that he was entitled to a defense
for claims covered by the policy. In the case below,
Morris did not make the same decision that Service
Merchandise made in Dorismund: not to defend the suit
because the plaintiff had waived any right to a distribu-
tion by Service Merchandise. Rather, the former nursing

home employee failed to appear at the trial because he-! ‘-

could not afford counsel [*20] and did not know of

National Union's duty to defend him. As a result, the
Court finds the Fifth Circuit's holding in Dorismund in-
applicable to the determination before it: whether Na-
tional Union is bound by the default judgment entered
against Morris.

Finally, Defendant cites to State Farm Fire Ins. Co.
v. Gandy, for the proposition that a judgment rendered
without a fully adversarial trial is never binding on the
defendant's insurer. ¥ However, Gandy involved an as-
signment of choses in action and stated that the issue
before the court was whether an insured could assign his
claims against an insurance company for breach of its
duty to defend. * The Gandy court limited its discussion
to situations involving assignments of claims and did not
purport to extend its ruling beyond that limited factual
scenario. This limits the applicability of the holding in
Gandy and precludes it from creating controlling
precedent for this Court in deciding whether National
Union is bound by the judgment taken against Morris,
since there was no assignment of claims here.

29  State Farm Fire Ins. Co. v. Gandy, 925
S.W.2d 696, 714, 39 Tex. Sup. Ct. J. 965 (Tex.
1996).

[*21]
30 [Id. at719.

Further, even taking Defendant's quoted statement
from the court in Gandy at face value, the Court has al-
ready noted that there was a trial in this case and that the
claims against Morris were severed from the suit against
Emeritus after the close of evidence. Emeritus and Na-
tional Union had the chance to rebut all of Plaintiff's
evidence in the trial below. Indeed, as a co-defendant,
Emeritus had an incentive to challenge all of the evi-
dence submitted by Plaintiff and vigorously defend the
claims brought against it. This incentive existed whether
or not National Union fulfilled its duty to defend Morris.
Thus, the Court finds that there was a fully adversarial
trial on the merits below, with competent counsel
representing plaintiff and defendant Emeritus. Addition-
ally, there was no assignment of claims and Gandy's
holding is inapplicable for this reason.

Other cases decided by Texas courts and cited by
Plaintiff uphold default judgments in insurance cases. *'
In Struna, [HN9] the Texas court of appeals stated that
generally, "direct actions by an injured [*22] third-party
against a tortfeasor's insurance company are prohibited
until it has been established by judgment or agreement
that the insured has a legal obligation to pay damages to
the injured party." * Like Defendant National Union, the
insurer in Struna focused on the actual trial requirement
and argued that there had not been an actual trial estab-
llishing the insured's liability to the Struna plaintiff and
that there could be no liability on the part of the insurer
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for the default judgment taken against its insured. * In
that case, there had not been an actual trial, but the trial
court entered judgment after a hearing on the issue of the
plaintiff's damages. The Texas court of appeals held that
this hearing satisfied the actual trial requirement and
reversed the trial court's decision to grant summary
judgment to the insurer trying to avoid its liability for the
default judgment. *

31 See Struna v. Concord Ins. Services, Inc., 11
S.W.3d 355 (Tex. App.-Houston [1 Dist.] 2000);
Ohio Casualty Group v. Risinger, 960 S.W.2d
708 (Tex. Civ. App. Tyler 1997, reh’g overruled),
Allstate Ins. Co. v. Pare, 688 S.W.2d 680, 680
(Tex. App.-Beaumont 1985, writ refd n.r.e.).
[*23]
32 11 S.W.3d at 359 (citing State Farm County
Mut. Ins. Co. v. Ollis, 768 S. W.2d 722, 723, 32
Tex. Sup. Ct. J. 168 (Tex. 1989); Great Am. Ins.
Co. v. Murray, 437 S.W.2d 264, 265, 12 Tex. Sup.
Ct. J. 225 (Tex. 1969)).
33 Id
34 Id. at 358-59.

In Risinger, another Texas appellate court addressed
a suit against an insurer to collect on a default judgment.
The insureds in the underlying case did not notify in the
insurer Ohio Casualty that they had been served with
citation and the Ohio Casualty argued that the insureds'
failure to notify prejudiced it and precluded its liability
for the default judgment. The court determined that the
holder of the default judgment could overcome the in-
surer's affirmative defense of prejudice due to lack of
notice by the insured by proving that Ohio Casualty had
actual knowledge of the suit and was not prejudiced. The
Court finds this case analogous and finds on these facts
that National Union can and is bound by the default
judgment taken against Morris in the underlying suit.

As to the court's statements regarding prejudice
[*24] to the insurer from the insureds' failure to notify
the insurer of the claim, this Court notes that National
Union does not rely upon prejudice from lack of notice.
Further, National Union concedes that it knew of the
lawsuit and knew that Morris was a party to it. National
Union argues instead that it was prejudiced by Morris's
failure to forward suit papers and specifically request a
defense and that it should be able to avoid liability for
the underlying default judgment as a result.

In fact, in cases going back for decades, [HN10]
Texas judges have allowed injured third-party beneficia-
ries to sue on default judgments in Texas state courts.
For example, Plaintiff cites to Pioneer v. Jefferson, a
third-party beneficiary claim brought against an insurer
under an automobile policy. * The Pioneer court ad-
dressed a situation not unlike that before this Court: an

insurer who refuses to defend the personal injury action
then seecks to avoid liability for a subsequent default
judgment. The defendant insurer in Pioneer also relied
upon the actual trial requirement, protesting that the in-
sured did not comply with the notice and cooperation
provisions in its policy and that it could [*25] not be
liable for the default judgment. Finding the insurer's ar-
gument disingenuous, [HN11] the Texas court of appeals
held that an insurer who refuses to defend its insured
cannot thereafter insist on compliance with the insurance
contract. * The Texas court of appeals thus allowed the
third-party beneficiary to enforce the default judgment
against the insurer.

35 456 S.W.2d 410 (Tex. Civ. App.-14th Dist.
1970, writ refd, n.r.e.).
36 Id at4i3.

In numerous other cases, Texas courts have allowed
third-party beneficiaries to sue insurance companies on
default judgments taken against them and rejects the in-
surer's inevitable argument that they are not bound by
these default judgments. On the basis of the cases cited
to the Court by counsel for both parties, the Court finds
that [HN12] Texas courts allow third-party beneficiaries
to sue insurers on default judgments entered in underly-
ing cases. The Court thus finds that it had more than
adequate authority to support its Erie determination
[*26] that Texas courts would allow the claim Plaintiff
asserts against Defendant National Union here. As a re-
sult, the Court will deny Defendant's motion to reconsid-
er.

II. Motion for Attorney's Fees

Also before the Court is Plaintiff's motion for attor-
ney's fees (Docket No. 37), filed on March 2, 2005. The
Court notes at the outset that Plaintiff's request was filed
out of time. [HN13] Local Rule CV-7(j) requires that a
motion for attorney's fees be filed within fourteen days of
entry of the judgment. The instant request was filed fif-
teen days after entry of the judgment, rendering it un-
timely. Defendant asks that Plaintiff's motion be denied
on this basis.

The Court declines to deny Plaintiff's request merely
because of a procedural defect. However, considering the
nature of the case and the posture in which it was de-
cided, the Court has determined that an award of fees is
not appropriate here. As a result, the Court will deny
Plaintiff's request for attorney's fees.

CONCLUSION

For the foregoing reasons, it is hereby ORDERED
that Defendant's Motion for Reconsideration (Docket No.
36) is DENIED.
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It is further ORDERED that Plaintiff's Motion for Signed this 12th day of May, 2005.
1 * 1 5
Q::lggeys Fees (Docket [*27] No. 39) is hereby DE ROYAL FURGESON

UNITED STATES DISTRICT JUDGE
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NANCY JANE DeFRAIN, Personal Representative of the ESTATE OF WILLIAM
DEFRAIN, deceased, Plaintiff-Appellee, v STATE FARM MUTUAL AUTOMO-
BILE INSURANCE COMPANY, Defendant-Appellant.

No. 294505

COURT OF APPEALS OF MICHIGAN

291 Mich. App. 713; 809 N.W.2d 601; 2011 Mich. App. LEXIS 453

March 10, 2011, Decided

SUBSEQUENT HISTORY: Later proceeding at De-
Frain v. State Farm Mut. Auto. Ins. Co.. 490 Mich. 870,
802 N.W.2d 615. 2011 Mich. LEXIS 1599 (2011)
Reversed by, Remanded by DeFrain v. State Farm Mut.
Auto. Ins. Co., 2012 Mich. LEXIS 764 (Mich., May 30,
2012)

PRIOR HISTORY: [***]]
Wayne Circuit Court. LC No. 08-125814-NF.

CASE SUMMARY:

PROCEDURAL POSTURE: Defendant insurer chal-
lenged a decision from the Wayne Circuit Court, Michi-
gan, which denied its motion for summary disposition in
an uninsured motorist coverage dispute involving plain-
tiff personal representative.

OVERVIEW: An insured was injured in a hit-and-run
accident. He had uninsured motorist coverage through an
insurance policy with the insurer. The insured failed to
timely comply with a policy provision that required the
reporting of a hit-and-run accident within 30 days. The
insured later died as a result of his injuries. The insurer's
motion for summary disposition was denied, and this
appeal followed. In affirming, the appellate court deter-
mined that an insurer who sought to cut off responsibility
on the ground that the insured did not comply with a
contract provision requiring notice immediately or within
a reasonable time had to establish actual prejudice to its
position. This rule applied, even though the 30-day pro-
vision in this case did not require notice immediately or
within a reasonable time. The prejudice standard was not
met in this case.

OUTCOME: The decision was affirmed.

LexisNexis(R) Headnotes

Insurance Law > Claims & Contracts > Policy Inter-
pretation > General Overview

Insurance Law > Motor Vehicle Insurance > Coverage
> Uninsured Motorists > General Overview

[HN1] Because uninsured motorist benefits are not re-
quired by statute, interpretation of the policy dictates
under what circumstances those benefits will be
awarded.

Insurance Law > Claims & Contracts > Notice to In-
surers > Prejudice to Insurer

[HN2] It is a well-established principle that an insurer
who seeks to cut off responsibility on the ground that its
insured did not comply with a contract provision requir-
ing notice immediately or within a reasonable time must
establish actual prejudice to its position.

Insurance Law > Claims & Contracts > Notice to In-
surers > Prejudice to Insurer

[HN3] Koski v Allstate Ins Co. has carved out a narrow
prejudice requirement relative to all insurance contracts,
and Rory v Continental Ins Co. does not overrule the
Michigan Supreme Court's earlier ruling in Koski, which
is controlling.
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JUDGES: Before: MURPHY, C.J., and STEPHENS and
M.J. KELLY, JJ.

OPINION BY: MURPHY
OPINION
[**602] [*714] MURPHY,C.].

Defendant, State Farm Mutual Automobile Insur-
ance Company, appealed by leave granted the trial
court's order denying its motion for summary disposition.
This case arose out of a hit-and-run accident that resulted
in the death of William DeFrain, who had uninsured
motorist (UIM) coverage through an insurance policy
with State Farm. The dispute before us concerns Mr.
DeFrain's failure to timely comply with a provision in the
policy that required an insured to report an accident in-
volving a hit-and-run motor vehicle to State Farm within
30 days. In Koski v Alistate Ins Co, 456 Mich 439; 572
NW2d 636 (1998), our Supreme Court held that an in-
surer had to establish actual prejudice before it could be
relieved from contractual liability under an insurance
policy, when the insured had failed to timely comply
with a notice provision contained in the policy that con-
stituted a condition precedent to insurer liability. Be-
cause we conclude that Koskiapplies here, and because
we agree with the trial court that State Farm failed to
establish actual prejudice as a matter of law, we affirm
[***2] the trial court's order denying State Farm's motion
for summary disposition.

[*715] On May 31, 2008, Mr. DeFrain was a pe-
destrian when he was struck by a hit-and-run driver and
sustained severe head injuries. He first notified State
Farm of the accident on August 25, 2008. On November
11, 2008, Mr. DeFrain died as a result of his injuries. His
State Farm policy had provided for UIM benefits.! Pur-
suant to the policy, a person making a claim for UIM
benefits “must report an accident, involving a
‘hit-and-run' motor vehicle to the police within 24 hours
and to us within 30 days . . . ." As indicated, Mr. DeFrain
failed to timely comply with the 30-day notice provi-
sion.? The policy also had language requiring a claimant
to notify State Farm of a UIM claim and to give it "all
the details about the death, injury, treatment, and other
information that [State Farm] may need as soon as rea-
sonably possible after the injured insured is first ex-
amined or treated for the injury." (Emphasis in italics
added.) The trial court denied State Farm's motion for
summary disposition, noting the existence of an ambigu-
ity when reading the 30-day notice provision in conjunc-
tion with the [***3] provision calling for a claimant to
provide State Farm with notice of a claim and medical
details as soon as reasonably possible.

| There is no indication in the record that Mr.
DeFrain had failed to pay his premiums on the
policy that had provided the UIM coverage.

2 At oral argument, plaintiff's counsel indi-
cated, without dispute from State Farm's counsel,
that Mr. DeFrain underwent brain surgery after
the accident and was in intensive care throughout
the 30-day notice period. This fact does not play
arole in our analysis and holding.

We find it unnecessary to decide the issue whether
the trial court erred by finding an ambiguity, because the
trial court also ruled that "I don't really see any real pre-
judice here, so I am accordingly going to deny State
Farm's] motion for summary disposition and that's my
decision." One of the arguments on appeal proffered by
plaintiff in support of affirming the trial court's denial
[*716] of State Farm's motion for summary disposition
is that [**603] State Farm did not show any prejudice
that resulted from the failure to comply with the 30-day
notice provision. We agree. Indeed, State Farm makes no
argument that it suffered any prejudice as a result of the
delay.

In [***4] Jackson v State Farm Mut Automobile
Ins Co, 472 Mich 942; 698 NW2d 400 (2005), our Su-
preme Court, in lieu of granting leave to appeal, vacated
a judgment entered by this Court and reinstated an order
of summary dismissal entered by the trial court "for the
reasons stated in the Court of Appeals dissent." As re-
vealed in this Court's opinion in Jackson, the injured
insured failed to comply with a similar 30-day notice
provision with respect to a claim for UIM benefits after
being injured in a hit-and-run accident. Jackson v State
Farm Mut Auto Ins Co, unpublished opinion per curiam
of the Court of Appeals, issued October 5, 2004 (Docket
No. 246388, 2004 Mich. App. LEXIS 2616). The majority
found the existence of an ambiguity in the policy and
held that the trial court erred by granting State Farm's
motion for summary disposition. 2004 Mich. App. LEXIS
2616 at *1. In light of its holding, the Court found it un-
necessary to address the plaintiff's argument that the no-
tice provision was enforceable only if State Farm could
prove prejudice. 2004 Mich. App. LEXIS 2616 at *9. The
dissent, however, addressed the prejudice issue and re-
jected the argument that prejudice had to be established.
The dissent found that Wendel v Swanberg, 384 Mich
468; 185 NW2d 348 (1971), [***5] which was cited by
the plaintiff in support of the prejudice argument, was
"distinguishable on the basis that it d[id] not involve a
condition precedent to the filing of an action against an
insurer, but, rather, when reasonable notice of a pending
lawsuit is given to the insurance carrier.” Jackson, unpub
op at 4 (GRIFFEN, J., dissenting). The dissent also stated
that "the present [*717] case d[id] not involve any sta-
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tutory obligations; instead, it entail{ed] a matter of con-
tractual interpretation.” /d.

We initially note that [HNI1] "because uninsured
motorist benefits are not required by statute, interpreta-
tion of the policy dictates under what circumstances
those benefits will be awarded."Rohiman v Haw-
keye-Security Ins Co, 442 Mich 520, 525; 502 NW2d 310
(1993). Here, on the prejudice issue, plaintiff also cites
Wendel, which was distinguished and rejected in the
Jackson dissent adopted by the Supreme Court. Howev-
er, plaintiff also cites Koski, 456 Mich 439: 572 N.W.2d
636, which concerned the interpretation and application
of a homeowner's insurance policy. Under the policy, in
the event of an accident or claim, the insured was re-
quired to immediately forward to Allstate any legal pa-
pers received by the insured concerning the accident
[**#*6] or claim (the notice-of-suit provision). The Court
stated, "plaintiff's duty to immediately forward any legal
papers relating to a claim is a condition precedent to
Allstate's liability under [the] policy." Id. at 444 (empha-
sis added). Thus, the two grounds cited by the dissent in
Jackson for distinguishing Wendel and rejecting applica-
tion of a prejudice requirement, ie., the 30-day
hit-and-run notice provision was a condition precedent to
liability and the provision entailed a matter of contractual
interpretation and not statutory obligations, were both
present in Koski, i.e., the notice-of-suit provision was a
condition precedent to liability and the provision entailed
a matter of contractual interpretation and not statutory
obligations. Therefore, Jackson squarely stands in direct
conflict with Koski. The Koski Court ruled that [HN2] "it
is a well-established principle that an insurer who seeks
to cut off responsibility on the ground that its insured did
not comply with a contract provision requiring notice
immediately or within a [**604] reasonable time must
establish actual prejudice to its position." Koski, 456
[*718] Mich at 444 (emphasis added). We find that
Jacksonis of questionable and limited value because it
did not address Koski, [***7] which apparently was not
argued there, and which constitutes binding precedent
that we are not free to disregard.

The 30-day notice provision here did not require no-
tice immediately or within a reasonable time, but there is
no reason why the actual-prejudice requirement from
Koski would not apply because of that distinction. The
well-established prejudice principle from Koski is of-
fended and essentially discarded by not applying it in the
case at bar, and Koskiis a fully developed and reasoned
opinion on the subject of prejudice in the context of in-
surance law, whereas the Supreme Court's order in
Jackson is merely a cursory order. The proposition that
we should give more weight to a Supreme Court opinion
than to a Supreme Court order, aside from being
self-evident, is reflected in how the Supreme Court itself

has at times treated its own orders. For example, in Mul-
lins v St Joseph Mercy Hosp, 271 Mich App 503; 722
NW2d 666 (2006), rev'd 480 Mich. 948, 741 N.W.2d 300
(2007), this Court ruled that a prior Supreme Court opi-
nion had to be applied retroactively where "the Michigan
Supreme Court ha[d] plainly and unambiguously ex-
pressed its intent that the decision . . . applie[d] retroac-
tively” in three consecutive orders. [¥¥*8] However, the
Supreme Court reversed this Court's ruling, holding that
its earlier opinion was not fully retroactive despite the
fact that it had issued three orders commanding retroac-
tive application, and the Court did not even bother to
discuss stare decisis in ignoring and essentially overrul-
ing its prior orders. 271 Mich. App. 503, 506, 722
N.W.2d 666.

Finally, we note this Court's decision in Bradley v
State Farm Mut Automobile Ins Co, 290 Mich. App. 156;
__NW2d __, 2010 Mich. App. LEXIS 1809), wherein we
applied the Koski prejudice [*719] requirement when
the plaintiff failed to join State Farm and the tortfeasors
in a suit as required by the UIM benefits provision of the
insurance policy. We held that "because defendant suf-
fered no prejudice from the failure to join, defendant
should not be relieved of liability to provide unin-
sured-motorist benefits to plaintiff, who had paid pre-
miums for that coverage." /d. at 160. The Bradley panel
also discussed Rory v Continental Ins Co, 473 Mich. 457,
461; 703 N.W.2d 23 (2005), in which the Supreme Court
held that an unambiguous provision in a UIM policy
must be enforced as written regardless of the equities and
the provision's reasonableness. The majority opinion in
Bradley [***9] stated that [HN3] "Koski carved out a
narrow prejudice requirement relative to all insurance
contracts, and Rory did not overrule the Supreme Court's
earlier ruling in Koski, which we find controlling."
Bradley, 290 Mich App at 161, 2010 Mich. App. LEXIS
1809 at *6. The Court, id. at 161 nl, further observed:

The dissent disagrees that defendant
should be required to show prejudice, as-
serting that Rory controls . . . . Rory,
however, did not examine the prejudice
principle discussed in Koski. Moreover,
Tenneco [v Amerisure Mut Ins Co, 281
Mich App 429; 761 NW2d 846 (2008)],
which was decided in 2008 and after Rory
was issued, and which constitutes binding
precedent, acknowledged the continuing
application of Koski. The Tenneco panel
also cited additional, earlier Michigan
Supreme Court precedent supporting im-
position of a prejudice requirement. /d. at
448. ' )
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In sum, we hold that, regardless of the order in
Jackson, Koskidemands that we [**605] affirm the

trial court's order denying State Farm's motion for sum- s/ Cynthia Diane Stephens
mary disposition.

/s/ William B. Murphy

fs/ Michael J. Kelly
Affirmed. Plaintiff, as the prevailing party, is
awarded costs pursuant to MCR 7.219.

Page 4
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JOHN GASTON, Plaintiff, vs. ALLSTATE INSURANCE COMPANY, Defendant.

CASE NO. 4:08 cv 0749

UNITED STATES DISTRICT COURT FOR THE NORTHERN DISTRICT OF
OHIO, EASTERN DIVISION

2008 U.S. Dist. LEXIS 107996

July 31,2008, Decided

CASE SUMMARY:

PROCEDURAL POSTURE: Plaintiff insured filed an
action against defendant insurer alleging breach of con-
tract and bad faith arising from the denial of a claim. The
insurer sought summary judgment on the basis that the
insured failed to cooperate with the claim investigation.

OVERVIEW: When the insured's truck was recovered
completely burned, the insurer denied the claim. To in-
vestigate the possibility of arson, the insurer requested
from the insured certain financial documents. The court
concluded that the document requests were perfectly
reasonable and relevant to the claim investigation and
that the fact that the insured declared that he had a wil-
lingness to cooperate was beside the point. Thus, the
court found that the insured failed to cooperate with the
investigation as required by the policy and that this fail-
ure was a material and substantial breach of the insured's
obligations under the policy. Because the insured rea-
sonably suspected arson, the insurer’s failure to produce
the requested information resulted in material and sub-
stantial prejudice to the insurer as a matter of law. The
insurer was precluded from determining the truth or fal-
sity of the claim, which was materially prejudicial to its
investigation. Having satisfied its burden of establishing
the insured's noncompliance with the cooperation clause
and the resulting prejudice, the insurer was entitled to
summary judgment on the insured's claim for coverage
under the policy.

OUTCOME: The court granted the insurer's motion for
summary judgment and dismissed the insured's com-
plaint.

LexisNexis(R) Headnotes

Civil Procedure > Summary Judgment > Standards >
General Overview

[HN1] The function of summary judgment is to dispose
of claims without trial when one party is unable to dem-
onstrate the existence of a factual dispute which, if
present, would require resolution by a jury or other trier
of fact.

Civil Procedure > Summary Judgment > Standards >
Appropriateness
[HN2] See Fed. R. Civ. P. 56(c).

Civil Procedure > Summary Judgment > Standards >
Appropriateness

Civil Procedure > Summary Judgment > Supporting
Materials > Affidavits

[HN3] See Fed. R. Civ. P. 56(e).

Civil Procedure > Summary Judgment > Burdens of
Production & Proof > Absence of Essential Element of
Claim

Civil Procedure > Summary Judgment > Burdens of
Production & Proof > Movants

Civil Procedure > Summary Judgment > Supporting
Materials > Affidavits

[HN4] In a summary judgment motion, the movant is not
required to file affidavits or other similar materials ne-
gating a claim on which its opponent bears the burden of
proof, so long as the movant relies upon the absence of
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the essential element in the pleadings, depositions, an-
swers to interrogatories, and admissions on file.

Civil Procedure > Summary Judgment > Standards >
Appropriateness

Civil Procedure > Summary Judgment > Standards >
Genuine Disputes

Civil Procedure > Summary Judgment > Standards >
Materiality

Civil Procedure > Summary Judgment > Standards >
Need for Trial

[HNS] In reviewing summary judgment motions, a court
must view the evidence in a light most favorable to the
non-moving party to determine whether a genuine issue
of material fact exists. A fact is “material” only if its res-
olution will affect the outcome of the lawsuit. Determi-
nation of whether a factual issue is "genuine" requires
consideration of the applicable evidentiary standards.
Thus, in most civil cases the court must decide whether
reasonable jurors could find by a preponderance of the
evidence that the non-moving party is entitled to a ver-
dict. There is no issue for trial unless there is sufficient
evidence favoring the nonmoving party for a jury to re-
turn a verdict for that party. If the evidence is merely
colorable, or is not significantly probative, summary
judgment may be granted.

Civil Procedure > Summary Judgment > Burdens of
Production & Proof > Absence of Essential Element of
Claim

Civil Procedure > Summary Judgment > Burdens of
Production & Proof > Nonmovants

Civil Procedure > Summary Judgment > Standards >
Appropriateness

[HN6) Summary judgment is appropriate whenever the
non-moving party fails to make a showing sufficient to
establish the existence of an element essential to that
party's case and on which that party will bear the burden
of proof at trial. Moreover, the trial court no longer has a
duty to search the entire record to establish that it is be-
reft of a genuine issue of material fact. Rather, the
non-moving party is under an affirmative duty to point
out specific facts in the record as it has been established
which create a genuine issue of material fact. The
non-movant must show more than a scintilla of evidence
to overcome summary judgment; it is not enough for the
non-moving party to show that there is some metaphysi-
cal doubt as to material facts.

Contracts Law > Types of Contracts-> General Over-
view : "

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Questions of Law

[HN7] Under Ohio law, an insurance policy is a contract,
the interpretation of which is a matter of law.

Contracts Law > Contract Interpretation > General
Overview

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Plain Language

[HN8] Where the contract language is clear and unam-
biguous, courts must enforce the contract as written and
give the words their plain and ordinary meaning.

Insurance Law > General Liability Insurance > Obli-
gations > Cooperation

[HN9] When cooperation is a policy condition, and an
insured fails to comply, the insurer may be relieved of
further obligation with respect to a claim with which the
insured did not cooperate.

Insurance Law > Claims & Contracts > Disclosure Ob-
ligations > General Overview

[HN10] When an insurance company demands informa-
tion, the policyholder is required to make a fair and frank
disclosure of information demanded by the company.

Insurance Law > General Liability Insurance > Obli-
gations > Cooperation

[HN11] To avoid liability to a policyholder, the insurer
must establish that the failure to cooperate was material
and substantial, and resulted in prejudice to the insurer's

rights.

Civil Procedure > Pleading & Practice > Defenses,
Demurrers & Objections > Affirmative Defenses >
General Overview

Evidence > Procedural Considerations > Burdens of
Proof > Allocation

Insurance Law > General Liability Insurance > Obli-
gations > General Overview

[HN12] Failure to comply with policy conditions is an
affirmative defense, on which the insurer bears the bur-
den of proof.

Insurance Law > General Liability Insurance > Obli-
gations > Cooperation

[HN13] Whether an insured violated a cooperation
clause is determined in light of the facts and circums-
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tances of the case, but may be decided by the court as a
matter of law when the case presents undisputed facts.

Insurance Law > Claims & Contracts > Disclosure Ob-
ligations > General Overview

Insurance Law > Property Insurance > Coverage >
Arson & Intentional Loss > Evidence of Arson

[HN14] An insured's financial position is relevant to es-
tablishing motive for arson.

Insurance Law > Claims & Contracts > Disclosure Ob-
ligations > General Overview

Insurance Law > Property Insurance > Coverage >
Arson & Intentional Loss > Evidence of Arson

[HN15] Income tax records are relevant to an arson de-
fense.

Insurance Law > General Liability Insurance > Obli-
gations > Cooperation

[HN16] Simply signing a release is not sufficient to
withstand summary judgment on the issue of compliance
with a cooperation clause in an insurance contract where
the insurer has made specific document requests.

Insurance Law > General Liability Insurance > Obli-
gations > Cooperation
[HN17] Failure to produce requested documents such as
tax returns and other financial information constitutes a
substantial and material breach of the cooperation clause
in an insurance policy.

Insurance Law > General Liability Insurance > Obli-
gations > Cooperation

[HN18] In a case of noncompliance with a cooperation
clause, prejudice involves material injury to the insurer's
ability to contest the merits of the case, or serious im-
pairment in investigating the claim or defending the me-
rits of the case.

Insurance Law > Bad Faith & Extracontractual Liabil-
ity > Payment Delays & Denials

[HN19] In Ohio, an insurer has a duty to act in good faith
in the processing and payment of the claims of its in-
sured. An insurer fails to exercise good faith in the
processing of a claim of its insured where its refusal to
pay the claim is not predicated upon circumstances that
furnish reasonable justification therefor.

COUNSEL: [*1] For John Gaston, Plaintiff: Jeffrey V.
Goodman, LEAD ATTORNEY, Warren, OH; John E.
Fowler, II, LEAD ATTORNEY, Fowler Law Office,
Warren, OH.

For Allstate Insurance Company, Defendant: Margo
Stoffel Meola, LEAD ATTORNEY, David Cooper
Comstock, Jr., Comstock, - Springer & Wilson,
Youngstown, OH.

JUDGES: HONORABLE SARA LIOI, UNITED
STATES DISTRICT JUDGE.

OPINION BY: SARA LIOI

OPINION
MEMORANDUM OPINION AND ORDER

This case is before the Court on the motion for
summary judgment filed by Defendant Allstate Insurance
Company ("Allstate” or "Defendant”). Plaintiff filed a
response to the motion, and Defendant replied. The mo-
tion is ripe for resolution.

I. Factual and Procedural Background

Plaintiff John Gaston ("Gaston” or "Plaintiff"), a
resident of Warren, Ohio, purchased an automobile in-
surance policy for his 1998 Ford F150 pickup truck from
Defendant. (Compl. PP 1-3.) Plaintiff's truck allegedly
was stolen, and on November 21, 2006, Plaintiff filed a
notice of claim and sworn proof of loss with Defendant
based upon the loss occasioned by the purported theft.
(Id. P 5.) On November 27, 2006, the truck was recov-
ered in Mecca, Ohio. It had been burned completely. (/d.
P 6.) On October 31, 2007, Allstate issued a letter to
Plaintiff [*2] denying his claim. (/d. P 8.)

Plaintiff filed suit against Defendant in state court
alleging breach of contract and bad faith. Defendant re-
moved the case to this Court on the basis of diversity
jurisdiction. ' Defendant thereafter filed the instant mo-
tion seeking summary judgment on the basis that Plain-
tiff failed to cooperate with the claim investigation as he
was required to do under the terms of the policy. Plaintiff
opposed the motion, claiming that he did cooperate fully
with Defendant's investigation or, alternatively, genuine
issues of material fact exist as to Plaintiff's compliance.

1 Itis undisputed that, for purposes of diversity
jurisdiction, Defendant is a citizen of Illinois.
(See Def.'s Answer, Doc. No.4,P 1.)

II. Law and Analysis

A. Standard of Review
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[HN1] The function of summary judgment is to dis-
pose of claims without trial when one party is unable to
demonstrate the existence of a factual dispute which, if
present, would require resolution by a jury or other trier
of fact. Schultz v. Newsweek, Inc., 668 F.2d 911, 918
(6th Cir. 1982). Fed. R. Civ. P. 56(c) governs summary
judgment motions and provides:

[HN2] The judgment sought shall be
rendered forthwith if the pleadings, depo-
sitions, [*3] answers to interrogatories,
and admissions on file, together with the
affidavits, if any, show that there is no
genuine issue as to any material fact and
that the moving party is entitled to a
judgment as a matter of law [. . .].

Rule 56(e) specifies the materials properly submitted
in connection with a motion for summary judgment:

[HN3] Supporting and opposing affi-
davits shall be made on personal know-
ledge, shall set forth such facts as would
be admissible in evidence, and shall show
affirmatively that the affiant is competent
to testify to the matters stated therein [. .
.J. The court may permit affidavits to be
supplemented or opposed by depositions,
answers to interrogatories, or further affi-
davits. When a motion for summary
judgment is made and supported as pro-
vided in this rule, an adverse party may
not rest upon the mere allegations or
denial of the adverse party's pleading, but
the adverse party's response, by affidavits
or as otherwise provided in this rule, must
set forth specific facts showing that there
is a genuine issue for trial. If the adverse
party does not so respond, summary
judgment, if appropriate, shall be entered
against the adverse party.

However, [HN4] the movant is not required [*4] to
file affidavits or other similar materials negating a claim
on which its opponent bears the burden of proof, so long
as the movant relies upon the absence of the essential
element in the pleadings, depositions, answers to inter-
rogatories, and admissions on file. Celotex Corp. v. Ca-
trett, 477 U.S. 317, 106 S. Ct. 2548, 91 L. Ed. 2d 265
(1986). ' I

[HN5] In reviewing summary judgment motions,
this Court must view the evidence in a light most favora-

ble to the non-moving party to determine whether a ge-
nuine issue of material fact exists. Adickes v. S.H. Kress
& Co., 398 U.S. 144, 90 S. Cr. 1598, 26 L. Ed. 2d 142
(1970), White v. Turfway Park Racing Ass'n, 909 F.2d
941, 943-44 (6th Cir. 1990). A fact is "material" only if
its resolution will affect the outcome of the lawsuit. An-
derson v. Liberty Lobby, Inc., 477 U.S. 242, 248, 106 S.
Cr. 2505, 91 L. Ed. 2d 202 (1986). Determination of
whether a factual issue is "genuine” requires considera-
tion of the applicable evidentiary standards. Thus, in
most civil cases the Court must decide "whether reason-
able jurors could find by a preponderance of the evidence
that the [non-moving party] is entitled to a verdict." /d. at
252. "[T]here is no issue for trial unless there is suffi-
cient evidence favoring the nonmoving party for a jury to
return a verdict for [*5] that party. If the evidence is
merely colorable, or is not significantly probative, sum-
mary judgment may be granted."” /d. at 249-50 (citations
omitted).

[HN6] Summary judgment is appropriate whenever
the non-moving party fails to make a showing sufficient
to establish the existence of an element essential to that
party's case and on which that party will bear the burden
of proof at trial. Celotex, 477 U.S. at 322. Moreover, "the
trial court no longer has a duty to search the entire record
to establish that it is bereft of a genuine issue of material
fact." Street v. J.C. Bradford & Co., 886 F.2d 1472,
1479-80 (6th Cir. 1989) (citing Frito-Lay, Inc. v. Wil-
loughby, 274 U.S. App. D.C. 340, 863 F.2d 1029, 1034
(D.C. Cir. 1988)). Rather, the non-moving party is under
an affirmative duty to point out specific facts in the
record as it has been established which create a genuine
issue of material fact. In re Morris, 260 F.3d 654. 665
(6th Cir. 2001). The non-movant must show more than a
scintilla of evidence to overcome summary judgment,
Street, 886 F.2d at 1477; it is not enough for the
non-moving party to show that there is some metaphysi-
cal doubt as to material facts. See Matsushita Elec. In-
dus. Co. v. Zenith Radio Corp., 475 U.S. 574, 106 S. Ct.
1348, 89 L. Ed. 2d 538 (1986).

B. [*6] Breach of Contract -- Insurance Coverage

The policy was issued in Ohio to an Ohio resident,
so its interpretation is governed by Ohio law. Bank of
N.Y. v. Janowick, 470 F.3d 264, 271 (6th Cir. 2006).
[HN7] Under Ohio law, an insurance policy is a contract,
the interpretation of which is a matter of law. Alexander
v. Buckeye Pipe Line Co., 53 Ohio St. 2d 241, 374
N.E.2d 146 (1978). [HN8] Where the contract language
is clear and unambiguous, courts must enforce the con-
tract as written and give the words their plain and ordi-
nary meaning. Cincinnati Indem. Co. v. Martin, 85 Ohio
St. 3d 604, 1999 Ohio 322, 710 N.E.2d 677 (1999).
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Allstate asserts that it has no obligation to pay Plain-
tiff's claim under the terms of the policy because Plaintiff
failed to produce certain documents requested by Allstate
during its investigation into Plaintiff's claim. Allstate
contends that by failing to produce the requested docu-
ments, Plaintiff violated the policy provision requiring
that he "cooperate with [Allstate] in the investigation,
settlement and defense of any claim or lawsuit." (Def.'s
Mot. for Summ. J., Ex. A, at 5.) The terms of the policy
expressly preclude Plaintiff from bringing suit "unless
[*7] there has been full compliance with all policy terms
and conditions." (/d. at 6.) Allstate contends that Plain-
tiff's breach was material, thus relieving Allstate of its
obligations under the policy.

[HN9] "When [. . .] cooperation is a policy condi-
tion, and an insured fails to comply, the insurer may be
relieved of further obligation with respect to a claim with
which the insured did not cooperate." Gabor v. State
Farm Mut. Auto. Ins. Co., 66 Ohio App. 3d 141, 143, 583
N.E.2d 1041 (8th Dist. 1990) (citations omitted). [HN10]
"When an insurance company demands information, the
policyholder is ‘required to make a fair and frank disclo-
sure of information demanded by the company.” Id.
(quoting Luntz v. Stern, 135 Ohio St. 225, 231, 20 N.E.2d
241 (1939)). [HN11] To avoid liability to the policy-
holder, the insurer must establish that the failure to coo-
perate was material and substantial, and resulted in pre-
judice to the insurer's rights. Templin v. Grange Mut.
Cas. Co., 81 Ohio App. 3d 572, 576, 611 N.E.2d 944 (2d
Dist. 1992) (citing State Farm Mut. Auto Ins. Co. v.
Holcomb, 9 Ohio App. 3d 79, 81-82, 9 Ohio B. 99, 458
N.E.2d 441 (9th Dist. 1983)). [HN12] Failure to comply
with policy conditions is an affirmative defense, on
which the insurer bears the burden of proof. Ermakora v.
Daillakis, 90 Ohio App. 453, 463, 62 Ohio Law Abs. 307,
107 N.E.2d 392 (8th Dist. 1951). [*8] [HN13] Whether
an insured violated the cooperation clause is determined
in light of the facts and circumstances of the case, but
may be decided by the court as a matter of law when the
case presents undisputed facts. Weller v. Farris, 125
Ohio App. 3d 270, 274, 708 N.E.2d 271 (2d Dist. 1998).

Because the recovered vehicle exhibited evidence of
fire damage, Allstate commissioned a report on the cause
and origin of the fire. (Affidavit of Lynn Bostrom, Doc.
No. 9-4, P 7.) Forensic mechanic Mark Sargent issued a
report indicating that the fire was incendiary in nature,
i.e., it bore indicia of arson. (Affidavit of Mark Sargent,
Doc. No. 9-3, P 17.) To investigate the possibility of
arson, Allstate requested from Plaintiff certain financial
documents. Allstate's document requests were very spe-
cific; it asked for Plaintiff's (1) income tax returns; (2)
bank records for November and December 2006 and .
January 2007; (3) cellular phone records for Novémber
2006; and (4) estimates to support Plaintiffs damage

claim. (Bostrom Aff., P 11.) Allstate reiterated these re-
quests several times. (/d., PP 10, 12, 14, 16-17.) Plaintiff
never complied. (Id., PP 10, 13, 18.) It is undisputed that
Plaintiff never provided documents [*9] to satisfy any
of Allstate's four specific requests.

In opposing summary judgment, Plaintiff argues ?
that he "was willing and able to cooperate with the in-
vestigation of the insurance claim." This is beside the
point. The plain language of the policy required Plaintiff
actually to cooperate, not merely to have a willingness to
do so. Thus, it is Plaintiff's actions, not his after-the-fact
declaration that he was willing and able to act, by which
the Court must judge Plaintiff's compliance with the pol-
icy. Allstate requested documents from Plaintiff on nu-
merous occasions. The document requests were perfectly
reasonable and relevant to the claim investigation. See
Templin, 81 Ohio App. 3d at X ([HN14] insured's finan-
cial position is relevant to establishing motive for arson);
Moore v. State Farm Fire & Cas. Co., 1985 Ohio App.
LEXIS 9595, 1985 WL 62876. at *3 (Ohio App. 2d Dist.
Dec. 3, 1985) ([HN15] income tax records relevant to
arson defense). Allstate set a reasonable deadline for
compliance with its requests, provided Plaintiff ample
opportunity to respond, and yet received nothing.

2 Much of the argument in Plaintiff's opposi-
tion to summary judgment misses the mark en-
tirely. Plaintiff devotes a large portion of his brief
[*10] to arguing that he provided "prompt notice”
of the claim to Allstate. Allstate, however, ac-
knowledges that it received prompt notice of
Plaintiff's claim. Its summary judgment argument
is premised solely upon Plaintiff's failure to coo-
perate with the claim investigation, which has
nothing to do with the promptness of the claim
notice.

Plaintiff's only contention that he in fact complied
with his duty to cooperate is premised upon his signing
of a waiver authorizing Allstate to obtain any informa-
tion it desired. * (Affidavit of John Gaston, Doc. No.
12-4, P 3.) However, [HN16] simply signing a release is
not sufficient to withstand summary judgment on the
issue of compliance with the cooperation clause in an
insurance contract where the insurer has made specific
document requests. Great Am. Ins. Co. of N.Y. v. Brock
Constr. Co., Inc., 2007 U.S. Dist. LEXIS 74807, 2007
WL 2844945, at *5 (E.D. Ky. Sept. 28, 2007) ("authoriz-
ing a broad release of documents is not sufficient coop-
eration where specific documents are requested that are
easily capable of being produced by their holder."); see
also Doerr v. Alilstate Ins. Co., 121 F. App'x 638, 640
(6th Cir. 2005) ("compliance with some of the policy's
conditions precedent does [*l1] not excuse failure to
comply with all of the conditions precedent.”)
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3 In his affidavit, Plaintiff vaguely asserts that
he "has provided to Defendants [. . .] all the re-
quested and required information [. . .]. (Gaston
Aff., P 2.) However, nowhere in his opposition to
the motion does Gaston claim that he provided
the requested tax returns, bank records, phone
records, or claim estimates. There is no evidence
in the record to suggest that Plaintiff actually
provided this specific information, and consider-
able evidence supplied by Allstate indicates that
he did not. The Court finds that no reasonable
jury could conclude, based upon the evidence
submitted, that Gaston provided the requested
documents.

Under the circumstances established by the undis-
puted facts, the Court finds that Plaintiff failed to coope-
rate with the investigation as required by the policy. The
Court further finds that this failure was a material and
substantial breach of Plaintiff's obligations under the
policy. Courts have held consistently that [HN17] failure
to produce requested documents such as tax returns and
other financial information constitutes a substantial and
material breach of the cooperation clause in an insurance
[*12] policy. Gabor, 66 Ohio App. 3d at 145; Ameduri v.
Buckeye Union Ins. Co., 1989 Ohio App. LEXIS 1672,
1989 WL 49500, at *6 (Ohio App. 7th Dist. Apr. 28,
1989); Moore, 1985 Ohio App. LEXIS 9595, 1985 WL
62876, at *4.

To avoid its obligations under the policy, Allstate
also must establish that its ability to defend the claim
was prejudiced by Plaintiffs noncompliance. In such
cases, [HN18] prejudice involves “material injury to the
insurer’s ability to contest the merits of the case, or se-
rious impairment in investigating the claim or defending
the merits of the case." Weller, 125 Ohio App. 3d at 276.
Because Allstate reasonably suspected arson, Plaintiff's
failure to produce the requested information resulted in
material and substantial prejudice to Allstate as a matter
of law. Doerr, 121 F.App'x at 641-42; see also Mobley v.
Philadelphia Indem. Ins. Co., 218 F. App’x 456, 463 (6th
Cir. 2007). As in Doerr, Plaintiff's refusal to provide
documents prevented Allstate from any assessing any

aspect of Plaintiff's involvement in the vehicle fire, in-
cluding any motive Plaintiff may have had to commit
arson. Allstate was precluded from determining the truth
or falsity of the claim. This was materially prejudicial to
Allstate's investigation.

Consequently, [*13] having satisfied its burden of
establishing Plaintiff's noncompliance with the coopera-
tion clause and prejudice resulting therefrom, Allstate is
entitled to summary judgment on Plaintiff's claim for
coverage under the policy.

C. Bad Faith

[HN19] In Ohio, "an insurer has a duty to act in
good faith in the processing and payment of the claims of
its insured." Staff Builders. Inc. v. Armstrong, 37 Ohio
St. 3d 298, 302, 525 N.E.2d 783 (1988). "[Aln insurer
fails to exercise good faith in the processing of a claim of
its insured where its refusal to pay the claim is not pre-
dicated upon circumstances that furnish reasonable justi-
fication therefor." Zoppo v. Homestead Ins. Co., 71 Ohio
St. 3d 552, 554, 1994 Ohio 461, 644 N.E.2d 397 (1994).
In this case, Allstate was justified in denying Plaintiff's
claim because, as explained previously, Plaintiff mate-
rially breached his obligations under the policy by failing
to cooperate with Allstate's investigation. Accordingly,
Allstate is entitled to summary judgment on Plaintiff's
bad faith claim.

II1. Conclusion

For the foregoing reasons, Allstate's motion for
summary judgment is GRANTED. Plaintiff's complaint
is DISMISSED. The Court will enter judgment contem-
poraneously with this memorandum opinion and [*14]
order in favor of Allstate.

IT IS SO ORDERED.
Dated: July 31, 2008
/s/ Sara Lioi

HONORABLE SARA LIOI
UNITED STATES DISTRICT JUDGE
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Civil Procedure > Summary Judgment > Standards >
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OPINION

OPINION AND ORDER
CHRISTOPHER A. BOYKO, J.:

This matter comes before the Court upon the Motion
(ECF DKT #103) of Defendant Federal Insurance Com-
pany ("Federal") for Summary Judgment. For the fol-
lowing reasons, the Motion is granted.

L FACTUAL BACKGROUND

The Goodyear Tire & Rubber Company ("Goo-
dyear") instituted this lawsuit in July of 2008, and filed
its Amended Complaint on March 23, 2009. Count I al-
leges [*2] breach of directors and officers ("D & O")
liability policies issued by National Union Insurance
Company of Pittsburgh ("National Union") and Federal;
and seeks reimbursement of Goodyear's legal and ac-
counting costs, amounting to approximately $30 million,
incurred in defending numerous securities class action
and derivative lawsuits and an SEC investigation. Count
II, which sought a declaratory judgment, pursuant to the
Declaratory Judgment Act, 28 U.S.C. § 2201, against
Federal only, was dismissed by the Court's Opinion and
Order issued on October 23, 2009. (ECF DKT #37).

Subject to its terms, conditions and limitations, the
National Union Policy has an aggregate limit of liability
of $15 million, and a $5 million retention for Securities
Claims. The Federal Policy has an aggregate limit of
liability of $10 million, that is excess of the National
Union Policy limit of liability and applicable retention.

The insuring agreement of the Federal Policy re-
cites:

The Company shall provide the Insu-
reds with insurance during the Policy Pe-
riod excess of the Underlying Limit. Cov-
erage hereunder shall attach only after
the insurers of the Underlying Insurance
shall have paid in legal currency the
[*3] full amount of the Underlying Limit
for such Policy Period. (Emphasis added).

At Section 3, the Federal Policy further provides:
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Only in the event of exhaustion of the
Underlying Limit by reason of the insur-
ers of the Underlying Insurance, or the
Insureds in the event of financial impair-
ment or insolvency of an insurer of the
Underlying Insurance, paying in legal
currency loss which, except for the
amount thereof, would have been covered
hereunder, this policy shall continue in
force as primary insurance, subject to its
terms and conditions and any retention
applicable to the Primary Policy, which
retention shall be applied to any subse-
quent loss in the same manner as specified
in the Primary Policy.

In the course of this litigation, on July 16, 2010,
Goodyear informed Federal and the Court that it had
entered into a settlement with National Union, for $10
million and some non-monetary considerations.

Following that, the Court overruled as moot all of
the parties' pending motions, and granted leave until
September 7, 2010 to file renewed dispositive motions,
including arguments and applicable law on settlement
and exhaustion. (ECF DKT #102). Those motions have
been filed and fully briefed. [*4] Federal argues: (1)
The Federal Policy does not attach because the National
Union Policy was not fully exhausted; (2) The disputed
fees did not "result solely” from a “claim" against an
insured; (3) The "related claims" provision does not
create coverage for Goodyear's internal investigation or
the SEC investigation; (4) Goodyear did not seek or ob-
tain Federal's consent to incur the disputed fees; and (5)
The disputed fees incurred for Goodyear's overseas in-
ternal investigation were not reasonable and necessary to
the defense of the litigation or SEC investigation. Goo-
dyear counters: (1) Under Ohio law, a policy condition
requiring exhaustion of the limits of another policy be-
fore the insurer pays cannot result in a forfeiture of cov-
erage, at least where the insurer has not been prejudiced
by the other policy's failure to pay limits; (2) It is uncon-
troverted that the disputed defense costs resulted solely
from the investigation and defense of a claim; (3) By
treating all related claims as having been made at the
same time, National Union's clause 7(B) is designed to
avoid any issue of "pre-claim" expenses or allocation of
defense costs incurred in the defense of the same wrong-
ful act; [*5] (4) Federal has no basis to assert consent as
a defense; and (5) Examination of overseas accounting
irregularities was necessary to the SEC investigation, and
" Federal's unsupported assertion to the contrary raises at
most a question of fact for the jury.

IL LAW ANALYSIS

ivil Ru Standard

[HN1] A summary judgment shall be granted only if
“the movant shows that there is no genuine dispute as to
any material fact and the movant is entitled to judgment
as a matter of law." Fed.R.Civ.P. 56(a). [HN2] The bur-
den is on the moving party to conclusively show no ge-
nuine issue of material fact exists, Celotex Corp. v. Ca-
trett, 477 U.S. 317, 323, 106 S. Ct. 2548, 91 L. Ed. 2d
265 (1986);, Lansing Dairy. Inc. v. Espy, 39 F.3d 1339,
1347 (6th Cir.1994). The moving party must do so by
either pointing to "particular parts of materials in the
record, including depositions, documents, electronically
stored information, affidavits or declarations, stipula-
tions, admissions, interrogatory answers, or other mate-
rials" or by "showing that the materials cited (by the ad-
verse party ) do not establish the absence or presence of a
genuine dispute, or that an adverse party cannot produce
admissible evidence to support the fact." Fed.R.Civ.P.
56(c)(1)(A), [*6] (B). [HN3] A court considering a mo-
tion for summary judgment must view the facts and all
inferences in the light most favorable to the nonmoving
party. Matsushita Elec. Indus. Co. v. Zenith Radio Corp.,
475 U.S. 574. 587, 106 S. Ct. 1348, 89 L. Ed. 2d 538
(1986). [HN4] Once the movant presents evidence to
meet its burden, the nonmoving party may not rest on its
pleadings, but must come forward with some significant
probative evidence to support its claim. Celotex, 477
U.S. at 324; Lansing Dairy, 39 F.3d at 1347. [HN5]
Whether summary judgment is appropriate depends upon
"whether the evidence presents a sufficient disagreement
to require submission to a jury or whether it is so
one-sided that one party must prevail as a matter of law."
Amway Distributors Benefits Ass ‘n v. Northfield Ins.
Co., 323 F.3d 386, 390 (6th Cir.2003)(quoting Anderson,
477 U.S. at 251-52).

Applicable law

[HNG6] A federal court sitting in diversity must apply
the substantive law of the forum state. Erie R.R. Co. v.
Tompkins, 304 U.S. 64, 58 8. Ct. 817, 82 L. Ed. 1188
(1938), Talley v. State Farm Fire & Cas. Co., 223 F.3d
323, 326 (6th Cir.2000). In this case, Ohio law governs.

Contract Interpretation

[HN7] The Supreme Court of Ohio has instructed
that "insurance contracts must be construed in accor-
dance with [*7] the same rules as other written con-
tracts." Hyvbud Equip. Corp. v. Sphere Drake Ins. Co.. 64
Ohio St.3d 657. 597.-N.E.2d 1096, 1102 (1992), cert.
denied, 507 U.S. 987, 113 8. Ct. 1585, 123 L. Ed. 2d 152
(1993). Furthermore, "words and phrases used in an in-
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surance policy must be given their natural and commonly
accepted meaning *** to the end that a reasonable inter-
pretation of the insurance contract consistent with the
apparent object and plain intent of the parties may be
determined." Gomolka v. State Auto. Mut. Ins. Co., 70
Ohio St.2d 166. 436 N.E.2d 1347, 1348 (1982).

[HN8] The Court must interpret the contract as a
whole. Westfield Ins. Co. v. Galatis, 100 Ohio St.3d 216,
219, 2003 Ohio 5849, 797 N.E.2d 1256 (2003). "If the
language used by the parties [in a contract] is plain,
complete, and unambiguous, the intention of the parties
must be gathered from that language, and from that lan-
guage alone." Williston on Contracts § 31:4. "When the
terms of the contract are clear and unambiguous, courts
will not in effect create a new contract by finding an in-
tent not expressed in the clear language employed by the
parties." Shifrin v. Forest City Enterprises, Inc.. 64 Ohio
St.3d 635. 638, 1992 Ohio 28, 597 N.E.2d 499 (1992). In
a fully integrated agreement, intentions [*8] not ex-
pressed in the writing are deemed to have no existence.
Construction Interior Systems, Inc. v. Marriott Family
Restaurants, Inc., 984 F.2d 749, 754 (6th Cir. 1993)
(quoting Aultman Hosp. Ass'n v. Community Mut. Ins.
Co., 46 Ohio St.3d 51, 544 N.E.2d 920 (1989)) (interior
citations omitted).

To reiterate, the Federal Policy coverage attaches
“only after the insurers of the underlying insurance shall
have paid in legal currency the full amount of the under-
lying limit for such policy period." The parties do not
dispute that the underlying insurer, National Union, paid
Goodyear $10 million in settlement; while its policy lim-
it for the relevant coverage period was $15 million, with
a $5 million self-insured retention.

Goodyear insists that Federal's exhaustion provision
is unenforceable, because the interest in enforcing it is
outweighed by the strong Ohio public policy favoring
settlements. An Ohio appellate panel addressed this prin-
ciple of public policy, and cited the Ohio Supreme
Court's decision in Bogan v. Progressive Casualty In-
surance Co., 36 Ohio St.3d 22, 521 N.E.2d 447 (1988),
saying:

It is uncontroverted that public policy
favors settlement. When parties agree to
settle cases, litigation is avoided, costs
[*9] of litigation are contained, and the
legal system is relieved of the burden of
resolving the dispute with the resulting
effect of alleviating an already over-
crowded docket. When the amount of set-
tlement is less than the policy limits, the
unpaid amount may represent a significant
savings cost since litigation was avoided
or curtailed . . . Thus, separate from the

contract of insurance, considerations of
public policy generally favor settlements.
Triplett v. Rosen, Nos. 92AP-816 &
92AP-817, 1992 Ohio App. LEXIS 6787,
1992 WL 394867, at *18-19 (10th Dist.
Dec. 29, 1992).

The Court recognizes this compelling public policy and
the line of Ohio cases espousing it; yet, will not go so far
as to find Federal's contract provision unenforceable. The
Court agrees, first, with Federal's position that this Ohio
precedent almost exclusively arose in the context of un-
insured/underinsured motorist litigation. The language of
those types of policies is clearly distinguishable from the
language of the D & O policy before us. Moreover, Ohio
state law mandates uninsured/underinsured coverage;
thus motivating courts to find coverage wherever possi-
ble. There is no similar statutory mandate with regard to
business and commercial excess [*10] liability cover-
age. Thus, although there is a substantial public interest
in encouraging settlements, the Court finds an equally
potent interest in fostering freedom of contract and hold-
ing parties to the agreements they make.

Goodyear further argues that settlement for an
amount less than the full limits of the underlying limits is
a failure of a condition precedent, which can result in the
forfeiture of coverage only where the excess insurer is
prejudiced. Goodyear contends that Federal is not preju-
diced. Goodyear intends to prove it suffered losses ex-
ceeding the limits of the underlying National Union Pol-
icy; and thus, Federal would only ever have to pay the
amount it agreed to pay. The Court does not agree. Fed-
eral is indeed prejudiced. It has been required to litigate
since the inception of this suit in state court in 2008. Ap-
proximately two years ago, Federal briefed, and suc-
cessfully obtained, dismissal of Count II of the Com-
plaint for Declaratory Judgment on the exhaustion provi-
sion. Federal, National Union and Goodyear attempted
mediation, pursued vigorous discovery, and briefed
summary judgment. Then, following the settlement with
National Union, the summary judgment briefing [*11]
was repeated, leading the Court to this stage. Would
these significant litigation efforts have been necessary
but for Goodyear's insistence that the underlying policy
limits were exhausted by a less-than-the-limits settle-
ment?

Placing itself in the shoes of an insurer for a mo-
ment, the Court recognizes the realities of defining the
scope of coverages and setting premiums accordingly.
Certainly, the potential exposure of an excess insurance
provider and the triggering point of that exposure inform
the calculus used in setting the premiums the insured will -
be charged. Will coverage be triggered by losses
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amounting to $20 million ... $15 million ... or $10 mil-
lion? An excess insurer, in the Court's opinion, is entitled
to at least that degree of certainty. Here, Federal's expec-
tation was a triggering point of $15 million plus the $5
million self-insured retention. Federal based the premium
it charged Goodyear on that expectation, not some lesser
amount. Therefore, Federal has suffered real prejudice.

Goodyear and Federal are commercial enterprises of
such size and quality as to presumably possess a high
degree of sophistication in matters of contract. Each has
the ability to retain highly [*12] competent counsel,
skilled in negotiating and/or drafting insurance contract
terms and advising on the impact of inserting or deleting
coverage provisions. Additionally, in this free market
society, Goodyear could have "shopped around" to other
excess insurance providers for a different, broader ex-
haustion clause.

Finally, in the Court's view, the plain language of
the Federal Policy's insuring clause ? "the full amount of
the underlying limit" -- does not mean "some lesser
amount" or "partial amount," nor does it contemplate the
insured "filling the gap" or "crediting the difference."

II1. CONCLUSION

Therefore, the Court finds, as a matter of law, that
coverage under the Federal Policy does not attach be-
cause the underlying insurer, National Union, did not
pay, in legal currency, the full amount of its Policy limit.
Since the clear and plain language of the Federal Policy's
insuring clause drives this Court's conclusion, the Court
need not address any other issues, including claims or
related claims, consent, and reasonable and necessary
expenses and costs. The Motion (ECF DKT #103) of

Defendant Federal Insurance Company for Summary
Judgment is granted. The Amended Complaint of Plain-
tiff [*13] Goodyear Tire & Rubber Company is dis-
missed. The Motion (ECF DKT #108) of Plaintiff Goo-
dyear Tire & Rubber Company for Partial Summary
Judgment is denied. The Motion (ECF DKT #123 of
Defendant Federal Insurance Company to Strike the Ex-
pert Report and Exclude the Testimony of Tom Baker is
denied as moot.

IT IS SO ORDERED.
DATE: September 19, 2011
/s/ Christopher A. Boyko
CHRISTOPHER A. BOYKO
United States District Judge

JUDGMENT

The Court has filed its OPINION AND ORDER in
the above-captioned matter, granting the Motion of De-
fendant Federal Insurance Company for Summary
Judgment and dismissing the Amended Complaint of
Plaintiff Goodyear Tire & Rubber Company. Accor-
dingly, this action is terminated pursuant to Federal Rule
of Civil Procedure 58.

IT IS SO ORDERED.

DATE: 9/19/11

/s/ Christopher A. Boyko

HONORABLE CHRISTOPHER A. BOYKO
UNITED STATES DISTRICT JUDGE
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OPINION BY: Wayne R. Andersen
OPINION
MEMORANDUM OPINION and ORDER

This matter is before the Court on cross motions for
summary judgment [224, 234, 235]. Pursuant to 28
U.S.C. § 2201, both parties seek a judicial declaration
regarding the contractual interpretation of certain excess
insurance policies and the conditions precedent to cov-
erage defined within those policies. Specifically, Defen-
dants Bally Total Fitness Holding Corp. ("Bally"), Lee
Hillman, Paul Toback, and John Dwyer (collectively
referred to herein as "Insureds") seek a judicial declara-
tion "confirming their entitlement to coverage under two
policies of excess directors' and officers' liability insur-.
ance, issued by Third Party Defendants ACE American
Insurance Company and [*7] Fireman's Fund Insurance

Company, for the array of claims asserted against them
and others alleging violations of securities law stemming
from Bally's financial restatements." Docket No. 224. In
opposition, Third Party Defendants ACE and Fireman's
Fund seek a judicial declaration that Insureds' below
policy limits settlement with certain other excess insur-
ance carriers, no longer parties to this case, does not sa-
tisfy the conditions precedent to coverage defined within
the excess insurance policies issued by Third Party De-
fendants. Docket Nos. 234, 235.

The following clause from the excess insurance pol-
icy issued by ACE ("Third Layer Excess Carrier") de-
fines conditions precedent to coverage:

It is expressly agreed that liability for
any covered Loss shall attach to the In-
surer only after the insurers of the Under-
lying Policies shall have paid, in the ap-
plicable legal currency, the full amount of
the Underlying Limit and the Insureds
shall have paid the full amount of the un-
insured retention, if any, applicable to the
primary Underlying Policy.

Similarly, the excess insurance policy issued by Fire-
man's Fund ("Fourth Layer Excess Carrier") contains the
following clause defining conditions [*8] precedent to
coverage:
The insurance coverage afforded by

the Policy shall apply (1) only in excess

of all Underlying Insurance and (2) only

after all Underlying Insurance has been

exhausted by payment of the total under-

lying limit of insurance and (3) only if

each and every Underlying Insurance

Policy has responded by payment of loss

as a result of any wrongful act.

Additionally, the policy clarifies "Exhaustion Of Under-
lying Insurance" as follows:

In the event of exhaustion of all of the
limits of insurance of the Underlying In-
surance solely as a resuit of actual pay-
ment of loss or losses thereunder, this
Policy shall, subject to the Limit of In-
surance, terms and conditions of this Pol-
icy, apply as Primary Insurance subject to
any retention specified in the Primary
Policy.
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For the following reasons, the Court denies Insureds’
motion for summary judgment and grants Third Party
Defendants' motion for summary judgment.

BACKGROUND

Bally is a Delaware Corporation with its principal
place of business in Chicago, Iilinois and operates fitness
centers throughout the United States. Lee Hillman and
Paul Toback are Bally's former Chief Executive Officers.
John Dwyer is Bally's former Chief Financial [*9] Of-
ficer.

Insureds have allegedly incurred $ 33 million in le-
gal costs defending suits arising from Bally's past finan-
cial restatements. To cover the alleged legal costs, Insu-
reds sought coverage from their primary directors' and
officers' insurance carrier and four excess insurance car-
riers.

Great American Insurance Company ("Primary Car-
rier") issued the Primary Policy with a policy limit of $
10 million. RLI ("First Layer Excess Carrier") issued the
first layer excess directors' and officers' liability insur-
ance policy ("First Layer Excess Policy") with a policy
limit of $ 10 million for claims in excess of $ 10 million.
In other words, the First Layer Excess Carrier is respon-
sible for covered claims between $ 10 million and $ 20
million. Gulf ("Second Layer Excess Carrier") issued the
second layer excess directors' and officers' liability in-
surance policy ("Second Layer Excess Policy") with a
policy limit of $ 10 million for claims in excess of $ 20
million. Third Party Defendant ACE ("Third Layer
Excess Carrier") issued the third layer excess directors'
and officers' liability insurance policy ("Third Layer
Excess Policy") with a policy limit of $ 10 million for
claims in excess of [*10] $ 30 million. Finally, Third
Party Defendant Fireman's Fund Insurance Company
("Fourth Layer Excess Carrier") issued the fourth layer
excess directors’ and officers’ liability insurance policy
("Fourth Layer Excess Policy") with a policy limit of $
10 million for claims in excess of $ 40 million.

After initially filing this suit to invalidate coverage,
the Primary Carrier and the First and Second Layer
Excess Carriers agreed to contribute $ 19.5 million to-
wards Insureds’ alleged legal costs ("The Settlement").
Most notably, the First Layer Excess Carrier settled with
Insureds for $ 8 million, $ 2 million less than the policy
limit of the First Layer Excess Policy. The Second Layer
Excess Carrier settled with Insureds for $ 1.5 million, $
8.5 million less than the policy limit of the Second Layer
Excess Policy. In accordance with The Settlement's Vo-
luntary Stipulation of Partial Dismissal, this Court dis-
missed with prejudice the claims and counterclaims be-
tween Insureds and the Primary Carrier and First and
Second Layer Excess Carriers. Additionally, The Settle-

ment released the Primary Carrier and the First and
Second Layer Excess Carriers from any further coverage
obligations.

The Third [*I1] and Fourth Layer Excess Carriers
refused to settle and contribute anything towards Insu-
reds’ alleged legal costs. These carriers claim that they
are only liable for coverage after the First and Second
Layer Excess Carriers have made payment of covered
claims equal to the policy limits of the First and Second
Layer Excess Policies. Insureds, on the other hand, claim
the Third and Fourth Layer Excess Carriers contracted
with the Insureds to cover claims above $ 30 million
irrespective of who makes payment for claims below $
30 million. Thus, Insureds claim the Third and Fourth
Layer Excess Carriers are still liable for coverage above
$ 30 million.

In response to this disagreement, the Court ordered
the parties to brief the following single issue: Does The
Settlement preclude Insureds from accessing coverage
under the Third and Fourth Layer Excess Policies?
Docket No. 229. Each party submitted briefs requesting
declaratory judgment clarifying the parties’ contractual
rights with regards to this issue. Docket Nos. 224, 234,
235. This Court will treat each party's request for judg-
ment as a motion for summary judgment despite not be-
ing explicitly titled as such.

For the reasons stated below, [*12] this Court
agrees with the Third and Fourth Layer Excess Carriers.
The plain language of the Third and Fourth Layer Excess
Policies requires that the First and Second Layer Excess
Carriers make actual payments of $ 10 million each in
covered claims before Insureds can access coverage pro-
vided by the Third and Fourth Layer Excess Policies.

LEGAL STANDARD

Under 28 U.S.C. § 2201, this Court has the authority
to "declare the rights and other legal relations of any in-
terested party" who presents "a case of actual controver-
sy." The issues presented in the Defendants' motion for a
declaratory judgment are all questions regarding the par-
ties' contractual rights and therefore, can be addressed in
a declaratory judgment. In addition, summary judgment
is appropriate when, as in this case, there are no disputed
issues of material fact and judgment may be entered as a
matter of law. See Fed. R. Civ. P. 56. The interpretation
of an insurance contract is a question of law to be de-
cided by the court. Zurich Ins. Co. v. Heil Co., 815 F.2d
1122 (7th Cir. 1987).

DISCUSSION

Illinois law of contract inté_rﬁr‘c’tation provides that
the words of an insurance policy should be "given their
plain and ordinary meaning." [*13] Hudson Insurance
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Company, v. Gelman Sciences, Inc., 921 F.2d 92, 94 (7th
Cir. 1990). When interpreting an insurance contract, a
court must read all of the provisions together, as opposed
to reading them in isolation, to determine whether an
ambiguity exists. /d. A provision is ambiguous if it is
subject to more than one reasonable interpretation and in
such instances, the provision is interpreted in favor of the
insured and against the insurer. United States Fire In-
surance Company v. Schnackenberg et al., 88 Ill. 2d I,
429 N.E.2d 1203, 1205, 57 Ill. Dec. 840 (Ill. 1981).
"However, if the provisions of the insurance policy are
clear and unambiguous there is no need for construction
and the provisions will be applied as written." Id.

Insureds insist the Third and Fourth Layer Excess
Policies are ambiguous as to whether the First and
Second Layer Excess Carriers must make actual pay-
ments of $ 10 million each in covered claims prior to
Insureds accessing coverage under the Third and Fourth
Layer Excess Policies. Insureds claim the Third and
Fourth Layer Excess Carriers contracted with the Insu-
reds to cover claims in excess of $ 30 million and the
risk insured by the Third and Fourth Excess Policies is
the same regardless [*14] of who makes payment for
covered claims under $ 30 million. Thus, Insureds main-
tain this Court should declare that Insureds can still
access coverage under the Third and Fourth Layer
Excess Policies.

Insureds base their argument on Zeig v. Mass.
Bonding & Ins. Co., 23 F.2d 665 (2d Cir. 1928) and
subsequent case law. In Zeig, plaintiff sought coverage
under plaintiff's primary and excess insurance policies
for an array of unspecified claims. /d. Plaintiff settled
with the primary carriers for $ 6,000, $ 7,000 less than
the policy limit. /d. Plaintiff then brought suit against the
excess carrier, the defendant, seeking coverage for
claims in excess of $ 15,000. /d. The plaintiff's excess
insurance policy contained the following clause:

[This] policy is issued and accepted:
As excess and not contributing insurance,
and shall apply and cover only after all
other insurance herein referred to shall
have been exhausted in payment of claims
to the full amount of the expressed limits
of such other insurance.

The defendant claimed the above clause required the
primary insurance carriers to make actual payments
equal to the full policy limits of the primary insurance
policies prior to the plaintiff [*15] seeking coverage
under the excess insurance policy. /d. at 666. However,
the Second Circuit found the phase "paymeént of claims
to the full amount of the expressed limits" ambiguous.

Id. "[Playment", according to the Second Circuit, could
refer to actual payment or "satisfaction of a claim by
compromise, or in other ways." /d. Additionally, the
Second Circuit was troubled by the policy's failure to
mention "'collection’ of the full amount of the primary
insurance." /d. Thus, the Second Circuit found the clause
quoted above ambiguous and held that plaintiff's excess
insurance carrier was still liable for coverage despite
plaintiff's settlement with the underlying insurance carri-
ers. Id.

Cases following Zeig's line of reasoning typically
examine whether an excess insurance policy clearly de-
fines how the underlying policies must be exhausted. See
Comerica v. Zurich American Ins. Co., 498 F.Supp.2d
1019, 1030 (E.D. Mich. 2007) (listing the various cases
following Zeig's line of reasoning). Generally, an excess
insurance policy defines exhaustion of an underlying
policy by declaring the conditions precedent to coverage
that must be satisfied prior to liability for covered claims
passing from [*16] an underlying insurance policy to an
excess insurance policy. /d. Once liability has passed to
the excess policy and the underlying policies no longer
have any obligations to make payment for covered
claims, the underlying policies are considered exhausted.
ld.

If an excess insurance policy ambiguously defines
exhaustion, as in Zeig, courts generally find that settle-
ment with an underlying insurer exhausts the underlying
policies. /d. However, in cases when the policy language
clearly defines exhaustion, the courts tend to enforce the
policy as written. /d. Even the Second Circuit in Zeig
noted that parties are free to clearly define how an un-
derlying policy must be exhausted and can preclude set-
tlement as a method of exhaustion. 23 F.2d ar 666.

In this case, the Third Layer Excess Policy clearly
defines how the underlining insurance must be exhausted
prior to Insureds accessing coverage under the Third
Layer Excess Policy. The policy defines the method of
exhaustion as actual payment by the "insurers of the Un-
derlying Policies." The policy defines the "Underlying
Policies" as the Primary Policy and the First and Second
Layer Excess Policies. The payment amount is "the full
amount of [*17] the Underlying Limit" and is specifi-
cally defined as the combined aggregate of the underly-
ing policy limits (i.e. $ 30 million). Unlike the policy
language in Zeig, the Third Layer Excess Policy's plain
language is not ambiguous regarding the manner in
which the underlying insurance policies must be ex-
hausted. Thus, this Court, in accordance with
well-established Illinois law, must enforce the plain lan-
guage as written. Hudson Insurance Co., 921 F.2d at 94.

Similarly, the Fourth Layer Excess Policy contains
clear language specifying how the First, Second, and
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Third Layer Excess Policies must be exhausted prior to
Insureds accessing coverage under the Fourth Layer
Excess Policy. Again, the policy defines the method of
exhaustion as the "actual payment of loss or losses the-
reunder” by "all Underlying Insurance." The policy de-
fines "Underlying Insurance" explicitly as the Primary
Policy and the First, Second, and Third Layer Excess
Policies. The payment amount is the "total underlying
limit of insurance" and is explicitly defined as the com-
bined aggregate policy limits of the Primary Policy plus
the First, Second, and Third Excess Layer Policies (i.e. $
40 million). Again, unlike the policy [*18] language in
Zeig, the Fourth Layer Excess Policy's plain language is
not ambiguous regarding the manner in which the un-
derlying insurance policies must be exhausted. Thus, this
court must enforce the policy as written. Hudson Insur-
ance Co., 921 F.2d at 94.

DECLARATION

This Court holds that the Third Layer Excess Policy
requires that the Primary Carrier and the First and
Second Layer Excess Carriers themselves must make
actual payment of $ 10 million each for covered claims,
pursuant to the Primary Policy and the First and Second

Layer Excess Policies, prior to Insureds accessing cov-
erage provided by the Third Layer Excess Policy.

Also, this Court holds that the Fourth Layer Excess
Policy requires that the Primary Carrier and the First,
Second, and Third Layer Excess Carriers themselves
must make actual payment of $ 10 million each for cov-
ered claims, pursuant to the Primary Policy and the First,
Second, and Third Excess Layer Policies, prior to Insu-
reds accessing coverage provided by the Fourth Layer
Excess Policy.

CONCLUSION

For all the foregoing reasons, the Insureds’ motion
for summary judgment is denied [224] and the Third
Party Defendants’ motion for summary judgment is
granted [234, [*19] 235].

It is so ordered.

/s/ Wayne R. Andersen
Wayne R. Andersen

United States District Judge
Dated: June 22, 2010
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MEMORANDUM OPINION
COOCH, J.

L. INTRODUCTION

This Court is called upon to address Plaintiffs' and
Defendants' cross motions for partial summary judgment
in this insurance coverage case. The parties agree that
there are no genuine issues of material fact in dispute.
The issue in this case is whether the Court must allocate
the defense costs of Plaintiffs' former directors and of-
ficers, while a criminal case against them is ongoing,
across the multiple towers of directors' and officers' lia-
bility insurance purchased by Plaintiffs and in the ab-
sence of contract language that would require it. The
issue at hand is not where the defense costs will ulti-
mately lie but rather is which company or companies
contracted to be exposed to the present risk of funding
the Plaintiffs' directors' and officers' defenses during liti-
gation that implicates coverage.

Given the complexity of the underlying facts of this
case and the resulting latticework of issues of law which
they create, neither the Court nor the parties have identi-
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fied any precedent from any jurisdiction that squarely
answers the questions [*4] raised. Defendants argue
that New Jersey law, by purportedly requiring allocation
at this juncture, resolves this issue in their favor, but the
Court concludes that there is no true conflict between the
law of Delaware and that of New Jersey with respect to
this issue.

Therefore, and for reasons discussed below, having
duly considered the applicable contract language, case
law, public policy and the parties’ respective arguments,
the Court DENIES Defendant Federal Insurance Com-
pany's "Motion for Partial Summary Judgment on Allo-
cation” and GRANTS Plaintiffs' "Motion for Partial
Summary Judgment to Enforce [Certain Defendant In-
surance Companies’] Duty to Advance and Reimburse
Defense Costs."

II. BACKGROUND
A. FACTS'

1 The factual background of the case (includ-
ing footnotes) has been taken in its entirety and
nearly verbatim from the "Joint Statement of Un-
disputed Facts" submitted at the request of the
Court by Plaintiffs and Defendants on May 30,
2008. Docket 70.

Also on that day, Plaintiffs filed an addition-
al document: "Plaintiffs’ Statement of Uncontro-
verted Facts Not Stipulated to by Defendants.”
This pleading, unsolicited by the Court, has not
been considered in the Court's decision [*5] and
is not a part of the factual background provided
here. Docket 71.

The following defendant insurance compa-
nies joined in Federal's Motion for Partial Sum-
mary Judgment on Allocation ("Federal's Mo-
tion"): Travelers, Clarendon, Lloyd's, Old Repub-
lic and Safeco.

HLTH's Motion for Partial Summary Judg-
ment on the Defendant Insurance Companies
Duty to Advance Defense Costs is directed to
Defendants Federal, Travelers, Clarendon,
Lloyd's and New Hampshire. A slightly different
set of defendant insurance companies joined in
Federal's Opposition to Plaintiffs' Motion for Par-
tial Summary Judgment on the Defendant Insur-
ance Companies' Duty to Advance Defense Costs
("Opposition"): New Hampshire, Travelers, Cla-
rendon and Lloyd's. Old Republic and Safeco did
not join in Federal's Opposition. New Hampshire
did not join in Federal's Motion. :

The defendant insurance companies are col-
lectively referred to as "Federal" or the "defen-
dant insurance companies.” The insurance policy
that Federal sold to Plaintiffs for which Plaintiffs
seek insurance coverage is referred to as the
"Federal Policy."

1. Medical Manager Corporation ("MMC") was
formed in July 1996 and, prior to July 23, 1999, was an
independent, [*6] publicly-traded company. MMC's
primary business was the development and sales of
computer software to assist healthcare providers in man-
aging their healthcare practices.

2. On July 23, 1999, MMC was acquired by Synetic,
Inc. (“Synetic"), which assumed the name Medical
Manager Corporation ("New MMC") and changed the
name of its wholly-owned subsidiary MMC to Medical
Manager Health Systems, Inc. The following year, on
September 12, 2000, Synetic/New MMC was acquired
by Healtheon WebMD Corporation, which was subse-
quently renamed Emdeon Corporation ("Emdeon") and
most recently changed its name to HLTH Corporation.

3. Each of the companies, MMC, Synetic and Em-
deon, had its own program of D&O insurance, referred to
here as a "tower." The tower of insurance maintained by
MMC, as a stand-alone company, is referred to herein as
the "MMC Tower." The tower of insurance maintained
by Synetic is referred to herein as the "Synetic Tower."
The tower of insurance maintained by Emdeon is re-
ferred to herein as the "Emdeon Tower."

4. The MMC Tower provides a total of $ 20 million
in coverage.

5. The MMC policies state:

If during the Policy Period (i) the Par-
ent Company [MMClis acquired by mer-
ger into or consolidation [*7] with
another entity, or (ii) another entity, or
person or group of entities and/or persons
acting in concert acquires securities or
voting rights which result in ownership or
voting control by the other entitiy(ies) or
person(s) of more than 50% of the out-
standing securities representing the
present right to vote for the election of
directors of the Parent Company, then
coverage under this Policy shall continue
until termination of the Policy Period, but
only with respect to Claims for Wrongful
Acts taking place prior to such merger,
consolidation or acquisition.

Synetic's acquisition of MMC occurred on July 23, 1999.
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6. Federal did not participate in the MMC Tower.

7. The Synetic Tower provides a total of $ 100 mil-
lion in coverage.

8. The Synetic policies state:

In all events, coverage as is afforded
under this policy with respect to any
Claim made against a Subsidiary or any
Director or Officer thereof shall only ap-
ply for Wrongful Acts committed or alle-
gedly committed after the effective time
that such Subsidiary became a Subsidiary
and prior to the time that such Subsidiary
ceased to be a Subsidiary.

MMC became a Subsidiary, as that term is defined in the
Synetic policies on July 23, [*8] 1999.

9. The Synetic policies also state:

[If Synetic] (a)...shall consolidate with
or merge into, or sell all or substantially
all of its assets to any other person or ent-
ity, or group of persons and/or entities
acting in concert...herein referred to as the
Transaction...then this policy shall con-
tinue in full force and effect as to Wrong-
ful Acts occurring prior to the effective
time of the Transaction, but there shall be
no coverage afforded by any provision of
this policy for any actual or alleged
Wrongful Act occurring after the effective
time of the Transaction.

Synetic was acquired by Emdeon on September 12,
2000.

10. The period during which claims may be reported
under the Synetic Tower commenced on December 14,
1997 and initially ended on December 14, 2000, but
HLTH purchased an endorsement to the Synetic policies
when it acquired Synetic (and MMC) that extends the
period during which claims may be reported for a period
of six years following the merger until September 12,
2006. The endorsement states in part:

RUN-OFF ENDORSEMENT (SEL-
LER/BUYER MERGER)

In consideration of the additional
premium of $ 241,552 it is hereby un-
derstood and agreed that as of the time
and date designated as the [*9] effective
time of the merger or acquisition (herei-

nafter the "Effective Time") in the merger
agreement or plan of merger or similarly
titled contract executed by and between
MEDICAL MANAGER CORPORA-
TION f/k/a SYNETIC, INC. and
HEALTHEON WebMD CORPORA-
TION, dated as of September 12, 2000 in-
cluding any amendments or revisions the-
reto, (hereinafter the "Merger Agree-
ment") the following provisions shall ap-
ply and be added to the policy:

* ¥ ¥ %

RUN-OFF COVERAGE CLAUSE

The Named Corporation shall have
the right to a period of time Six (6) years
commencing on the Effective Time
(herein referred to as the Discovery Pe-
riod or Run-off Coverage) in which to
give written notice to the Insurer of any
Claim(s) first made against any Insured(s)
during said Run-off Coverage for any
Wrongful Act(s) occurring on or prior to
the Effective Time and otherwise covered
by this policy.

[Alny breach of duty, neglect, error,
misstatement, misleading  statement,
omission or act by the Directors or Offic-
ers of the Company in their respective
capacities as such, or any matter claimed
against them solely by reason of their sta-
tus as Directors or Officers [*10] of the
Company.

12. The Synetic policies also state:

[Elxcept as hereinafter stated, the In-
surer shall advance, at the written request
of the Insured, Defense Costs prior to the
final disposition of a Claim. Such ad-
vanced payments by the Insurer shall be
repaid to the Insurer by the Insureds or the
Company severally according to their re-
spective interests, in the event and to the
extent that the Insured or the Company
shall not be entitled under the terms and
conditions of this policy to payment of
such Loss.

Page 4

11. The Synetic policies define "Wrongful Act”" as
the following:
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13. The Emdeon Tower provides a total of $ 70 mil-
lion in coverage.

14. The Emdeon policies state:

In all events, coverage is afforded un-
der this policy with respect to a Claim
made against any Organization and/or any
Insured Person thereof shall only apply
for Wrongful Acts committed or allegedly
committed after the effective time such
Organization became an Organization and
such Insured Person became an Insured
Person, and prior to the effective time that
such Organization ceases to be an Organ-
ization or such Insured Person ceases to
be an Insured Person.

Emdeon acquired Synetic on September 12, 2000.

15. On December 15, 2005, a federal grand jury re-
turned a first superseding indictment [*11] against ten
former MMC directors and officers for allegedly partici-
pating in a conspiracy to inflate fraudulently MMC's
earnings between 1997 and 2001 and for money laun-
dering.

16. On February 27, 2007, the grand jury returned a
Second Superseding Indictment, which omitted one de-
fendant, Maxie L. Juzang (the "Indictment"). The In-
dictment includes many of the same substantive facts and
charges as the first superseding indictment, including
allegations of a conspiracy to commit securities, mail,
and wire fraud between February 1997 and at least 2003
(Count 1) and a money laundering conspiracy between
1997 and at least 2004 (Count 2).

17. The Indictment names nine defendants all of
whom were directors or officers of MMC (Maxie Juzang
was dismissed from the case) and contains seven counts.
Count One alleges that the defendants conspired to
commit wire fraud, mail fraud and securities fraud, in
violation of I8 U.S.C. § 371, by fraudulently inflating the
earnings of MMC and WebMD and concealing their
fraudulent conduct by making false statements in public
filings and to auditors. Count Two alleges a money
laundering conspiracy, /8 U.S.C. § 1956(h), in that the
defendants agreed to engage in [*12] monetary transac-
tions with proceeds from sales of MMC stock made at
fraudulently inflated prices. Counts Three through Seven
allege substantive money laundering crimes, in violation
of 18 U.S.C. § 1957. All nine defendants.are charged in
the first two counts, and only defendant John Sessions is
charged in the five substantive money laundering counts.

There is also a forfeiture allegation against all nine de-
fendants, which seeks disgorgement of $ 34,346,974
"representing the total proceeds from the conspira-
cy...alleged in Count 1."

18. The Indictment remains pending and counsel for
the indicted former officers and directors of MMC re-
cently has informed the parties that a trial date of Febru-
ary 2, 2009 has been set. Each of the MMC officers has
expressly denied any wrongdoing and has entered a plea
of "Not Guilty" with respect to each and every count of
the Superseding Indictment and the Second Superseding
Indictment. There has been no adjudication of any
wrongdoing alleged in the Indictment.

19. HLTH is indemnifying each of the MMC offic-
ers for their costs in defending the Indictment. The
Wrongful Acts alleged in the Indictment implicate the
MMC Tower, the Synetic Tower and the Emdeon Tower,
[*13] and HLTH has provided notice to the insurers un-
der each of these three towers. In this litigation, HLTH
asserts claims for coverage only under the MMC Tower
and the Synetic Tower and has not asserted claims in this
action for reimbursement under the Emdeon Tower,
which contains a $ 10 million deductible. HLTH has
reserved its rights under the Emdeon Tower. The limits
of the policies in the MMC Tower are no longer availa-
ble as a result of (a) payment of the $ 5 million in limits
under the primary policy issued by Rock River Insurance
Company in the MMC Tower; (b) payment of the $ 5
million in limits under the first layer excess policy issued
by TIG Insurance Company in the MMC Tower; (c) a
settlement by HLTH with Zurich, the carrier providing
the third layer of $ 5 million in coverage in the MMC
Tower; and (d) a settlement by HLTH with Agricultural
Excess & Surplus Insurance Company ("AESIC"), the
carrier providing the top layer of $ 5 million in coverage
in the MMC Tower. HLTH's remaining claims in this
action are directed only against the insurers in the Synet-
ic Tower.

20. The policy that Federal issued to Synetic states:

Only in the event of exhaustion of the
Underlying Limit by reason [*14] of the
insurers of the Underlying Insurance, or
the insureds in the event of financial im-
pairment or insolvency of an insurer of
the Underlying Insurance, paying in legal
currency loss which, except for the
amount thereof, would have been covered
hereunder, this policy shall continue in
force as primary insurance, subject to its
terms and conditions and any retention
applicable to the Primary Policy, which
retention shall be applied to any subse-
quent loss in the same manner as specified
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in the Primary Policy. The risk of uncol-
lectability of any Underlying Insurance,
whether because of financial impairment
of insolvency of art underlying insurer
other reason, is expressly retained by the
Insureds and is not in any way insured or
assumed by the Company.

"Underlying Insurance” is defined in Item 4 of the Dec-
larations of the Federal Policy to mean the $ 10 million
primary policy issued to Synetic by National Union Fire
Insurance Company of Pittsburgh, Pa. ("National Un-
ion") and the $ 10 million policy issued to Synetic by
Great American. National Union paid the full limits of
liability of its insurance policies in the Synetic Tower by
paying such amount in legal currency on account of Loss
[*15] as defined in the policy.

21. On January 11, 2008, HLTH entered into a set-
tlement agreement with AESIC and a settlement agree-
ment with Great American.

22. Under the terms of the settlement agreement
with AESIC, AESIC paid less than $ 5 million.

23. Under the terms of the settlement agreement
with Great American, Great American paid $ 10 million.

24. On January 11, 2008, AESIC and Great Ameri-
can were and are affiliated companies. Both AESIC and
Great American were represented by the same counsel in
this action.

25. The defense costs incurred to date in defending
the Indictment exceed the limits of the insurance pur-
chased in the MMC Tower.

26. Old Republic's Excess Directors and Officers
Liability and Reimbursement Coverage Policy Number
CUG 25835 (the "Old Republic Policy"), which is one of
the Synetic policies, contains a provision titled "Alloca-
tion," which provides:

...[1]f a Claim against the Insured Per-
sons includes both covered and uncovered
matters, the Insured Persons, the Compa-
ny and the Insurer shall use their best ef-
forts to agree upon a fair and proper allo-
cation of any costs, charges, expenses,
settlement, judgment or other loss on ac-
count of such Claim between covered
Loss reasonably [*16] attributable to the
Claim against the Insured Persons and
uncovered loss. Such allocation between
Insured Persons and others shall be based
upon the relative exposure of the parties
to such Claim, without regard to whether

the liability of any such party is indepen-
dent of, concurrent with or duplicated by
the liability of any other party to such
Claim. Such relative exposure shall be
determined based upon each party's pro-
portionate liability exposure and other re-
levant factors.

If the allocation of loss under the
Underlying Policies is different than the
allocation of loss pursuant to this policy,
the allocation of loss under the Underly-
ing Policies shall apply to determine the
Insurer's liability attachment under this
policy and the allocation of loss pursuant
to this policy shall apply to determine the
amount of covered Loss excess of the in-
surer's liability attachment under this pol-

icy.

B. PROCEDURAL BACKGROUND

2  The procedural background of the case (in-
cluding footnotes) has been taken in its entirety
and nearly verbatim from the "Joint Statement of
Procedural History" submitted, at the request of
the Court, by Plaintiffs and Defendants on May
28, 2008. Docket 68.

1. On July 25, 2007, [*17] Plaintiffs filed a com-
plaint for declaratory relief and breach of contract in this
matter in the Court of Chancery of the State of Delaware
(the "Complaint").

2. The Complaint named Agricultural Excess and
Surplus Insurance Company n/k/a Great American E&S
Insurance Company ("AESIC"), Lloyd's, Clarendon,
Federal, Great American Insurance Company ("Great
American"), Travelers, Old Republic, Safeco and Zurich
American Insurance Company ("Zurich") as defendants.

3. On August 17, 2007, Plaintiffs filed in the Court
of Chancery their motion for partial summary judgment
against Defendant Zurich, AESIC and Great American to
enforce their duties to advance and reimburse defense
costs,

4. By stipulation and Order of the Court of Chan-
cery, the matter was transferred to this Court on Sep-
tember 12, 2007.

5. On October 4, 2007, Defendants filed answers to
the Complaint, asserting various counterclaims and
cross-claims. The counterclaims generally seek declara-
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tory judgments to establish the extent, if any, to which
Defendants' policies cover the defense costs requested by
Plaintiffs. AESIC and Great American asserted
cross-claims against the other Defendants, sought rescis-
sion of their policies and [*18] filed a third-party com-
plaint against National Union Fire Insurance Company
("National Union").?

3 On October 23, 2007, Travelers filed its an-
swer to AESIC's and Great American's
cross-claims. Clarendon, Safeco and Lloyd's filed
their answers to these cross-claims on October
24, 2007. On November 13, 2007, Zurich and
Old Republic filed answers to the cross-claims.

6. By letter dated December 11, 2007, counsel for
Plaintiffs informed the Court that Plaintiffs had reached
settlements in principle with the three defendants named
in Plaintiffs' motion for partial summary judgment, Zu-
rich, AESIC and Great American.

7. On January 3, 2008, this Court granted Plaintiff's
motion for leave to file an amended complaint
("Amended Complaint”) in order to join New Hampshire
Insurance Company ("New Hampshire") as a defendant.
Apart from the addition of New Hampshire as a defen-
dant, the allegations in the Amended Complaint are iden-
tical to the allegations in the original Complaint.

8. On January 14, 2008, Federal filed its Motion for
Partial Summary Judgment on Allocation. Various de-
fendants joined in Federal's Motion. *

4  Clarendon, Travelers, Safeco, Lloyd's and
Old Republic joined Federal's Motion. New
[*19] Hampshire did not join Federal's Motion.

9. By letter dated January 29, 2008, counsel for
Plaintiffs informed the Court that Plaintiffs had executed
settlement agreements with Zurich, AESIC, and Great
American, thereby rendering moot the Motion for Parital
Summary Judgment filed by Plaintiffs on August 17,
2007.

10. On February 29, 2008, Plaintiffs filed a Motion
for Partial Summary Judgment to enforce certain defen-
dants' duties to advance and reimburse defense costs. *
The Motion names Federal, Travelers, Clarendon,
Lloyd's and New Hampshire.

5 New Hampshire, Travelers, Clarendon and
Lloyd's joined in Federal's opposition to HLTH's
Motion. Old Republic and Safeco did not join in
the opposition.

11. On March 31, 2008, New Hampshire answered
the Amended Complaint and counterclaimed for decla-
ratory relief. The other defendants remaining in the case

have not responded to the Amended Complaint, and
Plaintiffs have not responded to any of Defendants'
counterclaims. The parties agreed to file a separate sti-
pulation whereby Defendants' answers, defenses and
counterclaims to the Complaint shall be deemed to re-
spond to the Amended Complaint. In addition, the parties
agreed that Plaintiffs would [*20] file any reply to De-
fendants' counterclaims within seven days following the
filing of the aforementioned stipulation.

12. On March 31, 2008, Plaintiffs and Zurich filed a
Stipulation to (1) dismiss with prejudice Plaintiffs' claims
against Zurich American Insurance Policy No. DOC
2156347 02 (policy period January 30, 1999 to January
30, 2000) and Zurich American Insurance Policy No.
DOC 2156347 03 (which replaced Policy No. DOC
2156347 02 and was effective for the policy period of
July 23, 1999 to July 23, 2005) and (2) dismiss without
prejudice Plaintiff's claims against Zurich with respect to
Zurich American Insurance Policy No. DOC 3561126 00
(policy period September 12, 2000 to September 12,
2006). SO ORDERED by this Court on April 1, 2008.

13. On May 2, 2008, Plaintiffs and AESIC filed a
stipulation to (1) dismiss with prejudice Plaintiffs' claims
against AESIC with respect to Great American E&S In-
surance Policy No. NSX2422079 (policy period of Janu-
ary 30, 1999 to January 30, 2000) and (2) dismiss with
prejudice AESIC's counterclaim against Plaintiffs. SO
ORDERED by this Court on May 5, 2008.

14. Also on May 2, 2008, Plaintiffs and Great
American filed a stipulation to (1) dismiss [*21] with
prejudice Plaintiffs' claims against Great American with
respect to Great American Insurance Policy No.
DFX0009292 (policy period December 14, 1997 to Sep-
tember 12, 2000, with an extended reporting period to
September 12, 2006 for "Wrongful Acts" that occurred
prior to September 12, 2000) and (2) dismiss with preju-
dice Great American's counterclaims against Plaintiffs.
SO ORDERED by this Court on May 5, 2008.

15. On May 2, 2008, AESIC and Great American
filed a Notice and Order of Dismissal of Crossclaims and
Third-Party Complaint without prejudice. SO OR-
DERED by this Court on May 6, 2008.

16. As a result of the stipulations referenced above
in paragraphs |2 through 15, Zurich, AESIC, Great
American and National Union are no longer parties to
this action.

17. This Court heard oral argument on Plaintiffs’ and
Defendants' Motions for Partial Summary Judgment on
May 5, 2008.

III. THE PARTIES' CONTENTIONS
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A. Allocation of Plaintiffs' Directors' and Officers’
Defense Costs before Final Disposition of their Crim-
inal Charges

In their Motion for Partial Summary Judgment, De-
fendants contend that the law governing the contract re-
quires "an allocation [between the three towers of Plain-
tiffs' insurance [*22] coverage] of the costs of defend-
ing covered and uncovered matters." ¢ As the MMC,
Synetic and Emdeon towers of coverage all "expressly
cover[] wrongful acts committed within a distinct period
of time," Defendants argue that a proper allocation at this
time will allocate defense costs to the appropriate tower
of coverage based on "the timing of the wrongful acts
alleged in the [i]ndictment." ’ Defendants proposed allo-
cation scheme, based on the dates of the alleged overt
acts in the indictment, would allocate Plaintiffs' defense
costs as follows: 63% to the MMC tower, 23% to the
Synetic tower and 14% to the Emdeon tower. * In support
of their proposed allocation scheme, Defendants assert
that Plaintiffs "acquired an entity [i.e. Synetic f/k/a
MMC] that was underinsured” and "may not lawfully
shift this uninsured liability to other insurance towers"
because the applicable tower of coverage has been ex-
hausted. *

6 Defs. Mot. for Partial Summ. J., at 9.
7 Id atl0,l1l.

8 Id. atl3.

9 Id atl4.

Plaintiffs contend, with respect to allocation among
the three towers, that Defendants have put forth an "arbi-
trary scheme” that incorrectly equates "the [*23] defini-
tion of 'overt act' under conspiracy law principles” with
""Wrongful Act' in the Federal Policy." ' Moreover,
Plaintiffs argue that allocation based on overt acts al-
leged in an indictment is unrealistic because "conspiracy
is a single crime, and it must be defended as such.” "
Finally, Plaintiffs contend that the absence of "any lan-
guage in the Federal Policy supporting its allocation
theory" bars Defendants from "unilaterally assert[ing] --
after a Claim is made -- an allocation scheme which al-
ters the coverage."

10 Pls. Opp'n to Defs. Mot. for Partial Summ.
J.,at 10, 12.

Il Id atl7.

12 Id. at18,21.

B. Exhaustion of Underlying Policy Limits

As a supplementary argument, Defendants contend
that since the "Federal [Policy] provides that coverage
does not apply until the full amounts of liability on the
two underlying policies have been 'paid in legal currency'
by the underlying insurers,” Plaintiffs have "failed to

demonstrate that this simple condition to coverage...has
been satisfied."  In reference to Plaintiffs' settlements
with some of its carriers, Defendants argue that Plaintiffs
are "expressly required by Federal's excess policy” to
"demonstrate the exhaustion of th{e] [*24] underlying
coverage." " Defendants contend that this type of provi-
sion is permissible and enforceable "in order to prevent
settlements between an insured and an underlying insurer
that attempt to shift risk to higher level insurers that re-
ceived less premium to cover risk at a higher attachment
point." **

13 Defs. Opp'n to Pls. Mot. for Partial Summ.

I., at 14,
14 Id. at 17.
15 Id

Plaintiffs respond that the underlying policies are in
fact exhausted by payment in legal currency up to the
full policy limits as required by the contract. ' In the
alternative, Plaintiffs contend that “an excess policy is
triggered once the underlying policy is 'functionally ex-
hausted' by settlement{] and the loss exceeds the limits of
th{e] underlying policy." " Plaintiffs argue that New Jer-
sey and Delaware courts have held that a strict interpre-
tation of this contract provision, i.e., to require full pay-
ment of underlying policies before excess coverage is
triggered, is both against public policy as "the law favors
settlement” and irrelevant because "Federal would not be
required to pay one penny more in insurance than it
would have if the underlying insurance company paid its
limits in full." *

16 Pls. Reply [*25] to Defs. Opp'n to Pls.
Mot. for Partial Summ. J., at 9-10.

17 Id atll.

18 Id at12,13.

C. Advancement of Defense Costs

In their Motion for Partial Summary Judgment,
Plaintiffs contend that Defendants have a duty to ad-
vance defense costs "if any allegation in the underlying
case is potentially or possibly covered under the insur-
ance policy." " With respect to the timing of such pay-
ments, Plaintiffs assert that "[ulnder the Defendant In-
surance Companies' policies, there is no duty to defend
but, rather, there is an obligation to pay defense costs as
those costs are incurred." * Plaintiffs' main focus with
respect to the language in the insurance contract ex-
ecuted by Plaintiffs and Defendants is that "the Defen-
dant Insurance Companies ‘shall advance' defense costs
‘prior to the final disposition of a claim™ and that "'to the
extent that it is finally established that any such Defense
Costs are not covered...the Insureds...hereby agree to
repay the Insurer such non-covered Defense Costs.™ *'
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Lastly, and in conjunction with their other contentions
concerning advancement and amount of payment, Plain-
tiffs argue that "an insurance company must pay costs
incurred to defend uncovered claims if [*26] the de-
fense of those claims is ‘reasonably related' to the de-
fense of covered claims.” * In sum, Plaintiffs contend
that each of the defendants is under a duty to defend, up
to their respective policy limits, the entirety of the crim-
inal conspiracy alleged against Plaintiffs' former direc-
tors and officers and to do so as defense costs accrue.

19 Pls. Mot. for Partial Summ. J., at 17.

20 Id atl9.
21 Id. at 23 (emphasis in original).
22 Id at25.

In response, Defendants argue that, prior to advanc-
ing potentially uncovered defense costs to Plaintiffs, the
Court must first substantively address and resolve the
question of allocation among the three towers, and fur-
ther assert that, under supposedly applicable New Jersey
law, "the allocation of defense costs need not be estab-
lished with 'scientific certainty' and that if the insurer and
insured [can]not reach [an] agreement as to the appor-
tionment of costs, the court should then make the deter-
mination.” ¥ Defendants propose an allocation of defense
costs among the three towers of coverage according to
the "timing of the wrongful acts alleged in the
[ilndictment.” * Moreover, Defendants argue that the
pertinent contract language "require[s] [*27] only the
indemnification or reimbursement of reasonable defense
costs" rather than the total advancement of costs asserted
by Plainitffs. * Defendants thus contend that "the Court
first must address the issue of allocation -- which estab-
lishes if and to what extent coverage exists -- before it
may order the insurers to advance defense costs.” *

23 Defs. Opp'n to Pls. Mot. for Partial Summ.
J.,at8.

24  Defs. Mot. for Partial Summ. J., at 11.

25 Defs. Opp'n to Pls. Mot. for Partial Summ.
J., at 9 (emphasis in original).

26 Id. atl3.

IV. STANDARD OF REVIEW

[HN1] "Upon cross motions for summary judgment,
this Court will grant summary judgment to one of the
moving parties." ¥ No genuine issues of material fact
exist as a matter of law where opposing parties have each
sought summary judgment. ® Superior Court Civil Rule
56(h) provides:

[HN2] Where the parties have filed
cross motions for summary judgment and
have not presented argument to the Court

that there is an issue of fact material to the
disposition of either motion, the Court
shall deem the motions to be the equiva-
lent of a stipulation for decision on the
merits based on the record submitted with
the motions.

The questions before this Court are questions [*28] of
law, and the parties by filing cross motions for summary
judgment have in effect stipulated that the issues raised
by the motions are ripe for a decision on the merits.

27 Scottsdale Ins. Co. v. Lankford, 2007 Del.
Super. LEXIS 338, *11
28  Super. Ct. Civ. R. 56(h).

V. DISCUSSION

A. Allocation of Liability Is Not Required Prior to
Final Disposition of the Claim®

29 Defendants have raised the threshold ques-
tion of choice of law as to whether New Jersey or
Delaware law  should apply as to
court-administered allocation. The Court does not
believe that there is a conflict of law on the pre-
cise questions at issue under the particular facts
of the instant case. Delaware law is that [HN3]
"absent any conflict, the Court may apply general
principles that are consistent with the law of ei-
ther jurisdiction.” Sun-Times Media Group, Inc.
v. Royal & SunAlliance Ins. Co. of Canada, 2007
Del. Super. LEXIS 402, 2007 WL 1811266, *9-10
(Del. Super. June 20, 2007). Any conflict that
Defendants may have identified between New
Jersey and Delaware law does not come to bear
on the ultimate issue, i.e., whether any allocation
of liability is required prior to the final disposi-
tion of an underlying claim, of this case. There-
fore, this Court will [*29] follow its holding in
Sun-Times and apply consistent rules from both
jurisdictions in its decision.

The Synetic policies contain the following provi-

sion:

[Elxcept as hereinafter stated, the In-
surer shall advance, at the written request
of the Insured, Defense Costs prior to the
final disposition of a Claim. Such ad-
vanced payments by the Insurer shall be
repaid to the Insurer by the Insureds or the
Company severally according to their re-
spective interests, in the event and to the
extent that the Insured or the Company
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shall not be entitled under the terms and
conditions of this policy to payment of
such Loss. *

30 Seesupraat?.

This contract language allows for other portions of
the contract to alter Defendants' general duty of advanc-
ing defense costs by the phrase "except as hereinafter
stated." With respect to these exceptions that could def-
lect Defendants' baseline duty of advancement of defense
costs, Defendants rely on the two provisions of the con-
tracts in the Synetic tower and their analog in the Em-
deon tower concerning when coverage begins and ends
under each tower, i.., after the company was ac-
quired/merged and before it was sold/merged. The rele-
vant provisions are reproduced [*30] below (the first
two were included in the Synetic tower contracts and the
last was included in the Emdeon tower contracts):

In all events, coverage as is afforded
under this policy with respect to any
Claim made against a Subsidiary or any
Director or Officer thereof shall only ap-
ply for Wrongful Acts committed or alle-
gedly committed after the effective time
that such Subsidiary became a Subsidiary
and prior to the time that such Subsidiary
ceased to be a Subsidiary. ¥

[If Synetic] (a)...shall consolidate
with or merge into, or sell all or substan-
tially all of its assets to any other person
or entity, or group of persons and/or enti-
ties acting in concert...herein referred to
as the Transaction...then this policy shall
continue in full force and effect as to
Wrongful Acts occurring prior to the ef-
fective time of the Transaction, but there
shall be no coverage afforded by any pro-
vision of this policy for any actual or al-
leged Wrongful Act occurring after the
effective time of the Transaction. *

In all events, coverage is afforded
under this policy with respect to a Claim
made against any Organization and/or any
Insured Person thereof shall only apply
for Wrongful Acts committed or allegedly
[*31] committed after the effective time
such Organization became an Organiza-
tion and such Insured Person became an
Insured Person, and prior to the effective
time that such Organization ceases to be

an Organization or such Insured Person
ceases to be an Insured Person. *

The reasoning behind these clauses and the interest they
protect for Defendants, Defendants argue, is that "when a
company is overtaken, is absorbed, merged into, or taken
over by someone else, that risk has shifted so dramati-
cally, that underwriters foresee that they cannot have
calculated what could be the appropriate premium." *

31 See supra at 6.
32 See supraat6.
33 Seesupraat?.
34 Tr. of Oral Argument at 36 (May 5, 2008).

With respect to Defendants' allocation scheme that is
based on the above clauses in the contract, the Court
finds their proposal unpersuasive. Under Defendants'
proposal, defense costs would be allocated according to
the alleged overt acts in the federal indictment, and each
tower's allocation would be as follows: 63% to the MMC
tower, 23% to the Synetic tower and 14% to the Emdeon
tower. * Defendants arrive at these percentages by allo-
cating the alleged overt acts, according to the alleged
dates of [*32] their occurrences as set forth in the in-
dictment, to each tower's coverage period and then di-
viding by the total. For example, the 274 overt acts al-
leged to have occurred during the MMC tower's cover-
age period divided by the 437 total alleged overt acts
roughly equals 63%. Defendants concede that each tower
of coverage has been triggered by the underlying claim.
However, in their allocation scheme as to the extent to
which their policies have been triggered, Defendants ask
the Court to take at least two leaps in logic: 1) to equate
"overt acts” listed in the indictment to "wrongful acts" as
described in the insurance contract and 2) to assume that
all "overt acts" would require essentially the same
amount of defense work. Defendants’ proposed allocation
scheme is unfair to Plaintiffs, especially considering the
inability of Defendants to direct the Court to any contract
provision or case that would specifically require it.
Plaintiffs are presently expending large sums of money
to pay for the defense costs of their former directors and
officers in the underlying litigation.

35 Seesupraat 14,

However, Defendants cite several New Jersey cases
(no Delaware cases are to be found), which [*33]
mandate court-administered "apportionment” after the
underlying claim has been resolved even in the absence
of contract language to that effect. In SL Industries, Inc.
v. American Motorists Insurance Co., * the New Jersey
Supreme Court found that a defendant insurer had
wrongfully refused to defend a plaintiff insured against
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an age discrimination claim brought by a former em-
ployee. The SL Industries Court held that the defendant
insurer's duty to reimburse was limited to covered claims
and thereby required that an apportionment be performed
between covered and non-covered claims. *" This case set
out a rule, as further elucidated in Hebela v. Healthcare
Insurance Co., ® which separates New Jersey law from
Delaware on this issue in that, in New Jersey, appor-
tionment between covered and non-covered claims is
apparently to be performed by the court no matter how
difficult the process may be. However, as SL Industries
dealt with apportionment only after the underlying claim
had been resolved, the Court is not persuaded that the
rule set forth there should apply in the instant case.

36 SL Industries, Inc. v. American Motorists
Ins. Co., 128 N.J. 188, 607 A.2d 1266 (N.J.
1992).

37 Id. ar 1280.

38 Hebela v. Healthcare Ins. Co., 370 N.J. Su-
per. 260, 851 A.2d 75 (N.J. Super. Ct. App. Div.
2004).

In [*34] Hebela, the former Chief Financial Officer
of a hospital initiated a wrongful termination claim
against his former employer, which was met with a
counterclaim from the hospital alleging plaintiff insured's
negligence in his duties as CFO. The plaintiff insured
was denied coverage initially under a directors' and of-
ficers' liability policy issued by defendant insurer and
sought to recover his defense costs. The Hebela Court
held that SL Industries. while seemingly allowing for the
possibility of an instance where apportionment will not
be possible, had "essentially foreclosed the idea that
there will be cases in which defense costs cannot be fair-
ly apportioned” and required that case to undergo appor-
tionment even though it would be difficult. ® As Hebela
only stands as a practical clarification of the holding in
SL Industries, it is not helpful.

39 Id. at83-84.

In L.C.S., Inc. v. Lexington Insurance Co., a New
Jersey court required apportionment of the defense costs
of a plaintiff insured between negligence (covered) and
intentional tort (uncovered) claims after the insured had
settled with an injured bar patron and its insurer had re-
fused to defend during the litigation. ¥ L.C.S., [*35]
Inc., similarly, only stands for a rule recognizing appor-
tionment between covered and uncovered claims after
the underlying claim has been resolved.

40 L.CS.. Inc. v. Lexington Ins. Co., 371 N.J.
Super. 482, 853 A.2d 974, 984-985 (N.J. Super.
Ct. App. Div. 2004).

Finally, in Morgan, Lewis & Bockius LLP v. Ha-
nover Insurance Co., *' plaintiff, as assignee of the in-
sured, sought to collect its defense costs from the insured
who had refused to defend against, inter alia, claims of
trademark infringement. The Morgan, Lewis & Bockius
court, following the logic as set out in SL Industries, Inc.
and Hebela. proceeded to apportion defense costs be-
tween covered and uncovered claims. ©* Again, this case
follows the logic of the previous three cases cited by
Defendants and likewise says nothing about requiring
apportionment before the resolution of the underlying
claim in the absence of contractual language regarding
the same.

41 Morgan, Lewis & Bockius LLP v. Hanover
Ins. Co., 929 F.Supp. 764 (D.N.J. 1996).
42 Id. at769-73.

Defendants' reliance on the holdings in SL /ndus-
tries. Inc. and its progeny is misplaced in the instant
case. The court in SL Industries, Inc. stated a rule re-
quiring "apportion[ment] between covered [*36] and
non-covered claims [of a single insurer]" so that the in-
surer would pay "only those defense costs reasonably
associated with claims covered under the policy” and
how "the lack of scientific certainty [in performing such
an apportionment] does not justify imposing all the costs
on the insurer by default." ** Defendants ask the Court to
extrapolate the SL Industries Court's rule requiring ap-
portionment between covered/uncovered claims after the
resolution of the underlying case to a new rule requiring
allocation of defense costs across multiple insurers be-
fore the resolution of the underlying case. The SL Indus-
tries Court does not suggest its endorsement of such a
rule.

43 See SL Indus., Inc.., 607 A.2d at 1280.

Moreover, none of the above cases required alloca-
tion to be performed before the claim was finally de-
cided, nor did they involve insurance packages as com-
plex and multi-faceted as the one presented in the present
case. Indeed, a requirement to allocate insurance liability
before a triggering claim has been finally decided ac-
tually could create more, rather than less, uncertainty
about ultimate proportionate liability for insurance cov-
erage between two or more insurance companies. [*37]
This Court's concern about judicial economy seems con-
firmed by the Court's being furnished a copy of a letter
by Plaintiffs from the U.S. Department of Justice to
Plaintiffs' former directors' and officers’ defense counsel.
* In this letter of May 30, 2008, the U.S. attorney noted
several "amendments to the government's acquisition
chart,” which may change the number of overt acts in the
underlying indictment. If, through this letter or through
the return of another superseding indictment by the
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South Carolina grand jury, the number of alleged overt
acts were to change, this would negate this Court's allo-
cation of costs among Defendants, assuming this Court
were to accept Defendants' proposed 63%--23%--14%
allocation scheme. ** This letter demonstrates the Court's
concern about redundant and wasteful litigation when
asked to allocate the defense costs of an underlying
complex criminal case, yet to be concluded, based on the
United States Government's identification of 437 overt
acts over an eight-year period.

44  Letter of May 30, 2008 from Acting U.S.
Att'y for the District of South Carolina Kevin F.
McDonald to Pls. Directors' and Officers’ Att'ys.
Docket 76.

45 Id

Also, Defendants could [*38] have explicitly in-
cluded an allocation requirement in their contracts that
would require the very allocation that they now ask this
Court to order, but they did not. * Therefore, [HN4] in
the absence of contract language that would require it,
the Court finds that allocation of defense costs prior to
the final disposition of an underlying claim is not re-
quired.

46 Pls. Opp'n to Defs Mot.s for Partial Summ.
J.,at19,n.14,

Defendants' related argument that Plaintiffs may not
"choose in [their] sole discretion to call upon any of the
three towers of insurance to pay defense costs" is linked
to their request for allocation and requires the explicit
contract provisions cutting off the coverage of the in-
sured company in the event of purchase/merger, ana-
lyzed supra at 20-21, to trump their duty to advance de-
fense costs, analyzed supra at 20. " Importantly, Defen-
dants do not dispute that the claim stemming from Plain-
tiffs' former directors' and officers' criminal defense im-
plicates all three towers of coverage; they only dispute
the extent to which their coverage is implicated. Indeed,
Defendants acknowledge, simply from the nature of their
request for allocation, that all three towers of insurance
[*39] have some amount of contractually viable claims
that have triggered them.

47 Defs. Mot. for Partial Summ. J., at 10.

Perhaps the closest precedent available (though ad-
mittedly still quite different from the facts of the present
case in that the coverage-triggering event had been re-
solved prior to the court's apportionment), Hebela v.
Healthcare Insurance Co. addressed a dispute as to cov-
erage under a directors' and officers' liability policy,
which, when the plaintiff insure'd__cl_lgimed the triggering
of the policy, the defendant insurer refused to defend due
to the claim’s overlap with an uncovered but intimately

related matter. * The Hebela Court's approach coincides
with that of this Court:

[The insured] was entitled to the full
benefit of the duty to defend which [the
insurer] owed him, and to limit the value
of that benefit by reducing the amount
which was actually expended in defending
the counterclaim [which was covered by
insurance], because it overlapped the
steps taken in prosecuting the complaint
[which was uncovered], would deprive
plaintiff of that full benefit. *

If the instant case had but one tower of insurance with
the claim being concededly both covered and uncovered
in [*40] some proportion, a rule of law like that estab-
lished in Hebela might apply. Therefore, the Court holds
that Plaintiffs, having purchased additional "run-off re-
porting coverage" for a valuable consideration, see supra
6-7, and with the concession by Defendants that all three
towers of coverage have been triggered, may elect to
collect payments in advance from any tower with which
it currently holds coverage. To hold otherwise would be
tantamount to requiring that an allocation be performed
at this preliminary stage, which the Court declines to do.
This Court expresses no view as to whether allocation
will be required at some future time.

48 Hebela, 851 A.2d at 85.
49 Id.

Delaware law is similar to New Jersey law on this
issue. In Sun-Times Media Group, Inc. v. Royal & Su-
nAlliance Insurance Company of Canada, this Court
held, when presented with "advancement of defense
costs" contract language substantially similar to that in
the instant case, that "the personal exclusions [in the
contract] do not override a present contractual duty to
advance defense costs unless the Defendants can une-
quivocally now show that all of the allegations in the
[underlying] complaint fall within the...exclusions."
[*41] * In Sun-Times, the defendant insurer argued that
the plaintiff insured was not entitled to defense costs
because the plaintiff's receipt of the payments was
"precluded under two exclusions in the applicable poli-
cies." *' While the instant case does not raise issues of
personal conduct exclusions, Sun-Times applies here in
that, since Defendants have conceded that their respec-
tive towers of coverage have all been triggered, Defen-
dants now cannot demonstrate that all of the allegations
in the indictment fall outside of the coverage periods of
their respective towers and therefore must advance de-
fense costs.
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50 Sun-Times Media Group, Inc. v. Royal &
SunAlliance Ins. Co. of Canada, 2007 Del. Super.
LEXIS 402, 2007 WL 1811266, *11 (Del. Super.
June 20. 2007).

51 2007 Del. Super. LEXIS 402, [WL] at *8.

Interestingly, a New York court in the very recent
case of The Trustees of Princeton University v. National
Union Fire Insurance Co. of Pittsburgh, Pa. ** faced a
similar dispute in which the insured plaintiff sought ad-
vancement of defense funds for an underlying claim that
was still pending from the defendant insurer. In Trustees
of Princeton University, the court held on appeal, with
respect to the request for allocation of defense costs prior
to [*42] the resolution of the underlying claim, that:

As the policy obligates [the insurer] to
advance all defense costs as they are in-
curred, subject to a right of recoupment of
payment for noncovered costs after the
underlying litigation is completed, the
court had no obligation at this juncture to
Lule on the allocation of defense expenses.

Admittedly, important differences exist between this case
and the instant case in that there were not multiple in-
surance policies from which to collect nor was the insur-
er’s refusal to advance defense costs based on contract
provisions concerning termination of coverage in the
event of merger/sale. Nevertheless, this Court finds
Trustees of Princeton University to be analogous and
similarly finds no obligation presently to engage in the
allocation of defense expenses.

52 The Trustees of Princeton University v. Na-
tional Union Fire Ins. Co. of Pittsburgh, Pa., 52
A.D.3d 247, 859 N.Y.5.2d 174, 2008 WL 2277830
(N.Y. App. Div. Ist Dept. 2008).

53 M

B. The Underlying Policies are Exhausted as a Matter
of Law

On the supplementary argument put forward by De-
fendants of the necessity of Plaintiffs' demonstration of
exhaustion of the underlying policies before Defendants
can be compelled [*43] to pay costs, Defendants rely
on a provision in the contract, which provides the fol-
lowing:

Only in the event of exhaustion of the
Underlying Limit by reason of the insur-
ers of the Underlying Insurance, or the
insureds in the event of financial impair-

ment or insolvency of an insurer of the
Underlying Insurance, paying in legal
currency loss which, except for the
amount thereof, would have been covered
hereunder, this policy shall continue in
force as primary insurance, subject to its
terms and conditions and any retention
applicable to the Primary Policy, which
retention shall be applied to any subse-
quent loss in the same manner as specified
in the Primary Policy. The risk of uncol-
lectability of any Underlying Insurance,
whether because of financial impairment
of insolvency of art underlying insurer
other reason, is expressly retained by the
Insureds and is not in any way insured or
assumed by the Company. *

54 See supraat9.

Plaintiffs and Defendants have stipulated that Plain-
tiffs have reached settlement agreements with two of the
underlying insurers. ** In Stargatt v. Fidelity and Casual-
ty Company of New York where the sole issue was
whether an excess insurance policy may be reached
[*44] by an insured when the primary policy has been
settled for less than its limit, the United States District
Court for the District of Delaware held that "[t]he excess
insurers will be liable only for covered losses in excess
of [the primary policy limit plus the deductible on the
excess insurance policy]." * The Stargatt Court contin-
ued, "I believe the reasoning of the Zeig case is correct,
and I am confident that the Delaware courts would reach
the same result." * Indeed, Delaware courts have fol-
lowed this reasoning. *

55 Seesupraat9-10, 12.

56  Stargart v. Fidelity and Cas. Co. of New
York, 67 F.R.D. 689 (D.Del. 1975), affd 578
F.2d 1375 (3d. Cir. 1978)

57 Id

58 See Tenneco Automotive Inc. v. El Paso
Corp., 2001 Del. Ch. LEXIS 147, 2001 WL
1641744, *9-10 (Del. Ch. Nov. 29, 2001 ) (reject-
ing argument that policyholder could not settle its
claims with its insurer for less than its policy lim-
it as "inconsistent with our general policies fa-
voring and encouraging settlement.")

New Jersey law is in accord with Delaware law on
this issue. In Westinghouse Electric Corporation v.

"~ American Home Assurance Company, * thousands of

liability claims had been made against the plaintiff in-
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sured company for injury to people [*45] who had used
its products. While the insured reached settlements with
some of its underlying insurers, the defendant insurers
were excess insurance companies who had not joined in
the settlements and who refused to cover the insured's
claims by arguing, inter alia, that the underlying policy
limits had not been exhausted as their contracts had re-
quired. The Westinghouse Court reasoned that the excess
policy was triggered when the underlying policy limit
was reached by the total costs incurred by the insured,
regardless of whether the total payments to the insured
reached those limits, because the excess insurance com-
pany could not possibly claim to have a stake in whether
the insured actually received all of the underlying insur-
ance limits. ® The Court believes that the reasoning in
Westinghouse and Stargatt applies equally here.

59  Westinghouse Electric Corp. v. American
Home Assurance Co., 2004 WL 1878764 (N.J.
Super. Ct. Jul. 8, 2004). See also Zeig v. Massa-
chusetts Bonding & Ins. Co., 23 F.2d 665 (2d.
Cir. 1928).

60 Id. at *6. See also UMC/Stamford. Inc. v.
Allianz Underwriters Ins. Co.. 276 N.J. Super.
52, 647 A.2d 182, 190 (N.J. Super.Ct. App. Div.
1994) ("If there is any dollar difference between
[*46] the primary layer of coverage and the
amount of the settlement, plaintiffs will have to
pay that difference before expecting to obtain any
reimbursement from excess insurance compa-
nies...It is therefore irrelevant what the exact dol-
lar figure was in the settlement.").

Defendants cite two cases from California and
Michigan, which either distinguish or decline to follow
the reasoning in Stargatt. However, the decisions in New
Jersey and Delaware are clear on the issue of exhaustion
of underlying policy limits' position, i.e., that Defen-

dants' liability is completely unchanged whether Plain-
tiffs have received all of the underlying payments or not.
The Court thus declines to accept the reasoning set forth
in Qualcomm, Inc. v. Certain Underwriters at Lloyd's,
London, 161 Cal. App. 4th 184, 73 Cal. Rptr. 3d 770,
2008 WL 763483 (Cal. App. 2008) or in Comerica Inc. v.
Zurich American Insurance Co., 498 F.Supp.2d 1019
(E.D. Mich. 2007) as the opinions in both of these cases
are contrary to that of Zeig and its progeny, including
Stargatt, and are therefore contrary to the established
case law of New Jersey and Delaware.

Settlements avoid costly and needless delays and are
desirable alternatives to litigation where both parties can
[*47] agree to payment and leave other separately un-
derwritten risks unchanged. The Court sees unfairness in
allowing the excess insurance companies in the instant
case to avoid payment on an otherwise undisputedly le-
gitimate claim. Therefore, to the extent that Plaintiffs'
defense costs exceed any loss they may have imposed on
themselves by accepting settlements with underlying
insurers for less than the policy limit, the Court holds
that those underlying policies have been exhausted as a
matter of law.

VI. CONCLUSION

For the foregoing reasons, Defendant Federal Insur-
ance Company's "Motion for Partial Summary Judgment
on Allocation" is DENIED and Plaintiffs' "Motion for
Partial Summary Judgment to Enforce [Certain Defen-
dant Insurance Companies'] Duty to Advance and
Reimburse Defense Costs" is GRANTED.

IT IS SO ORDERED.
Richard R. Cooch, J.
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OPINION

[EDITOR'S NOTE: The following court-provided
text does not appear at this cite in N.Y.S.2d.]

[*none]
Court, New York County (Barbara R. Kapnick, J.), en-
tered May 31, 2011, which [***2] granted the motions

Appeals from orders of the Supreme -
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by Arch Insurance Company, St. Paul Mercury Insurance
Company, Twin City Fire Insurance Company, Lum-
bermens Mutual Casualty Company and Swiss Re Inter-
national SE for summary judgment dismissing the
amended complaint as against them with prejudice, and
from an order, same court and Justice, entered on or
about May 31, 2011, which denied the motion by Indian
Harbor Insurance Company, Houston Casualty Company
and Travelers Indemnity Company to compel production
of certain documents.

[***3] [*19] DEGRASSE,J.

Plaintiff alleges that defendants breached their con-
tractual obligations to provide indemnification under
excess insurance policies they issued. Plaintiff's prede-
cessor, Bank One Corporation, [**3] purchased $175

million in "claims made" bankers professional liability
insurance and securities action claim coverage for the
period October I, 2002 to October 1, 2003. Bank One's
insurance program was structured as a tower of fol-
low-the-form coverage in excess of a self-insured reten-
tion. Defendant Indian Harbor Insurance Company was
the primary carrier while defendants Houston Casualty
Company, Arch Insurance Company, St. Paul Mercury
Insurance Company, Twin City Fire Insurance Company,
Lumbermens Mutual Insurance Company, Swiss Re In-
ternational SE and nonparties Federal Insurance Com-
pany, American Zurich Insurance Company and Guif
Insurance Company provided excess coverage. The car-
riers and the tiers of coverage they provided are listed in
descending order as follows:

Tier/ Insurance Company

Coverage Limits

Seventh Excess-Swiss Re

$50 million in excess of $150 million

Sixth Excess-Federal

$10 million in excess of $140 million

Fifth Excess-Lumbermens,

$30 million in excess of $110 million,

St. Paul and Arch with a "quota share" apportionment of
$10 million among the three carriers
Fourth Excess-Twin City $15 million in excess of $95 million
Third Excess-Zurich $15 million in excess of $80 million
Second Excess-Gulf $15 million in excess of $65 million

First Excess-Houston

$15 million in excess of $50 million

Primary-Indian Harbor

50% of loss up to $50 million subject

to a maximum coverage limit of $25 million

In [**4] November 2002, actions were brought
against Bank One and some of its affiliates in connection
with their roles as indenture trustee and otherwise with
regard to certain notes issued by NPF XII, Inc. and NPF
VI, Inc. Plaintiff's entities (the JP Morgan entities) were
defendants in some of the actions as well as other related
actions in which the Bank One entities were not defen-
dants. Between July and November 2004, while the NPF
litigation [*20] was still pending, the Bank One enti-
ties were merged into the JP Morgan entities. Between
February 2006 and March 2008, plaintiff settled six ac-
tions that were part of the NPF litigation for an aggregate
of $718 [***4] million. Plaintiff's theory of recovery
in this action is that the portion of the settlement attri-
butable to claims made against the heritage Bank One
entities, as opposed to claims based on the conduct of the
premerger JP Morgan entities, exceeded the combined
limits of the policies in the Bank One tower of insurance.

Before bringing this action, plaintiff settled with
Federal for the sum of $17 million. That settiement
agreement covered Federal’s liability under the Bank One

program as well as claims under separate policies issued
by Federal's [**5] affiliate, Executive Risk Indemnity,
Inc., under a different insurance program. The agreement
provided for no allocation of the settiement as between
plaintiff's claims against Federal and those against Ex-
ecutive Risk. As shown above, Swiss Re is the only car-
rier that was higher than Federal in the Bank One tower.

After commencing this action, plaintiff entered into
another $17 million settlement, this time with Zurich and
its affiliate, Steadfast Insurance Company. This settle-
ment covered plaintiff's $15 million claim under Zurich's
policy in the Bank One tower as well as a $13.4 million
claim against Steadfast under separate insurance cover-
ing unrelated litigation. After that settlement, plaintiff
amended the complaint so as to drop Zurich as a defen-
dant.

Twin City moved for summary judgment, asserting
that plaintiff could not establish the occurrence of ex-
press conditions precedent to coverage under Twin City's
policy. Invoking their own policy provisions, Swiss Re,
Lumbermens, St. Paul and Arch also moved for sum-
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mary judgment on similar grounds. The motion court
granted all of the motions for summary judgment on the
basis of its construction of the various policies. We af-
firm.

The [**6] parties agree that Illinois law govemns
the disposition of the motions for summary judgment.
[HN1] Under the law of that state, the construction of an
insurance policy is a question of law that requires a court
to ascertain the intent of the parties to the contract (Out-
board Marine Corp. v Liberty Mut. Ins. Co., 154 Ill. 2d
90, 108, 607 NE2d 1204, 1212, 180 Ill. Dec. 691
[1992]). Accordingly, insurance policies are construed
like any other contract (Putzbach v Allstate Ins. Co., 143
Ill App 3d 1077, 1082, 494 NE2d 192, 196, 98 Ill. Dec.
265 [1986]).

The Twin City policy provided "that liability for any
loss shall attach to [Twin City] only after the Primary
and Underlying Excess Insurers shall have duly admitted
liability and shall have paid the full amount of their re-
spective liability."

Hence, by the plain language of this attachment pro-
vision, the underlying insurers' admission of liability and
the payment of the full amount of their liability were
conditions precedent to Twin City's liability under its
policy. [HN2] "A condition precedent is defined as an
event which must occur or an act which must be per-
formed by one party to an existing contract before the
other party is required to perform" (Vuagniaux v Korte,
273 Ill App 3d 305, 309, 652 N.E.2d 840. 210 Ill. Dec. 38
[1995] [**7] [internal quotation marks omitted]).

The first condition was not met because Zurich, the
insurer directly beneath Twin City in the Bank One
tower, did not admit liability when it settled with plain-
tiff. In fact, the settlement agreement between Zurich and
plaintiff provided that "the negotiation, execution and
[*¥21] performance of this Agreement shall not consti-
tute, or be construed as, an admission of liability or in-
firmity of any defense or claim whatsoever by any Par-
ty." Moreover, there is no way to determine that Zurich
paid the full amount of its liability under its Bank One
tower policy [***5] because the settlement provided
for no allocation of the $17 million payment between
Zurich and Steadfast. Therefore, the second condition set
forth in Twin City's attachment provision was not met
either. For reasons that follow, conditions precedent to
liability under the remaining movants' excess policies
have not been met either.

Lumbermens' policy provided that the insurance af-
forded thereunder "shall apply only after all applicable
Underlying Insurance with respect to an Insurance Prod-
uct has been exhausted by actual payment under such
Underlying Insurance . . ." St. Paul's policy provided that
"[St. [**8] Paul] shall only be liable to make payment

under this policy after the total amount of the Underlying
Limit of Liability has been paid in legal currency by the
insurers of the Underlying Insurance as covered loss
thereunder.” Similarly, the insurance coverage afforded
by Arch's policy applied "only after exhaustion of the
Underlying Limit solely as a result of actual payment
under the Underlying Insurance in connection with
Claim(s) and after the Insureds shall have paid the full
amount of any applicable deductible or self insured re-
tentions" (emphasis omitted). Swiss Re's liability under
its policy attached "only when the Underlying Insurer(s)
shall have paid or have been held liable to pay, the full
amount of the Underlying Limit(s) . . ."

The foregoing attachment provisions are analogous
to two attachment provisions that were at issue in Great
American Ins. Co. v Bally Total Fitness Holding Corp.
(US Dist Ct, ND I, 06 Civ 4554, 2010 U.S. Dist. LEXIS
61553 Andersen, J., 2010). Under one such provision in
Great American, excess coverage became applicable
"only after all Underlying Insurance has been exhausted
by payment of the total underlying limit of insurance"
(2010 U.S. Dist. LEXIS 61553, [WL] at *I). Pursuant to
the other excess policy [**9] before the Grear Ameri-
can court, liability for covered losses attached "only after
the insurers of the Underlying Policies shall have paid, in
the applicable legal currency, the full amount of the Un-
derlying Limit and the insureds shall have paid the full
amount of the uninsured retention, if any, applicable to
the primary Underlying Policy" (id.). We are persuaded
by Great American's holding that the excess policies
before the court unambiguously required the insured to
collect the full limits of the underlying policies before
resorting to excess insurance (20/0 U.S. Dist. LEXIS
61553, [WL] at 5).

We are also persuaded by the Fifth Circuit's reason-
ing in Citigroup Inc. v Federal Ins. Co. (649 F3d 367
[2011]) in which it was held that under Texas law "set-
tlement for less than the underlying insurer's limits of
liability does not exhaust the underlying policy” (id. at
373). In this case, summary judgment was properly
granted because the aforementioned combination of
plaintiff's settlements with Zurich and Steadfast preclude
any determination of whether Zurich's policy limits were
reached as required by the policies issued by Twin City,
Lumbermens, St. Paul, Arch and Swiss Re. Plaintiff's
pre-action settlement with [**10] Federal and Execu-
tive Risk had the same effect on Swiss Re's liability be-
cause there was no allocation of the settlement between
the two underlying carriers.

Plaintiff seeks refuge in language in a maintenance
provision of Twin City's policy which provided that the
insured's failure to maintain all of the underlying policies
in full effect would not invalidate the policy. [HN3] "If
the words in the policy are [*22] unambiguous, a
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court must afford them their plain, ordinary and popular
meaning" (Outdoor Marine Corp., 154 Ill. 2d at 108).
Guided by Outdoor Marine Corp., we reject plaintiff's
argument that its settlement with Zurich can be construed
as a failure to maintain the underlying policies within the
contemplation of the [***6] maintenance provision. In
addition, Twin City does not challenge the validity of its
policy. It simply maintains that conditions precedent to
coverage were not met. As stated above, its premise is
that conditions precedent to its liability have not been
met. Therefore, the maintenance provision is irrelevant to
Twin City's motion.

Plaintiff also relies on Zeig v Massachusetts Bond-
ing & Ins. Co. (23 F2d 665 [2d Cir 1928]). In Zeig, an
insured who settled with his primary carriers [**11] for
less than their policy limits, sued his excess carrier,
seeking indemnification for the amount of his loss ex-
ceeding the underlying policy limits (id. at 665). The
policy in Zeig provided that the excess insurance the-
reunder "shall apply and cover only after all other insur-
ance herein referred to shall have been exhausted in the
payment of claims to the full amount of the expressed
limits of such other insurance” (id.). The Second Circuit
found this provision ambiguous, reasoning that "pay-
ment” as used therein could refer to "the satisfaction of a
claim by compromise, or in other ways" in addition to
"payment in cash” (id. at 666). The Zeig court, neverthe-
less, recognized that [HN4] parties are free to impose
any condition precedent to liability upon a policy as they
choose (id.). Here, Twin City's attachment provision
stands apart from the one before the court in Zeig be-
cause of its exacting requirement that the underlying
carriers shall have admitted and paid the full amounts of
their respective liabilities. For reasons already stated, the
attachment provisions of the other policies before this
Court are also distinguishable from the one before the
Zeig court. Like the court in Great Am. Ins. Co. v Bally
Total Fitness Holding Corp. (US Dist Ct., ND Ill, 06 Civ
4554, 2010 U.S. Dist. LEXIS 61553, Andersen, Jr., 2010.
supra) [**12] , we find no ambiguity in any of the poli-
cies that would make Zeig controlling (2010 U.S. Dist.
LEXIS 61553, (WL] at *5). We further note that the
United States District Court for the Northern District of
Illinois, interpreting Illinois law, found Zeig to be con-
trary to Seventh Circuit precedent insofar as it stands for
the proposition that " exhaustion' of the primary policies'
payments does not require collection of the primary poli-
cies as a condition precedent to the right to recover
excess insurance" (see Premcor USA, Inc. v Am. Home
Assur. Co., 2004 US Dist LEXIS 9275, *22, 2004 WL
1152847, *8 [ND Iil 2004], affd 400 F3d 523 [7th Cir
2005]). Plaintiff's reliance on Hasemann v White 177 Ill.
2d 414, 686 N.E.2d 571, 226 Ill. Dec. 788 [1997]) is
misplaced because that case involved the interpretation

of a statutory provision as opposed to an insurance poli-
cy.

By its own terms, the attachment provision of Swiss
Re's policy was subject to Condition 3 of the policy,
which provided that

"[i]n the event of erosion or exhaustion
of the aggregate limit of liability on the
Underlying Insurer(s) policy by reason of
loss(es), this Policy shall

(a) if erosion [**13] be partial, pay
the excess of the reduced Underlying
Limit(s) of the Policy(ies) of the Under-
lying Insurer(s), or

(b) if exhaustion be complete, con-
tinue in force in place of such Policy(ies)
of the Underlying Insurer(s)."

In Qualcomm, Inc. v Certain Underwriters at
Lloyd's, London (161 Cal App 4th 184, 73 Cal. Rptr. 3d
770 [***7] [2008]) the [*23] court distinguished
Zeig and held that a "paid or have been held liable to
pay" provision required primary insurance to be ex-
hausted or depleted by actual payment of losses by the
underlying insurer (id. at 195, 198-200). Like the Qual-
comm court, [HN5] we reject the notion that "when an
insured settles with its primary insurer for an amount
below the primary policy limits but absorbs the resulting
gap between the settlement amount and the primary pol-
icy limit, primary coverage should be deemed exhausted
and excess coverage triggered, obligating the excess in-
surer to provide coverage under its policy” (id. at 188).
Accordingly, we are still not persuaded by plaintiff's
argument that there was an exhaustion under the Swiss
Re policy.

The motion court correctly applied New York law in
deciding the discovery motion. [HN6] The law of the
place where the evidence in question will be introduced
[**14] at trial or the location of the discovery proceed-
ing, is applied when deciding privilege issues (People v
Greenberg, 50 AD3d 195, 198, 851 N.Y.5.2d 196 [2008],
lv dismissed 10 N.Y.3d 894, 891 N.E.2d 299, 861
N.Y.85.2d 266 [2008]). As the motion court found, the
cooperation clauses in the insurance policies did not op-
erate as waivers of plaintiff's attorney-client and
work-product privileges (see Gulf Ins. Co. v Transatlan-
tic Reins. Co., 13 AD3d 278. 279-280, 788 N.Y.S.2d 44
[2004]). We have considered the appealing parties' re-
maining contentions for affirmative relief and find them
unavailing.
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Accordingly the orders of the Supreme Court, New
York County (Barbara R. Kapnick, J.), entered May 31,
2011, which granted the motions by Arch, St. Paul, Twin
City, Lumbermens and Swiss Re for summary judgment
dismissing the amended complaint as against them with
prejudice, should be affirmed, with costs. The order of
the same court and Justice, entered on or about May 31,
2011, which denied the motion by Indian Harbor, Hou-
ston and Travelers to compel production of certain doc-
uments, should be affirmed, with costs.

ALL Concur.

Orders, Supreme Court, New York County (Barbara
R. Kapnick, J.), entered May 31, 2011, affirmed, with
costs. Order, same court and Justice, entered [**15] on
or about May 31, 2011, affirmed, with costs.

Opinion by DeGrasse, J. All concur.

Gonzalez, P.J., Andrias, DeGrasse, Richter, Ab-
dus-Salaam, JJ.

THIS CONSTITUTES THE DECISION AND
ORDER OF THE SUPREME COURT, APPELLATE
DIVISION, FIRST DEPARTMENT.

ENTERED: JUNE 12, 2012
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MEMORANDUM OF DECISION ON DEFEN-
DANT'S AND PLAINTIFF'S MOTIONS FOR
SUMMARY JUDGMENT RE: EXHAUSTION AS
TO PASCO SITE (#7, # 8), DUTY TO DEFEND (#
1), MOTIONS FOR REVISION (# 27 & 29), AND
II'S MOTION FOR DISMISSAL OF
CROSS-MOTION (# 30)

FLECK, J.

INDUSTRIAL INDEMNITY'S AND KALAMA'S
MOTIONS FOR REVISION RE: EXHAUSTION (#
27,#29)

*]1 Industrial Indemnity (hereafter II) mmally
moved for summary judgment of dismissal as to the
Pasco Site on the basis of lack of justiciability (Motion
# 8); Il now moves for revision (Motion #27) of Judge
Bridge's prior order dated January 5, 1995, regarding
exhaustion, pursuant to Rees v. Viking, infra. Kalama
initially moved for summary judgment to establish
indemnity coverage at the Pasco Site (Motion # 7); by
cross-motion (Motion # 29), Kalama now moves for
revision of Judge Bridge's January 5, 1995 order. II
further moves (Motion # 30) for dismissal of Kalama's
Motion # 29 on the grounds that Kalama has presented
no new authority for its position.

Preliminarily the issue of exhaustion must be
addressed. Initially, II asserted that Judge Bridge has
determined that exhaustion is a question of fact, and it
must therefore be decided by the fact finder. Further,
II asserted that her decision is the “law of the case.”
Bl Kalama takes an opposing position, stating that
Judge Bridge did not hear or determine the issue of
how Kalama could exhaust the underlying insurance.
Kalama asserts that that issue is now before me in a

Page |

number of motions. After initial briefing on the Duty
to Defend and Pasco Site motions, II has now brought
a motion under CR 54(b) seeking revision of Judge
Bridge's denial of II's motions heard in late 1994 based
on the recent decision in Rees v. Viking Ins. Co.. 77

Wash.App. 716. 892 P.2d 1128 (1995), which was

issued after her ruling.

ENI. II asked that I read the pleadings asso-
ciated with its motions on the exhaustion is-
sue. I did so, and note II's citation to authority
in its reply brief at p. 7, 787 P.2d 1385 on the
issue of “law of the case” for the proposition
that in Washington, the principle of “law of
the case” applies to “parties who raise iden-
tical issues on successive appeals of the same
case. MGIC presents no relevant authority
for extending the doctrine to apply to mo-
tions raised several times at the trial court
level. We see no reason to extend the doc-
trine here.” MGIC Financial Corp. V. H.A.
Briggs Co. ., 24 Wash.App. 8, 600 P.2d 573
(1979). II also cited out of state authority as
follows. “The law of the case doctrine does
not apply to pretrial rulings such as motions
for summary judgment.” Shouse v.
Liunggren. 792 F.2d 902. 904 (9th Cir.1986).
II stated at page 7 of its reply brief: “Thus,
this court is free to, and should, weigh the
arguments and come to whatever conclusion
it feels is right, just and fair[,]” and cited the
following from Robinson v. Parrish. 720
E.2d 1548, 1550 (11th Cir.1983) (accord,
Whirlpoo!l Corp. v. U M.C.O. International
Corp.. 48 F. . 61
(S.D.Fla.1990): “To hold that a [trial] court
must rigidly adhere to its own rulings in an
earlier stage of a case would actually thwart
the purpose of the [law of the case] doctrine.
New developments or further research often
will convince a [trial] court that it erred in an
earlier ruling, or the court may simply change
its mind.” In Washington, even in appeals,
the law of the case doctrine is discretionary.
Coffell v. Clallam County. 58 Wash.App.
317. 794 P.2d 513 (1990). On the other hand,
Kalama cites in its prior Response to II's
motion at p. |. fn. 2. 794 P.2d 513, out of
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state authority to the contrary. (Emphasis
added.)

Judge Bridge ruled on two motions brought by II
22 in which she determined that the plaintiff was not
required to prove total horizontal and vertical ex-
haustion, but rather only vertical exhaustion in the
year of the II policy and that the liability of 11, if found,
would not be limited to the “time on the risk.” She also
stated that Kalama's motions were not properly before
her. She said Kalama's burden under this policy is to
prove: 1) that its ultimate net loss was in excess of the
retained limit in II's policy, and 2) that it has exhausted
the limits of the Schedule A policy (Allianz) and other
insurance collectible by the insured for policies
maintained by Kalama on the sites during the term of
the II policy (and none are known).

EN2. II's motions specifically were a request
that the court “dismiss this action against II
because Kalama failed to exhaust the limits
of all other applicable insurance .. In the al-
ternative, II seeks a ruling that it is not obli-
gated to indemnify Kalama for any alleged
property damage at the Kalama or Pasco site
occurring outside the effective dates of the II
policy [time on the risk]...."”

Judge Bridge stated that “summary judgment at
this juncture is premature because of this outstanding
material question of fact” regarding the issue of ex-
haustion.”™ She offered her own concerns about Ka-
lama's ability to show exhaustion, given its settlement
with Allianz (a company which insured Kalama in
various time periods including this one) without al-
locating amounts to specific policy periods at the time
of the settlement. In her explanation, Judge Bridge
also stated that settlement for less than policy limits is
not exhaustion. There was no motion specifically
addressed to the issue of how underlying policies can
be exhausted. (Although Kalama filed its motion for
reconsideration, which included arguments contained
in current motions in apparent response to some of
Judge Bridge's comments or explanations, Kalama's
original motions were not timely and neither Kalama's
motions nor its motion for reconsideration were ar-
gued.) These latter statements were not holdings; even
if they were, they are subject under the rules to being
revisited by her or by a subsequent judge as described
below.

Page 2

FN3. The June 13, 1995 Clarified memo-
randum of Opinion contained a typographical
error at line 7; it should have read “page 3,
lines 12-14 are deleted” rather than lines
12-16.

*2 I discussed with counsel informally on June 9
and then addressed briefly in the memorandum deci-
sion on Allocation, issues which arise with multiple
judges/multiple decision making as well as legal
standards applied under Civil Rule 56. For purposes of
this decision, the applicable rules are as follows. Un-
less summary judgment is granted in toto, it is not a
final order for purposes of CR S4(b). It is an interlo-
cutory order and not appealable by right, unless the
trial court enters a written finding that there is no just
cause for delay. The denial of a motion for summary
judgment is not a final judgment, and is thus interlo-
cutory. Likewise, an order under CR 56(d) which
specifies facts which are not in dispute is not a final
order, and is therefore interlocutory. Moreover, a CR
56(d) order is not actually a judgment, although it is
frequently called a *'partial summary judgment.” See
10 Wright & Miller, Federal Practice and Procedure.
Civil. § 2737 (1983). The court retains jurisdiction to
modify an order at any time before final judgment.
After the Allocation decision, I reviewed the briefing
on II's motions on exhaustion, and additional authority
cited by II at page 7 of its reply brief supports this
interpretation as well. Judge Bridge's discussion of the
reasons for her ruling were not intended by her to be
the “law of the case,” ™ nor does the Washington
authority support this notion regarding summary
Jjudgment motions.

EN4. I have also previously indicated to you
that the revision of language in her ruling
dated January 25, 1995 was to make abso-
lutely clear her decision that Kalama must
only exhaust insurance “vertically” and that
the repetition of other words in that para-
graph was not intended to infer anything re-
garding the exhaustion issue.

The issue of exhaustion can involve both ques-
tions of law and questions of fact. How a policy can be
exhausted requires interpretation and construction of
the language and therefore is a question of law.
Whether a policy has been exhausted may involve
questions of fact if genuine issues regarding whether
the policy is exhausted are raised when considered in
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light of the interpretation of the term; otherwise, it
may be decided upon the record presented.

The issue of exhaustion involves consideration of
the, “coverage,” “retained limit,” “ultimate net loss,”
“underlying insurance” and “loss payable,” policy
provisions. These provisions state:

I. COVERAGE

The Company [II] agrees to pay the ultimate net
loss in excess of the retained limit ... which the insured
[Kalama] may sustain by reason of the liability im-
posed upon the insured by law arising out of an oc-
currence ... for ... (b) Property Damage Liability....

V. RETAINED LIMIT-
LIMIT OF LIABILITY

With respect to Coverage 1(a),I(b) or I(c), or any
combination thereof, the company's liability shall be
only for the ultimate net loss In excess of the insured's
retained limit defined as the greater of:

(a) the total of the applicable limits of the under-
lying policies listed in Schedule A hereof, and the
applicable limits of any other insurance collectible by
the insured; or....

CONDITIONS

G. Loss Payable. Liability of the company with
respect to any one occurrence shall not attach unless
and until the insured, the company in behalf of the
insured, or the insured's underlying insurer, has paid
the amount of retained limit.

3

J. Underlying Insurance. If underlying insurance
is exhausted by any occurrence, the company shall be
obligated to assume charge of the settlement or de-
fense of any claim or proceeding against the insured
resulting from the same occurrence, but only where
this policy applies immediately in excess of such
underlying Insurance, without the intervention of
excess Insurance of another carrier.

Page 3

It is undisputed that the retained limit in this
policy is one million dollars, that is, that II agreed to
pay all sums Kalama is legally obligated to pay above
one million dollars for occurrences during its policy
period, up to the limits of this excess policy. There
remains an issue regarding how and when the “ag-
gregate” provision applies.

In a letter responding to my request that counsel
analyze the exhaustion issue in light of or by analogy
to the floating layer theory of underinsured motorist
coverage found in Elovich v. Nationwide Insurance
Co.. 104 Wash.2d 543, 707 P.2d 1819 (1985), I1 cited
the new case of Rees v. Viking Insurance. supra, as
addressing the exhaustion issue directly. Kalama has
responded, again in letter form; subsequently, II filed
its motion under CR 54(b) in which it asks me to
dismiss Kalama's action in light of Rees, and Kalama
filed its cross-motion.

Rees is distinguishable. The Rees case involved
automobile coverage for an accident by a permissive
driver which was secondary to the insurance held by
the owner of the vehicle. The Injured party settled
with the primary insurer for an amount under the
primary policy limits, sought a finding by the court
approving the settlement but also determining that the
value of the injury was in excess of the primary limits
and then sought coverage from the driver's policy.
Division Three recognized the procedure as an “arti-
fice,” noting the lack of contract relationship between
the party seeking coverage and the insurer as well as
the lack of public policy involved in this fact pattern
(unlike the situation involved in UIM coverage in
which public policy is reflected in a statute). Here, of
course, there is a contractual relationship between II
and Kalama; this is a critical distinction. Here, Kalama
asserts that it has paid the entire retained limits in up to
three ways and is still liable to the “injured party” (the
government), whereas in Rees. the insured's carrier
paid a sum less than the policy limits in order to obtain
a release from the injured party. In addition, public
policy favors settlements generally according to var-
ious authority cited by counsel and in environmental
cases in particular, as can be seen at a minimum from
Insurance Commissioner Senn's regulations with their
statement of public policy in favor of such settle-
ments.2*2 As long as the excess carrier receives full
credit for whatever the retained limits are, it has re-
ceived the benefit of its bargain, and it is consistent
with the public policies of early settlements and effi-
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cient use of judicial resources. II has not cited any
public policy which is contrary.™ In oral argument,
Mr. Spoonemore asserted that the excess carrier would
not receive a part of its bargain (the primary carrier's
duty to defend), unless the primary itself was required
to pay in order to exhaust (as opposed to the insured
paying some or all of the retained limit). Mr. Spoo-
nemore asserted that this would fundamentally change
the policy from an excess insurance policy to a pri-
mary policy with a large deductible. Who pays the
retained limits and the duty to defend are not, how-
ever, that intimately connected. Mr. Spoonemore
conceded that the primary insurer's obligations in-
cluding the duty to defend are extinguished when the
primary's indemnity limits are paid in full.®™ For
example, the primary insurer is not limited in its
business decision making from paying its limits at the
outset of a claim, thereby not implicating its duty to
defend which would then shift to any excess carrier on
the claim.™ This interpretation is consistent with the
insurance policy the parties entered into: II would
insure for damages in excess of one million dollars up
to twenty million dollars. As long as II is given credit
for the one million dollars underlying its coverage, its
position is fully protected and it is not prejudiced. The
applicable terms of the policy are consistent with this
interpretation. In the Retained Limits provision, the II
policy is triggered when Kalama's ultimate net loss
exceeds the underlying limits. Under the Loss Payable
provision, the underlying limits can be paid by the
primary insurer, the insured or by both. This very
policy section was cited by II at p. 5. tn. 4, 892 P.2d
1128 of its Brief in Response to Kalama's Motion for
Clarification and/or Reconsideration [of Judge
Bridge's memorandum of decision on II's motions]:

FENS. The Kalama/II fact pattern Involves
Kalama's assertion that it has paid, not part,
but all of the retained limits of II's policy in
up to three different ways. The issue here,
then, is whether the insured can pay retained
limits in lieu of the primary insurer actually
paying the retained limits. The fact pattern is
similar to, but not the same as that Involved
in Judge Dwyer's case of Northwest Steel
Rolling Mills in which the insured paid a
small portion of the retained limits after set-
tlement with the primary insurer. The result
was an application of the floating layer con-
cept of insurance authorized under Wash-
ington law In UIM coverage. Examples pro-
vide some insight regarding why it is also an
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appropriate and supportable concept in
excess coverage environmental cases re-
gardless of whether the insured pays some or
pays all of the retained limits. It would be a
waste of judicial resources and an unneces-
sary risk to the insured to expose itself to the
unknowns of a trial, if the insured were re-
quired, for example, to go to trial in order to
access its excess coverage, even if it had an
offer to settle for one penny or one dollar
short of full primary limits. Likewise, if the
damages were ten million dollars, the pri-
mary limits were $100,000 and the excess
limits were twenty million, it might be a good
business decision to forego the expense as-
sociated with pursuing the primary carrier
altogether. Similarly, it may be economically
sound for the insured to take a percentage of
its primary insurance, pay the difference it-
self to the retained limit of its excess carrier
and then proceed under its excess. Finally, if
the insured had a small primary policy, it
may be economically sensible to pay the
primary limits and then proceed under the
excess. This in fact is what the II policy au-
thorizes.

ENG6. I am aware of II's citation to authority
including the American Home Assurance.
Co. v. Colien. decision at 124 Wash.2d 865,
881 P.2d 1001 (1994) regarding the starting
place for public policy analysis being in ap-
plicable legislation. Regulations by the state
insurance Commissioner are similar.

EN7. See e.g. Mr. Spoonemore's citation to
Appleman'’s concern about shifting liability
to the excess carrier before the primary in-
surer “has paid its limits and has bought the
claim and fulfilled its obligations.” See also
various arguments and authority cited in the
motion re: Duty to Defend and the policy
language.

ENB. There was some oral argument re-
garding an ongoing duty to defend despite
settlement. The cases cited are distinguisha-
ble for a variety of reasons, including a fact
pattern of primary co-insurers, “settlement”
without payment, settlement late and then an
effort to pro rate defense costs, etc. Where
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excess insurers' retained limits are exhausted
by payment, the primary's duty to defend
terminates and the excess carrier assumes the
obligation.

*4 Key policy language makes clear that exhaus-
tion of underlying limits is a condition precedent to
coverage under the II excess policy. For instance,
condition G of the policy states that II's liability shall
not attach unless and until the insured, the company
on behalf of the insured, or the insured's underlying
insurer has paid the amount of the retained limit....
(Emphasis added.)

At footnote 5 on page 7 of the same brief, II cites
additional authority as follows:

See also Span Inc. v. Associated [nternational
Insurance Co., 277 Cal.Rptr. 82 35, 22
Cal.App.3d 463. 475 (Cal.App.1991) (declaring that
the policy's “in the event of reduction or exhaustion™
language unambiguously contemplates “exhaustion”
of the underlying insurance only by payment of the
underlying limits, either by the insured or its primary
carrier.) (Emphasis added.)

There is no insurance policy provision that re-
quires that only the underlying insurer pay the full
policy limits as a condition precedent to reach the
excess coverage; rather, the policy specifically autho-
rizes payment by the insured and uses the term “ex-
haustion” without specifying how exhaustion is to
occur. As stated in Boeing v. Aetna. 113 Wash.2d 869,
784 P.2d 507 (1990), “[tlhe undefined term ‘as dam-
ages' does not stand exclusionary guard for the indus-
try and represent a vast exclusion from coverage. The
term damages is to be given its plain ordinary meaning
and not the technical meaning advocated by insurers.”
Similarly, the term “exhaustion” is undefined. If the
insurer wanted to require that full policy limits be paid
by the underlying insurer only, it could have written
such a provision. However, instead, the term em-
ployed is “exhaustion.” There is no reason in the pol-
icy or in terms of public policy why the manner in
which a primary policy is exhausted could matter from
the excess insurer's standpoint. No argument has been
offered that full payment of the policy limits by the
primary carrier only is a factor in terms of setting the
rate, In addition, there is no public policy that would
suggest such an interpretation; contrary public policy
is noted above. Finally, the policy provision itself
identifies the insured as a potential payor of the re-
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tained limit, which then triggers the excess insurer's
liability.

As Judge Dwyer, I believe, noted in one of his
decisions cited where the policy did not define “ex-
haustion,” any ambiguity is not associated with the
word itself, but rather with how exhaustion can be

achieved. See also Brown v. Lumbermens Mutual

Casualty Co.. 326 N.C. 387. 390 S.E.2d 150, 154
(N.C.1990) In addition, in Northwest Steel Rolling

Mills, Inc. v. Fireman's Fund Insurance Co., No.
C86-376C, Oral Decision (W.D.Wash. Feb. 25, 1991),
Judge Dwyer noted in his Order on Plaintiff's Motion
for Determination that Proposed Settlement Exhausts
Policies of Defendant Fireman's Fund that there is no
prejudice to the insurer in finding exhaustion as long
as the full amount of the retained limits is credited
against the insured, and also noted the additional
considerations of “the desirability of settlement
(which would be made more difficult by a contrary
holding), and the construction of insurance policy
provisions, if ambiguous, in favor of the insured,”
citing to Britton v. Safeco Insurance Co., 104 Wash.2d
518.528, 707 P.2d 125. 132 (1985).

*5 Applying the principles of contract interpreta-
tion and construction identified in the “Owned Prop-
erty” and “Pollution Exclusion” decisions, there is no
evidence that the provisions of the policy which im-
plicate exhaustion were negotiated by the parties, nor
is there extrinsic evidence regarding the parties’ mu-
tually manifested intent on the issue of exhaustion.
Reading the policy as a whole, including the loss
payable provision with its specific language regarding
the ability of the insured to pay the retained limits as
one of the triggers to the excess carrier's liability, there
is no ambiguity regarding exhaustion. II's liability is
not implicated until the primary policy is “exhausted;”
it is exhausted when the retained limits have been paid
by the primary insurer, by the insured, or by the
company on behalf of the insured. Even if the unde-
fined term is ambiguous, the sound reasoning in Judge
Dwyer's Northwest Steel Rolling Mills Order on this
issue should be applied here to resolve the issue of
“how” the underlying policy may be exhausted. The
answer is that it may be exhausted by a method other
than the underlying insurer paying the full amount up
to II's retained limits. This policy, apparently consis-
tent with others, does require payment in order to
trigger the excess carrier's liability; as long as the
insured or primary carrier pays an amount equivalent
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to the retained limit, then II is not prejudiced based on
the policy it sold.

It appears undisputed that allocation of settlement
proceeds involving the primary carrier can constitute
exhaustion (although the parties clearly dispute when
such allocation should occur). II asserts that Kalama
made a fatal mistake by not fully allocating at the time
it settled with Allianz, and that any attempt at alloca-
tion after the fact should not be considered for pur-
poses of determining the exhaustion issue. Kalama
asserts that there is no requirement that it allocate at
the time of settlement and acknowledges that delaying
allocation until after settlement allows it the possibil-
ity of maximizing its recovery.

Kalama has allocated one million dollars of the
Allianz settlement to the 1982/1983 II policy year
according to the uncontroverted declaration of Mr.
Macomber dated February 2, 1995. This constitutes
either payment by the insured or payment by the un-
derlying insurer, and triggers the excess coverage at
least as to the Kalama site. The time of the allocation
is not critical, as long as there remain funds from the
Allianz settlement which have not previously been
allocated to other claims and as long as there is not
double recovery."*2 There is nothing in II's policy
which indicates when payment needs to occur, nor is
there anything in the policy which provides that the
insurer has the right to state how the insured's settle-
ment with the underlying insurer should be allocated
between sites or covered periods. In addition, there is
no legal authority cited for this requirement of simul-
taneous allocation.™

ENY. Similarly, in deciding Kalama's Motion
regarding defense costs, Judge Bridge in her
QOrder dated March 23, 1994, stated that the
primary carrier had not offered any authority
for its position that Kalama was required to
allocate settlement proceeds from other in-
surers to defense costs and indemnification.
She stated, “(p)laintiffs do not seek a double
recovery, and moreover, public policy is
contrary to Allianz's position because the
necessity for allocation would have limited
settlement, contrary to the policy of encour-
aging parties to settle early and rewarding
those who do achieve early settlements.”

At oral argument, II asserted that allowing

Page 6

an insured to allocate after a settlement
with an underlying insurer would facilitate
the insured's manipulation of multiple in-
surers for settlement purposes as well as
facilitate the allocation and “reallocation”
of the same dollars, essentially in a dis-
honest manner. However, the public policy
in favor of early settlements and the rule of
interpretation that insurance contracts must
be liberally construed in favor of the in-
sured support not imposing a requirement
of allocation at the time of settlement
(when none is required by the terms of the
policy), provided that there is no previous
allocation which consumes all of the funds
and provided that there is no double re-
covery.

EN10. Kalama has also paid more than two
million dollars in response costs at the Ka-
lama site; it is not clear however for what
time period or property damage or particular
damages this applies. In addition, there is
also the payment associated with the Garfield
site.

*6 The issue of interpretation and construction of
the “aggregate” language must be addressed in order
to resolve the Pasco Site and Duty to Defend issues.
The policy between II and Kalama states in Schedule
A-Schedule of Underlying Policies that the underlying
bodily injury and property damage combined single
limit CGL insurance with Allianz for the 1981/1982
policy period is one million dollars each occurrence
and one million dollars aggregate when applicable. II
asserts that in order to understand whether the policy
between II and Kalama was aggregating or
non-aggregating, we must turn to the Allianz policy
because the printed portion of the II policy says “ag-
gregate when applicable.” II then reviews endorse-
ment 4 to the Allianz policy which says under cover-
age for bodily injury liability and property damage
liability, the limits of liability are one million dollars
each occurrence and one million dollars aggregate.
Under the narrative description, II argues that subpa-
ragraph (b) describes the only four instances where the
aggregate applies (without so stating), in part because
of the conjunctive “and” contained in the body of
subparagraph (b). ™! Kalama asserts that the lan-
guage following the four subparts to subparagraph b
(“Such aggregate limit shall apply separately: ..."”)
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means that the aggregate limit applies separately to
whatever it is that is described in the four subpara-
graphs, that is, that this is an exception to the overall
aggregate limit of one million for each year and that
these are the only exceptions. Since it is possible to
read the Allianz policy in this manner and since both
sides concede that Kalama does not fall within any of
the four subparts, then the one million dollar aggregate
should apply, Kalama asserts.

[N1l. “.. commencing from its effective
date and which is described in any of the
numbered subparagraphs below ..”

The task is to determine what the parties to this
policy between II and Kalama intended in terms of the
trigger for II's coverage. There is no extrinsic evidence
that the parties negotiated this item. There is no ex-
trinsic evidence about manifested mutual intent. The
only documentary evidence is the representation in the
11 file from Kalama's agent that the Allianz policy was
“$1,000,000 each occurrence and aggregate” which
serves as notice from Kalama to II of Kalama's un-
derstanding of its primary insurance policy. The lan-
guage on Schedule A to II's own policy is that it is
“$1,000,000 occurrence” and “$1,000,000 aggregate
when applicable” with the numbers typewritten and
the words in preprinted form. How could II intend
something about which it was apparently completely
unaware, that is, any particular language in the Allianz
policy? II's proposed interpretation of its policy which
imposes a significant limit on its coverage is certainly
not clear from the language of its own policy, nor is it
clear from reading the disputed language of the Al-
lianz policy. In applying the rules of interpretation and
construction set out in the Owned Property and Pol-
lution Exclusion decisions, insurance contracts must
be liberally construed in favor of the insured, the en-
tire contract must be construed together to give effect
to each clause, the policy should be given a fair, rea-
sonable and sensible construction as would be given
be the average person purchasing insurance even if the
insured is a large corporation with company counsel.
The interpretation must be reasonable and must take
into account the purpose of the insurance at issue. If
there are ambiguities which cannot be resolved, they
must be resolved against the drafter-insurer and in
favor of the insured. Looking at the II policy with
these considerations in mind, if there is any ambiguity,
it exists because of the preprinted words “when ap-
plicable” next to the word “aggregate.” Applying the
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principles of interpretation and construction noted
above, the fair and reasonable construction as would
be understood by the average person purchasing this
excess coverage policy is that it was implicated when
the one million dollars aggregate had been reached in
the Allianz policy. The purpose of this coverage is to
provide an umbrella or excess layer of insurance, once
the underlying policy limits have been reached. If II
had wanted to provide the very limited coverage for
which it now argues, it could have clearly written its
policy to so provide. ™12 However, it is not a reason-
able interpretation of the II policy to have the
pre-printed words “when applicable” with no other
explanation or reference “stand exclusionary guard”
for coverage here by requiring the average purchaser
of this excess coverage to refer back to an endorse-
ment on the primary policy and then to read subpara-
graph (b) contained there as providing, without clearly
so stating, that under four rather esoteric circums-
tances, the policy will be an aggregate policy, but
otherwise, the insured has broad per occurrence cov-
erage (even though the middle separated section (not
the “fine print”) simply states under “limits of liabil-
ity,” “$1,000,000 each occurrence $1,000,000 aggre-
gate”). Such an intention needs to be far more expli-
citly stated in the II policy.22 I interpret the II policy
to be implicated when the insured has incurred dam-
ages as defined in II's policy of one million dollars,
that is, that the policy is an aggregate policy.

EN12. Here II's position is that the words
“when applicable” following the word “ag-
gregate” operate (like an exclusion) to limit
or exclude the coverage under its policy. In
Transcontinental Insurance v. Utility _Sys-
rems. 111 Wash.2d 452, 760 P.2d 337 (1988),
in interpreting an exclusion the Supreme
Court declined to give meaning to the words
in the exclusion “subject to the terms” be-
cause they conflicted with coverage language
and would render the declarations page and
the endorsement meaningless.

FN13. IT argues that the court should apply
the rule of construction to the underlying
Allianz policy, that ambiguous terms should
be construed in favor of the insured or of
coverage, thereby construing it as a per oc-
currence policy, thus providing greater cov-
erage under that policy. The concurrent effect
would of course be to find very limited cov-
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erage under the excess policy, which is the
policy at issue before me. This result would
turn the purpose of that particular rule of
construction on its head. Whether it is by
applying the language of Berg that the prin-
ciples should not be applied as absolutes, but
as suggestive working rules only, or whether
it is simply by focusing on the II policy and
its construction, I believe that the suggested
application of that rule of construction is
inappropriate. Moreover, no authority has
been cited for its application in a similar
situation.

*7 Based on the unrebutted record, I find that the
only underlying policy, issued by Allianz, has been
exhausted not only by Kalama's allocation of one
million dollars from the Allianz settlement to the
Kalama site, but also by the Garfield site settlement.
This does not address whether the payment by Kalama
of over two million dollars at the Kalama site (without
indicating to which period or occurrences the pay-
ments applied) constitutes exhaustion, 24

FN14. II asserts that Kalama has not shown
receipts, inferring that the Macomber decla-
ration requires corroboration. There is also a
dispute regarding whether the expenditures
made thus far, which are largely for investi-
gation, can be considered as applying to ex-
haust retained limits, or indemnity require-
ments, as opposed to being defense costs.
Kalama asserts they can be both and that
Judge Bridge has previously so found. II
provides memoranda in which Kalama has
previously taken the position that such costs
are defense costs, and Kalama has provided
additional materials disputing that characte-
rization of its prior positions. Particularly in
light of Judge Bridge's ruling that they can be
both, Kalama's position may not be incon-
sistent. I don't believe it is necessary to reach
this issue at this time.

II's MOTION FOR SUMMARY JUDGMENT RE:
PASCO SITE (# 8)

Defendant Industrial Insurance moves for sum-
mary judgment dismissing plaintiff's claims regarding
the Pasco site. Defendant asserts that there is no jus-
ticiable dispute between the parties here with respect
to the Pasco claims. Defendant asserts that plaintiff's
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claims with respect to Pasco are premature and spe-
culative, in that Kalama's contributive share of liabil-
ity for damages has not been established at the Pasco
site. II does not seek a determination or adjudication
of the merits of Kalama's claim for coverage. Il seeks a
dismissal of Kalama's Pasco site claims, asserting that
Kalama's present costs do not currently exceed one-
million dollars and therefore II's coverage is not yet
implicated, and further that future costs are specula-
tive and unpredictable.

Kalama responds that II has misapplied the doc-
trine of justiciability, that the underlying primary
policy has been exhausted, and that the Pasco site
claim represents an actual dispute between the parties
which is substantial and capable of a final judicial
determination. Kalama asserts that cleanup at Pasco
will probably exceed fifty million dollars, and that
Kalama is jointly and severally liable as a “potentially
liable party.” Kalama asserts that it is liable for
cleanup at Pasco pursuant to the Enforcement Order
issued by the DOE on October 21, 1994, that site
investigation continues and that interim and final
remedial measures are being developed for submittal
to the DOE for approval. Kalama asserts that II's pol-
icy provides coverage for claims that exceed one mil-
lion dollars in the aggregate, that the Pasco site claim
meets the requirements of justiciability and in addi-
tion, involves issues of overriding public concern.
Kalama further asserts that the contingent events
which II alleges must precede justiciability are inap-
plicable, in that the DOE has already determined Ka-
lama's liability at Pasco.

II replies that the aggregate limits of the under-
lying Allianz policy do not apply to this situation, the
underlying policy is not exhausted, Kalama's liability
is based on speculation and conjecture, the contro-
versy is not an issue of overriding public import, Ka-
lama's judicial economy argument violates funda-
mental fairness, and II's policy covers only damages
paid, not anticipated.

II's motion is based on the notion of lack of jus-
ticiability, which in turn, is based on its assertion that
the Allianz policy is non aggregating except in a few
circumstances which don't apply to the parties here.
The rules to determine whether a controversy is justi-
ciable have been cited by both sides. They are: 1)
actual, present and existing dispute, or the mature
seeds of one, as distinguished from a possible, dor-
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mant, hypothetical, speculative or moot disagreement,
2) between parties having genuine and opposing in-
terests, 3) which involves interests that must be direct
and substantial, rather than potential, theoretical, ab-
stract or academic, and 4) a judicial determination of
which will be final and conclusive. These elements
must coalesce, otherwise the court steps into the pro-
hibited area of advisory opinions. Diversified Indus-
tries Development Corp. v. Riplev, 82 Wash.2d 811.
814-15. 514 P.2d (1973); Walker v. Mwnro, 124
Wash.2d 402, 411. 8789 P.2d 920 (1994); Arnold v.
Retirement Svstems, 74 Wash.App. 654, 875 P.2d 665
(199 ). The Declaratory Judgment Act is remedial in
nature, and is subject to liberal construction and ad-
ministration. RCW 7.24.120; Clallam County Deputy
Sheriff's Guild v. Board of Clallam County Conunis-
sioners. 92 Wash.2d 844, 601 P.2d 943. 945 (1979),
and Arnold, supra. Although no Washington authority
has been cited on the issue of justiciability between
parties to an insurance contract, Kalama has cited the
case of ACandsS Inc. v. Aetna Casualty & Surety Co.,
666 F.2d 819 (1981) for the following proposition:

*8 Declaratory suits to determine the scope of
insurance coverage have often been brought inde-
pendently of underlying claims, albeit the exact sums
to which the insurer may be liable to indemnify de-
pends upon the outcome of the underlying suits....The
inescapable indication of the actuality of this contro-
versy is that a liability insurer's indemnification
agreement carries with it not only an obligation to pay
judgments against the insured, but also in the real
world to pay settlement amounts. Indeed, liability
insurers owe fiduciary obligations to their insured
with respect to the consideration of settlement offers
and the conduct of settlement negotiations. It would
turn the reality of the claims adjustments process on its
head to hinge justiciability of an insurance agreement
on the maturization of a suit to a judgment when the
overwhelming number of disputes are resolved by
settlements.

In Judge Bridge's earlier determination of this
issue on April 13, 1993, in the Monroe site claims, she
cited language from the Supreme Court in Masviand
Casualty Co. v. Pacific Coal & Qil Co.. 312 U.S. 270,

61 S.Ct. 510, 85 L.Ed. 826 as follows:

The difference between an abstract question and a
“controversy” contemplated by the Declaratory
Judgment Act is necessarily one of degree, and it
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would be difficult, if it would be possible, to fashion a
precise test for determining in every case whether
there is such a controversy. Basically, the question in
each case is whether the facts alleged, under all the
circumstances, show that there is a substantial con-
troversy, between the parties having adverse legal
interests, of sufficient immediacy and reality to war-
rant the issuance of a declaratory judgment. [citing

also to 10 Wright & Miller, Federal Practice and
Procedure. Civil. § 2757 (2d ed. 1983).

Judge Bridge further noted that the proper trigger
of coverage is the “likelihood that limits of primary
coverage will be exceeded, i .e., the reasonable
probability that excess layers will be invaded by rea-
son of damage sustained by this insured within the
policy term(s) which exhausts primary coverage.” She
then reviewed the status of the pertinent sites: all but
one had damages only in the tens of thousands of
dollars. She determined that the most clear estimates
on all sites showed that they were well below the one
million dollar limit per occurrence of the Allianz
policies (and they were also far less than one million
dollars in the aggregate). The Monroe site claims were
also at a later stage, either settled, old or dormant.
Pasco, on the other hand, is a site on the National
Priorities List, is the subject of an enforcement order
against Kalama and other potentially liable parties
who are jointly and severally liable for the response
action at Pasco. Kalama's expert has given an opinion
that “extensive and costly remedial measures will,
more probably than not, be required at the Pasco site”
and that the “cost of these remedial measures will
likely exceed fifty million dollars.” II's expert has
given an opinion that no clean up would be an appro-
priate response, although he does not give an opinion
that that will be the response of the regulators. ™12
Kalama is jointly and severally liable at Pasco, but
even if the standard is what is Kalama's likely share of
the total liability, the evidence offered from Mr. Hale's
declaration dated November 9, 1994, that he expects
Kalama to pay a 2-5% share, or one million seventy
hundred fifty thousand ($1,750,000), (average of
3.5%) of Mr. Lang's estimate of fifty million dollars
exceeds the retained limits (even if the policy was
non-aggregating). I have found that the policy be-
tween II and Kalama is properly interpreted to mean
that II will pay amounts Kalama is legally obligated to
pay above the one million dollar retained limits of its
policy. Kalama has allocated one million dollars to
this policy year at the Kalama site (as well as has paid
over two million dollars itself for response costs for
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some period of time), and has received over a million
dollars ($1.6 million) from II for the Garfield site. Mr.
Lang's expert opinion regarding clean-up costs is
sufficient to oppose II's motion for summary judgment
of dismissal based on lack of justiciability. Kalama's
liability at the Pasco site is not too speculative. The
issue between Kalama and II is justiciable. II's motion
to dismiss Kalama's claims is denied.

EN1S. For example, at page 148, line 8 of Dr.
Steiner's deposition: “Q: ... your opinion is
not that it is not likely that the regulators will
require ___ or no remediation it's simply that
in your view it doesn't need it, is that correct?
A: Yes, that's my opinion.”]

KALAMA'S MOTION FOR SUMMARY JUDG-
MENT RE: PASCO SITE (#7)

*9 Plaintiff Kalama moves for summary judg-
ment to establish Industrial Indemnity's indemnity
coverage for Kalama's liability on the Pasco site claim
under II's excess coverage policy. Kalama asserts that
there is no dispute of material fact with respect to the
elements necessary to require II to afford indemnity
coverage to Kalama for the Pasco site claim.

Kalama asserts that the incidents in question were
the release of hazardous chemicals from not later than
1974, proceeding through II's policy period and con-
tinuing to present. Kalama asserts that leakage from
drums moved through the soil at Pasco, creating a
single continuous occurrence, which nevertheless
caused new damage each year from 1974 as the con-
tamination moved through the soil as liquid or vapor
into the groundwater. Kalama asserts that such
groundwater contamination was first determined to
exist in 1985 and that such leakage was not expected
or intended.

Kalama's recital of the facts asserts that it shipped
drummed waste containing toluene, benzene, benzoic
acid, copper and phenol to the Pasco Municipal
Landfill, which contaminants have been detected in
the groundwater. In October of 1991, Kalama was
advised by the Washington State Department of
Ecology (hereinafter “DOE”) that it was a potentially
liable party (hereinafter “PLP") at the Pasco site. No-
tice of such potential liability was given to II on De-
cember 20, 1991. Phase I of the cleanup process has
been approved and agreed to by all PLPs. The DOE
ordered Kalama to participate in Phase II (Remedia-
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tion Investigation and Feasibility Study) and notified
Kalama in January, 1992, that it is subject to “gene-
rator liability” jointly and severally with the other
PLPs. Kalama's expert estimates that the cost of re-
mediation is likely to exceed fifty million dollars.

Kalama asserts that pursuant to the foregoing fact
pattern, Kalama will incur and is legally obligated to
pay damages for cleanup imposed by law, and that
such cleanup costs constitute “damages” under the
terms of CGL policies. Kalama further asserts that
pursuant to Judge Bridge's prior order with respect to
the Monroe site, Kalama does not have to “finger-
print” its waste as a cause of property damages. Ka-
lama asserts that the pollution exclusion provision of
II's policy does not preclude coverage, because dis-
charge was “sudden and accidental.”

IT responds that Kalama's motion is premature
and therefore unjusticiable because the investigation
into the cause and extent of contamination at the Pasco
site will not be completed for at least two years, and
Kalama's assumptions regarding remediation (if any)
and its share of attendant costs are speculative. II
argues that II's policy is not triggered until Kalama
exceeds onemillion dollars in expenses, and that Ka-
lama has failed to establish such obligation has been
incurred. II asserts that factual disputes which existed
in late 1994 still exist, that a jury could conclude that
contact with the soil at the dump was clearly expected
and was not an occurrence, and that even if the
groundwater is found to be contaminated, it is not an
occurrence because the groundwater was not affected
until after II's policy period had elapsed. II asserts in
support of this contention that the Pasco landfill dis-
continued dumping of industrial waste in 1975, that no
dioxin or organic contamination appeared in 1984
tests of the groundwater, and that the 1985 tests
showed organic compounds normally associated with
municipal landfills in 1984 tests of groundwater.

*10 Kalama replies that based on the language of
the policy and uncontroverted facts, the elements for
coverage are met. Kalama notes that the only elements
that II disputes relate to the element of an “occur-
rence” and to the speculative nature of Kalama's lia-
bility, and that II reasserts arguments on exhaustion
and justiciability.

The standards for summary judgment have been
previously set forth in the memorandum of opinion-on
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Kalama Site. The Washington courts have frequently
cited the U.S. Supreme Court's decision in Celutex v.
Catretr. 477 U.S. 319, 106 S.Ct. 2548, 91 L.Ed.2d 265
(1986), for the proposition that there must be genuine
issues of material fact, not merely a “scintilla of evi-
dence” in order to avoid summary judgment.

The earlier decisions relating to exhaustion and
justiciability address some arguments presented here.
Kalama is under an order as a potentially liable party
on a site listed on the National Priorities List. Kalama
is liable now pursuant to an agreement for Phase I of
the clean-up process and is ordered by the DOE to
participate in the remedial investigation and feasibiity
study. There is no requirement that Kalama's wastes
cause particular damage; it is sufficient if Kalama sent
waste to the site of a type which has been found to
have caused property damage to that site. There is no
requirement that groundwater contamination occur;
since this is non-owned property, it is sufficient that
the soil was damaged, a fact which is uncontroverted.
The only disputes relate to whether the Pasco site
pollution constitutes an occurrence (whether the
property damage was expected and intended) and
whether the damages for which Kalama is liable are
speculative. The bulk of II's “expected and intended”
argument has been that, based on Kalama's expe-
riences with on-site, approved wastewater disposal at
Beaufort and the accidents which had occurred at the
Kalama site, the company must have known that
property damage would occur at the Pasco site. II also
cited to newspaper articles from 1979 through 1981
including references to drummed wastes at disposal
sites in support of this position. Although this deter-
mination appears closer than in the determination with
respect to the Kalama site, there nevertheless is a
genuine issue of material fact with respect to whether
the pollution was “unexpected and unintended,” that
is, whether Kalama “must have known" of the pollu-
tion during II's policy period.

The only other disputes relate to the argument
regarding speculation: will Kalama be liable (which is
determined by the exhaustion/aggregation and justi-
ciability decisions) and the cost of cleanup. Because of
the earlier decisions relating to exhaustion and ag-
gregation, the amount of the costs is not an issue. As
previously noted, Dr. Steiner's testimony does not
controvert Mr. Lang's testimony regarding the gov-
ernment's requirement of cleanup (nor does it con-
trovert his testimony regarding cost); rather, his tes-
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timony is limited to the opinion that the site will clean
itself up and does not address whether the DOE will
require cleanup. While the actual extent of the dam-
ages and Kalama's share of such cost remain unre-
solved at this time, nevertheless on this record, the
matter is justiciable. 28

FN16. The drummed waste was sent to Pasco
in 1973 and 1974. At the outset of this
process involving cleanup, Kalama appar-
ently didn't believe it had even sent waste to
Pasco. Kalama purchased Beaufort in 1976,
the articles on waste sites were in 1979
through 1981 and the accidents and conti-
nuous and repeated exposure to conditions at
Kalama range from 1977 to 1983.

*11 Because of the outstanding issues relating to
whether the damage at Pasco was expected or in-
tended, Kalama's motion for partial summary judg-
ment to establish indemnity coverage at the Pasco site
is denied.

KALAMA'S MOTION FOR SUMMARY JUDG-
MENT ON DUTY TO DEFEND (# 1)
Kalama moves for partial summary judgment
against defendant Industrial Indemnity that II has a
duty to defend Kalama under II's policy No. JU
839-7860. Kalama asserts that II's excess coverage
policy covers two environmental claims:

1. The claim by the U.S. Environmental Protec-
tion Agency relating to the Kalama Washington fa-
cility;

2. The claim by the Washington State Department
of Ecology relating to the Pasco Sanitary Landfill.

Kalama asserts its settlement on May 19, 1994
with Allianz Insurance, the issuer of a one million
dollar underlying primary coverage policy, triggered
II's excess coverage policy under II's exhaustion
prong. Kalama further asserts that Allianz's duty to
defend (determined by prior court order dated August
26, 1992) then passed to I and that the same principles
which governed Allianz's duty to defend also apply to
II's duty to defend. Plaintiff asserts that II has
breached its duty to defend, and that II now owes to
plaintiff all defense costs incurred by plaintiff since
May 19, 1994, as well as all future defense costs re-
lating to the Kalama and Pasco site claims. Kalama
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asserts that the II policy does not define “exhaustion”
and that word must therefore be construed in the light
most favorable to Kalama, that the DOE claim creates
a potential for coverage at the Pasco site, that no ge-
nuine issue of material fact exists regarding exhaus-
tion, and that II has breached its duty to defend Ka-
lama with respect to the Pasco site. Kalama asserts
that the investigation at the Pasco site is currently in
Phase II, in which remediation measures will be de-
veloped for approval and proportionate liability will
be assessed among the potentially liable parties, which
Kalama asserts is a critical phase, during which II is
obligated to defend Kalama's interest to minimize
cleanup costs.

II responds that facts remain in dispute regarding
whether the underlying primary insurance is ex-
hausted, asserting that Judge Bridge's order of No-
vember 30, 1994, referred to outstanding material
questions of fact regarding exhaustion. II further as-
serts that plaintiff did not notify it of the settlement
with Allianz within thirty days of such settlement. II
asserts that Allianz issued six consecutive policies and
that Kalama did not exhaust all of Allianz's primary
policies, citing to Judge Bridge's reference to “other
insurance collectible by the insured.”

Kalama replies that the present record is more
complete than that on which Judge Bridge relied in
November of 1994 and that II does not contest that
facts exist which raise the potential for coverage. With
respect to notice, Kalama asserts that II attended the
settlement conference at which the settlement with
Allianz was reached, and further, even assuming II's
late notice claim was valid, II cannot prove it is pre-
judiced by such late notice. Kalama asserts that Judge
Bridge rejected II's claim that other policies in other
policy periods must be exhausted, and that the issue of
whether this one underlying Allianz policy had been
exhausted was not before Judge Bridge.

*12 “Insurers have a duty to defend any com-
plaint alleging facts which, if proven, would render the
insurer liable for indemnification of the In-
sured.” Viking Ins. Co. v. Hill. 57 Wash.App. 341,
346. 787 P.2d 1385 (1990). The duty to defend here
would arise if Kalama faces a “suit” arising out of
alleged releases or continuing events during the
1982/1983 policy period which are potential occur-
rences giving rise to claims for damages potentially
covered under the II policy. The excess coverage
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policy in this case has several pertinent provisions
relating to when II's duty to defend arises. They in-
clude Section II, Defense Settlement, which requires
II to “defend any suit” which is not covered by the
“underlying policies” (here, only Allianz) but which is
covered by the terms and conditions of the II policy,
even if the suit is “groundless, false or fraudulent.” In
Section V, Retained Limit, II agreed that if the un-
derlying insurance (here, Allianz) was exhausted, then
II's policy would “continue in force as underlying
insurance.” In addition, Condition E, Assistance and
Cooperation, provides that if the aggregate limits of
the underlying insurance are exhausted, II does not
have to “assume charge of the settlement or the de-
fense” unless it falls within Section II, Defense Set-
tlement or Section V, Retained Limit. In paragraph J,
regarding underlying insurance, II agreed to defend
any claim or proceeding against Kalama arising from
the same occurrence which exhausted the primary
coverage. Kalama has exhausted the underlying policy
as noted previously: (1) by its allocation of one million
dollars of the Allianz settlement proceeds to the Ka-
lama site; (2) by the Garfield site settiement; and po-
tentially (3) by its payment of over two million dollars
on this aggregating policy at Kalama for some period
of time. (This payment includes investigative costs
(which may be both defense and indemnity expendi-
tures according to Judge Bridge's earlier order with
another insurer) as well as interim corrective measures
which are clearly indemnity payments.) The RCRA
complaint by the U.S. Environmental Protection
Agency for the Kalama site is a “suit.” The pleadings,
including the Order by the Washington State De-
partment of Ecology for the Pasco site, likewise con-
stitute a “suit.” As has been found in earlier decisions,
the releases during the policy period and the potential
continuing property damage from earlier releases
constitute potential occurrences at the Kalama site.
The unrebutted continuing property damage (soil, as
well as potentially groundwater) at Pasco constitutes a
potential occurrence. The Kalama site RCRA claim
and the Pasco site DOE claim are claims for damages
and investigative expenses as well as interim correc-
tive measures have been undertaken; at Pasco, the
required corrective measures and investigation of the
nature and extent of contamination arising out of re-
leases there to determine corrective measures are
sufficient to constitute potential damages. Because the
underlying policy is an aggregating policy which is
exhausted, and because there is the potential for cov-
erage by II due to allegations of occurrences in the II
policy year giving rise to an obligation by Kalama to
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pay damages, I has a duty to defend for both sites.

EN17. There is no duty for Kalama to ex-
haust all Allianz policies; rather there is only
an obligation to exhaust the Allianz policy
underlying II in this 1982/1983 policy year.

*13 II asserts that it has not received proper
written notice of the exhaustion of the underlying
policy, thus implicating coverage here. Mr. Thonn did
acknowledge in oral argument that he “would assume
that that could be cured but it hasn't been cured to
date.” Mr. Hale argues that he in fact gave actual
notice to II's attorneys, face to face, within minutes of
settling with Allianz, and that pleadings constitute
“written notice” if his contact with counsel is techni-
cally insufficient. Moreover, he argues that prejudice
must be shown and none is argued. It appears that
Kalama has substantially complied with the notice
provision by giving almost simultaneous notification
in person of the settlement; the pleadings also provide
the writing. In any event, no prejudice has been as-
serted from the lack of some specific notification
document.

The potential for coverage exists as to both sites
and II's duty to defend under its policy has arisen.

Wash.Super.,1995.

Kalama Chemical, Inc. v. Allianz Ins. Co.

Not Reported in P.2d, 1995 WL 17015061
(Wash.Super.)

END OF DOCUMENT
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OPINION BY: RICARDO S. MARTINEZ

OPINION

[*1124] ORDER GRANTING DEFENDANT'S MO-
TION FOR SUMMARY JUDGMENT

I. INTRODUCTION

This matter comes before the Court upon Defen-
dant’s Motion for Summary Judgment. Dkt. #11. Defen-
dant argues that the "claims made and reported" policy
issued to the insured does not cover Plaintiff's claim be-
cause the claim was not reported to the insurer until after
the policy had already expired. For the reasons set forth
below, Defendant’s motion is GRANTED.

II. BACKGROUND

At issue is a professional liability insurance policy
issued by Defendant American Guarantee and Liability
Insurance Company ("American") to attorney Leland
Ripley in 2008. The policy was issued on a "claims made

and reported” basis and was effective from November |,
2007 to November 1, 2008. Dkt. #12, Ex. | at 6. The
insuring agreement provided that American would pay
damages and claim expenses for claims that were "both
made and reported to [**2] [American] during the Pol-
icy Period or any extended reporting period based on an
act or omission in the Insured's rendering or failing to
render Legal Services for others..." /d. at 7 (emphasis
added). Mr. Ripley did not purchase coverage for an ex-
tended reporting period. Dkt. #13, para. 2.

On October 31, 2008, one day before the American
Guarantee policy expired, Plaintiff Rodney Moody filed
an attorney malpractice action against Mr. Ripley. How-
ever, the summons and complaint were not served on Mr.
Ripley until November 15, 2008. Dkt. #14, Ex. | at 5. In
addition, Mr. Ripley never reported the claim to Defen-
dant American. In fact, American did not learn of the
lawsuit until April 30, 2009, when Plaintiff's counsel
called and spoke with Defendant’s claims counsel. Dkt.
#12, para. 4.

Plaintiff Moody brings this suit against Defendant
American Guarantee and Liability Insurance Company
("American") as an assignee of Ripley. Mr. Ripley as-
signed his claim against Defendant American to Mr.
Moody as part of the settlement of the underlying attor-
ney malpractice dispute. Defendant American moves for
summary judgment,

IIL. DISCUSSION

A. Standard of Review

Summary judgment is appropriate where "the [**3]
pleadings, the discovery and disclosure materials on file,
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and any affidavits show that there is no genuine issue as
to any material fact and that the movant is entitled to
judgment as a matter of law." FRCP 56(c); Anderson v.
Liberty Lobby, Inc., 477 U.S. 242, 247, 106 S. Ct. 2505,
9] L. Ed. 2d 202 (1986). The Court must draw all rea-
sonable inferences in favor of the non-moving party. See
F.D.I.C. v. O'Melveny & Myers, 969 F.2d 744, 747 (9th
Cir. 1992), rev'd on other grounds, 512 U.S. 79, 114 S.
Ct. 2048, 129 L. Ed. 2d 67 (1994). However, the non-
moving party must make a "sufficient showing on an
essential element of her case with respect to which she
has the burden of proof” to survive summary judgment.
Celotex Corp. v. Catrett, 477 U.S. 317, 323, 106 S. Ct.
2548, 91 L. Ed. 2d 265 (1986). In ruling on summary
judgment, a court does not weigh evidence to determine
the truth of the matter, but "only determine[s] whether
there is a genuine [*1125] issue for trial." Crane v.
Conoco, Inc., 41 F.3d 547, 549 (9th Cir. 1994) (citing
O'Melveny & Myers, 969 F.2d at 747). Material facts are
those which might affect the outcome of the suit under
governing law. Anderson, 477 U.S. at 248.

B. "Claims Made and Reported' Policies

Defendant argues that summary judgment should be
granted in its favor because [**4] Mr. Ripley's insur-
ance policy required that American be notified of any
claim for which Mr. Ripley was seeking coverage during
the time period in which the policy was still in effect.
Since American was not notified of Mr. Moody's mal-
practice claim against Mr. Ripley until well after the
policy expired, it is not liable to pay the claim. The Court
agrees.

The Court's "[i]interpretation of insurance policies is
a question of law, in which the policy is construed as a
whole and each clause is given force and effect." Over-
ton v. Consolidated Ins. Co., 145 Wn.2d 417, 424, 38
P.3d 322, 324 (2002). Ambiguities in insurance policies
are to be interpreted in favor of the insured, but clear and
unambiguous language must be given effect according to
its plain meaning and may not be construed by the
courts. McDonald Indus., Inc. v. Rollins Leasing Corp.,
95 Wn.2d 909. 913, 631 P.2d 947 (1981), Progressive
Cas. Ins. Co. v. Jester, 102 Wn.2d 78, 79-80, 683 P.2d
180 (1984). Here, the language of the American Guaran-
tee policy unambiguously requires that the insured notify
American of the claim during the policy period as a con-
dition precedent for coverage. Further, Washington law
requires that the [**5] notice requirement of “claims
made and reported” policies be strictly construed. See
Safeco Title Ins. Co. v. Gannon, 54 Wn. App. 330, 338,
774 P.2d 30, review denied, 113 Wn.2d 1026, 782 P.2d
1069 (1989) ("[Cllaims-made policies require that the
notice be given during the policy period itself. When an
insured becomes aware of any event that could result in

liability, then it must give notice to the insurer, and that
notice must be given "within a reasonable time" or "as
soon as practicable"- at all times, however, during the
policy period.") . Since the undisputed evidence demon-
strates that Mr. Ripley did not report Mr. Moody's claim
to American during the policy period, American is not
liable for the claim amount.

1 Because the Washington State Supreme
Court has not addressed the issue at hand, the
Court may look to the Washington Court of Ap-
peals decision as persuasive authority. See West
v. American Tel. & Tel. Co., 311 U.S. 223,
237-38,61 S.Ct. 179. 85 L.Ed. 139 (1940).

C. The Notice/Prejudice Rule

Plaintiff contends that the notice/prejudice rule ap-
plies to the policy at issue. The notice/prejudice rule re-
quires insurers to show actual prejudice when denying
coverage for lack of timely notice. [**6] See Gannon,
54 Wn. App at 336; see also Oregon Auto Ins. Co. v.
Salzberg, 85 Wn.2d 372, 377, 535 P.2d 816 (1975). The
court in Gannon, however, explicitly held that the no-
tice/prejudice rule does not apply to "claims made" poli-
cies. 54 Wn. App. ar 336. This is because, "[i]f a court
were to allow an extension of reporting time after the end
of the policy period, such is tantamount to an extension
of coverage to the insured gratis, something for which
the insurer has not bargained.” /d. (quoting Gulf Ins. Co.
v. Dolan, Fertig & Curtis, 433 So. 2d 512, 515-16 (Fla.
1983)). Therefore, since the policy at issue is a "claims
made" policy, the notice/prejudice rule does not apply.

[*1126] IV. CONCLUSION

Mr. Ripley's malpractice insurance required that any
claims be reported during the coverage period. It is un-
disputed that the claim associated with Mr. Moody's ac-
tion against Mr. Ripley was not reported to American
during the coverage period. Having thus concluded, the
Court does not address Defendant's arguments in the
alternative.

Having reviewed the relevant pleadings, the declara-
tions and exhibits attached thereto, and the remainder of
the record, the Court hereby finds and ORDERS:

(1) Defendant's [**7] Motion for Summary Judg-
ment (Dkt # 11) is GRANTED.

(2) The Clerk is directed to send a copy of this order
to all counsel of record.

Dated this 7th day of April 2011.
s/ Ricardo S. Martinez
RICARDO S. MARTINEZ
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NORTHWEST STEEL ROLLING MILLS LIQUIDATING TRUST, Plaintiff, v.
FIREMAN'S FUND INSURANCE COMPANY, a foreign insurance company; et al.,
Defendants.

No. C86-376WD

UNITED STATES DISTRICT COURT FOR THE WESTERN DISTRICT OF
WASHINGTON, SEATTLE DIVISION

1991 U.S. Dist. LEXIS 20984

December 5, 1991, Decided
December 9, 1991, Filed, Entered

CASE SUMMARY:

PROCEDURAL POSTURE: Plaintiff insured and de-
fendant insurer filed motions under Fed. R. Civ. P. 59(e)
for orders amending a judgment in a pollution case.

OVERVIEW: In the insured's motion, the court denied
the insured's request that the judgment should provide
that insurance policies "drop down" to provide indemni-
fication for a loss within the coverage limits of a primary
insurer that had become insolvent. The insurer's policy
limited the carrier's duty to indemnify to losses which
exceeded a certain size. The court denied the insured's
request that the court should order indemnification as to
all policy years, despite the finding that after a certain
date, the insured expected soil and ground-water pollu-
tion to occur as a result of its acts, and thus would have
no coverage under the contracts. The court denied the
insured's request that no damage should be allocated to
the years 1981-84, because deliveries ceased in March
1981. The evidence showed that the flue dust piles con-
tinued to cause pollution through additional leaching
during that time. The court granted the insurer's request
to amend the judgment to reflect that it was not liable for
defense costs of the underlying action because other
available insurance had to be exhausted first. The court
granted the insurer's request to limit its total obligation to
the statutory amount.

OUTCOME: The court denied the insured's motion to
amend the judgment as to indemnification and allocation
of damages. It granted the insured's motion as to an

oversight in the findings. It granted the insurer's motion
to amend the judgment regarding defense costs, maxi-
mum liability for indemnity and defense, and the insur-
er's overall liability limit. It denied the insurer's motion
to delete any liability on its part for attorney fees and
costs.

LexisNexis(R) Headnotes

Insurance Law > General Liability Insurance > Cov-
erage > General Overview

[HN1] Wash. Rev. Code § 48.32.060 provides that: The
association shall be obligated to the extent of the covered
claims, but such obligation shall include only that
amount of each covered claim which is in excess of $
100 and is less than $ 300,000. It shall be deemed the
insurer to the extent of its obligation on the covered
claims, pay covered claims to the extent of the associa-
tion's obligation, and deny all other claims.

Insurance Law > Claims & Contracts > Premiums >
Excess Premiums

Insurance Law > General Liability Insurance > Cov-
erage > General Overview

Insurance Law > Industry Regulation > Insurer Insol-
vency > General Overview

[HN2] "Covered claim" is defined by Wash. Rev. Code §
48.32.030(4): "Covered claim" means an unpaid claim,
including one for unearned premiums, which arises out
of and is within the coverage of an insurance policy to
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which this chapter applies issued by an insurer, if such
insurer becomes an insolvent insurer after the first day of
April, 1971 and (a) the claimant or insured is a resident
of this state at the time of the insured event; or (b) the
property from which the claim arises is permanently lo-
cated in this state.

Insurance Law > Claims & Contracts > Costs & Attor-
ney Fees > General Overview

Insurance Law > Claims & Contracts > Good Faith &
Fair Dealing > Duty to Defend

[HN3] An award of fees is required in any legal action
where the insurer compels the insured to assume the
burden of legal action, to obtain the full benefit of his
insurance contract, regardless of whether the insurer's
duty to defend is at issue.

JUDGES: [*1] Dwyer
OPINION BY: WILLIAM L. DWYER

OPINION

ORDER ON MOTIONS OF NORTHWEST STEEL
AND WIGA TO ALTER OR AMEND JUDGMENT

Plaintiff Northwest Steel Rolling Mills Liquidating
Trust ("Northwest"), and defendant Washington Insur-
ance Guaranty Association ("WIGA"), have moved un-
der Fed. R. Civ. P. 59(e) for orders amending the judg-
ment entered on July 15, 1991. Having fully considered
the materials submitted in support of or opposition to the
motions, and having determined that oral argument is not
necessary, the court now finds and rules as follows:

I. In one respect Northwest's motion is uncontested
and concerns an oversight in the findings. Finding of
Fact No. 8, and the judgment at paragraph 2, are hereby
corrected to reflect that defendant Continental Casualty
Insurance Company ("CNA") is liable as to damage that
occurred in 1970 through 1972, and in the period from
January 1, 1978, to January 27, 1978, in addition to the
years 1973 through 1977 originally specified.

2. Northwest argues further that the judgment should
provide that the 1978 and 1979 CNA policies "drop
down" to provide indemnification for a loss within the
coverage limits of a primary insurer that has become
insolvent. However, as found in Finding [*2] of Fact
No. 9, the CNA policies provide coverage only for losses
"in excess of the applicable limits of liability of the un-
derlying insurance." That is an unambiguous provision.
It plainly limits the carrier's duty to indemnify to losses
which exceed a certain size. The insuring agreement
cannot be changed by the happenstance that a primary

carrier became insolvent. The plaintiff's motion to amend
the judgment in this respect is therefore denied.

3. Northwest argues further that the court should
refuse to allocate any of the damage by policy year, and
thus should order indemnification as to all policy years,
despite the finding that from and after May 22, 1981,
Northwest expected soil and ground-water pollution to
occur as a result of its acts, and thus would have no cov-
erage under the contracts. As noted in Finding of Fact
No. 5, if that argument were accepted the result would be
to afford Northwest insurance coverage beyond what it
purchased and contrary to the provisions of the policies.
Under the findings, from and after May 22, 1981,
Northwest expected pollution damage to occur as a result
of its having deposited toxic waste materials at the
Western Processing site; the piles [*3] of flue dust con-
tinued to exist and continued to cause damage by leach-
ing. Even though Northwest made no further deliveries
after that date, its position as to this additional damage is
legally no different from that of a deliberate ongoing
polluter. If a reasonable method of allocating the unin-
sured part of the damage to the policyholder, rather than
to the insurers, exists under the evidence, it should be
adopted. Precise allocation proof cannot be expected.
The evidence as a whole was adequate to show, in satis-
faction of the carriers' burden of proof, that the volume
of flue dust delivered each year provided a rough quanti-
fication of the injury caused in that year. Moreover,
Northwest's obligation to pay environmental cleanup
costs to the third party claimants was computed on the
basis of its percentage of the total weight of the conta-
minants shipped to the site by all depositors. Northwest
contends that the migration of leachate from earlier
years, and the annual rainfall, should have been consi-
dered; however, the evidence did not permit such factors
to be embodied in a formula. Aetna Casualty & Surety
Co., Inc. v. Pintlar Corp., Nos. 89-35286, 89-35287,
1991 WL 225948 (9th [*4] Cir. Nov. 7, 1991), cited by
Northwest in a supplemental brief, is consistent with this
court's rulings as to scope of coverage, and does not
reach the question of how the loss should be allocated if
part of it was caused by the policyholder's uninsured
conduct. The court adheres to the findings, and the mo-
tion in this regard is denied.

4. Northwest further contends that no damage should
be allocated to the years 1981-84, since deliveries ceased
in March 1981. The evidence showed, however, that the
flue dust piles from Northwest continued to be stored at
the site from March 1981 until November 1984; that they
continued to cause pollution through additional leaching
during that time; and that Northwest knew this. There is
thus no coverage as to this damage under the policy pro-
visions. The court has found that a-reasonable yearly
approximation, under the evidence, is computed on the
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basis set out in Finding of Fact No. 7. Again, exact pre-
cision cannot be expected, and the only alternative would
be to afford the policyholder “"windfall" coverage for
damage it expected or intended would result from its
acts. Northwest's motion in this regard is denied.

5. WIGA moves for an order amending [*5] the
judgment to reflect that it is not liable for defense costs
of the underlying action because such liability is joint
and several among carriers and, under RCW
48.32.100(1), other available insurance must first be ex-
hausted before any recovery may be had from WIGA.
The obligation of insurance carriers to defend is joint and
several under the circumstances of this case. WIGA's
position is correct and the judgment will be amended
accordingly.

6. WIGA further contends that its maximum liability
for indemnity and defense combined cannot exceed $
299,900. [HN 1] RCW 48.32.060 provides that:

(1) The association shall:

(a) Be obligated to the extent of the
covered claims . . . but such obligation
shall include only that amount of each
covered claim which is in excess of one
hundred dollars and is less than three
hundred thousand dollars. . . .

(b) Be deemed the insurer to the ex-
tent of its obligation on the covered
claims....

* % %

(d) . . . pay covered claims to the ex-
tent of the association's obligation and
deny all other claims.

[HN2] "Covered claim” is defined by RCW 48.32.030(4):

"Covered claim" means an unpaid
claim, including one for unearned pre-
miums, which arises out of and [*6] is
within the coverage of an insurance policy
to which this chapter applies issued by an
insurer, if such insurer becomes an insol-
vent insurer after the first day of April,
1971 and (a) the claimant or insured is a
resident of this state at the time of the in-
sured event; or (b) the property from

which the claim arises is permanently lo-
cated in this state.

WIGA's position is correct. A one hundred dollar
deductible provision is involved. WIGA's total obliga-
tion, by statute, is thus limited to $ 299,900. This limita-
tion includes its obligation for attorney fees and costs
herein.

7. WIGA also asks that the judgment be amended to
delete any liability on its part for attorney fees and costs
herein. In Olympic Steamship Co. v. Centennial Ins. Co..
117 Wash. 2d 37, 53, 811 P.2d 673 (1991), the Wash-
ington Supreme Court held:

Upon reconsideration, however, we
believe that [HN3] an award of fees is re-
quired in any legal action where the in-
surer compels the insured to assume the
burden of legal action, to obtain the full
benefit of his insurance contract, regard-
less of whether the insurer's duty to de-
fend is at issue. We thus overrule Farmers
to [*7) the extent that it is inconsistent
with our holding today.

WIGA argues that because Olympic Steamship was
not decided until after the evidence was presented in this
case, and because it overruled prior law, its rule should
not apply herein. No authority is cited for this proposi-
tion. Olympic Steamship became binding law in Wash-
ington before judgment was entered in this case. Its
holding requires an award of attorney fees to Northwest
herein, against both defendants. WIGA's motion in this
regard is therefore denied. However, the judgment will
be amended to reflect that WIGA's overall liability limit
of $ 299,900 includes this item.

8. An amended judgment will be entered to reflect
the rulings made in paragraphs 1, 5, 6, and 7 of this or-
der.

The clerk is directed to send copies of this order to
all counsel of record.

Dated: December 5, 1991.
William L. Dwyer
United States District Judge
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JOHN S. PEREIRA, Trustee of Trace International Holdings, Inc., in his capacity as
judgment creditor in Pereira v. Cogan, et al., 00 Civ. 619 (RWS), Plaintiff, -v- NA-
TIONAL UNION FIRE INSURANCE COMPANY OF PITTSBURGH, PA., GULF
INSURANCE COMPANY, and EXECUTIVE RISK INDEMNITY INC., Defen-
dants.

No. 04 Civ. 1134 (LTS)

UNITED STATES DISTRICT COURT FOR THE SOUTHERN DISTRICT OF
NEW YORK

2006 U.S. Dist. LEXIS 49263

July 12, 2006, Decided
July 12, 2006, Filed

SUBSEQUENT HISTORY: Summary judgment
granted, in part, summary judgment denied, in part by
Pereira v. National Union Fire Ins. Co., 2007 U.S. Dist.
LEXIS 65369 (5.D.N.Y., Sept. 5, 2007)

PRIOR HISTORY: Pereira v. Farace, 413 F.3d 330,
2005 U.S. App. LEXIS 13040 (2d Cir. N.Y., 2005)

DISPOSITION: The court granted the motion to
dismiss to the extent that it sought to exclude coverage of
the portion of the judgment representing monies wrong-
fully obtained by officers and directors and denied the
motion to dismiss in all other respects. The court granted
the executives' motion for intervention and denied the
executives' motion for a preliminary injunction prevent-
ing the insurers from paying monies under the policies to
the trustee.

CASE SUMMARY:

PROCEDURAL POSTURE: Plaintiff trustee for a
debtor's estate filed an action against defendants, a pri-
mary insurer and two excess insurers, to collect insur-
ance proceeds allegedly due by virtue of a judgment en-
tered against the debtor's directors and officers for vi-
olating fiduciary duties. The insurers filed a Fed. R. Civ.
P. 12(b)(6) motion to dismiss the complaint. Two of the
debtor's executives filed a motion to intervene and re-
quested a preliminary injunction.

OVERVIEW: The debtor purchased directors and of-
ficers liability insurance from the insurers. In the under-
lying action, the primary insurer advanced legal fees for
the officers and directors. With respect to the executives
who sought to intervene in the instant action, the judg-
ment in the underlying action was vacated and the matter
was remanded for a new trial. The underlying judgment
exceeded the policy limits, and the trustee sought to re-
cover the full extent of coverage under the policies. The
court determined that the trustee could not seek coverage
for the portions of the judgment representing the return
of monies wrongfully obtained by officers and directors
because, as a matter of public policy under New York
law, an insurer could not insure against equitable judg-
ments involving the restitution of ill-gotten gains. Be-
cause there were reasonable interpretations of the poli-
cies that would provide coverage, the court could not
conclude as a matter of law that coverage was excluded
under a personal profit exclusion or that the nonpayment
of the first level of excess insurance due to the liquida-
tion of an insurance company excused other excess in-
surers from providing coverage.

OUTCOME: The court granted the motion to dismiss to
the extent that it sought to exclude coverage of the por-
tion of the judgment representing monies wrongfully
obtained by officers and directors and denied the motion
to dismiss in all other respects. The court granted the
executives' motion for intervention and denied the ex-
ecutives' motion for a preliminary injunction preventing
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the insurers from paying monies under the policies to the
trustee.

LexisNexis(R) Headnotes

Civil Procedure > Pleading & Practice > Defenses,
Demurrers & Objections > Failures to State Claims
[HN1] In evaluating a motion to dismiss a complaint
pursuant to Fed. R. Civ. P. 12(b)(6), the court must take
as true the facts alleged in the plaintiff's complaint and
draw all reasonable inferences in his favor. The court
must not dismiss a complaint unless it appears beyond
doubt that the plaintiff can prove no set of facts in sup-
port of his claim which would entitle him to relief.

Civil Procedure > Pleading & Practice > Defenses,
Demurrers & Objections > Motions to Dismiss

[HN2] On a motion to dismiss, the court may consider
any written instrument attached to the complaint as an
exhibit or incorporated in the complaint by reference, as
well as documents upon which the complaint relies and
which are integral to the complaint. This includes docu-
ments that the plaintiff either possessed or knew about
and upon which it relied in bringing the suit.

Insurance Law > Business Insurance > Directors &
Officers Liability Insurance > Coverage > Wrongful
Acts

[HN3] Under New York law, as a matter of public poli-
cy, one may not insure against the orders of a court sit-
ting in equity. The equitable judgments as to which in-
surance coverage is precluded are ones involving the
restitution of ill-gotten gains or the return of property
wrongfully in the possession of a defendant. An insur-
ance company cannot insure against the risk of being
ordered to return money or property that has been
wrongfully acquired.

Civil Procedure > Federal & State Interrelationships >
Choice of Law > Governmental Interests

[HN4] Under federal law, the substantive law of the ju-
risdiction having the greatest interest in the litigation will
be applied.

Evidence > Procedural Considerations > Burdens of
Proaof > Allocation

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Exclusions

[HNS] Under New York law, exclusionary clauses in
insurance contracts are construed strictly to give the in-
terpretation most beneficial to the insured. An insurer
claiming that a loss is excluded by a policy term has the
burden of demonstrating that the term expressly excludes
the loss--exclusions are not extended by interpretation or
implication.

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Ambiguous Terms > Unambiguous Terms
Insurance Law > Claims & Contracts > Policy Inter-
pretation > Plain Language

[HN6] Under New York law, an insurance contract is
interpreted to give effect to the intent of the parties as
expressed in the clear language of the contract. When a
contract is not ambiguous, the court should assign the
plain and ordinary meaning to each term and interpret the
contract without the aid of extrinsic evidence.

Evidence > Procedural Considerations > Burdens of
Proof > Allocation

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Exclusions

[HN7] In the context of insurance agreements, an insurer
generally bears the burden of proving that the claim falls
within the scope of an exclusion. To negate coverage by
virtue of an exclusion, an insurer must establish that the
exclusion is stated in clear and unmistakable language, is
subject to no other reasonable interpretation, and applies
in the particular case. The insurer may rely on the facts
as alleged in the complaints to demonstrate that an ex-
clusion applies.

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Exclusions

[HNB] In determining whether a prior litigation clause
excludes coverage, courts have focused on whether there
was a sufficient factual nexus between the two lawsuits.
The coverage does not depend upon the pleader's art but
rather upon underlying facts.

Insurance Law > Claims & Contracts > Cancellation &
Nonrenewal > Material Misrepresentation

[HN9] Under New York law, an insured's policy is void
if the insured made misrepresentations to the insurance
company and this misrepresentation was material to the
issuance of the policy. The failure to disclose is as much
a misrepresentation as a false affirmative statement.
Even if a misrepresentation was made innocently or
without the intent to deceive,-it'is sufficient to void the
policy if it is material. A misrepresentation is material if
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the insurer can show that the misrepresentation induced
it to accept an application that it might otherwise have
refused. A material misrepresentation can void the poli-
cies of coinsured employees of a corporation whose
president made the misrepresentation in the warranty.

Insurance Law > Claims & Contracts > Policy Inter-
pretation > Exclusions

[HN10] To negate coverage by virtue of an exclusion,
the exclusion must be stated in clear and unmistakable
language.

Civil Procedure > Parties > Intervention > Right to In-
tervene

[HN11] Fed. R. Civ. P. 24(a) permits intervention as of
right upon a timely application: (1) when a statute of the
United States confers an unconditional right to intervene;
or (2) when the applicant claims an interest relating to
the property or transaction which is the subject of the
action and the applicant is so situated that the disposition
of the action may as a practical matter impair or impede
the applicant's ability to protect that interest, unless the
applicant's interest is adequately represented by existing
parties.

Civil Procedure > Parties > Intervention > Right to In-
tervene

[HN12] To succeed on a motion under Fed. R. Civ. P.
24(a)(2), an intervenor must (1) timely file an applica-
tion, (2) show an interest in the action, (3) demonstrate
that the interest may be impaired by the disposition of
the action, and (4) show that the interest is not protected
adequately by the parties to the action.

Civil Procedure > Parties > Intervention > General
Overview

[HN13] A proposed intervenor must show that he has a
direct, substantial, and legally protectable interest in the
action.

Civil Procedure > Parties > Intervention > General
Overview

[HN14] Courts examine the totality of circumstances in
making a determination of timeliness. Circumstances
considered in this determination include: (1) how long an
applicant had notice of the interest before he made the
motion to intervene; (2) prejudice to the existing parties
resulting from any delay; (3) prejudice to the.applicant if
the motion is denied; and (4) any unusual circumstances
militating for or against a finding of timeliness.

Civil Procedure > Parties > Intervention > Permissive
Interventions

[HN15] Under Fed. R. Civ. P. 24(b)(2), a would-be party
can be permitted to intervene when an applicant’s claim
or defense and the main action have a question of law or
fact in common.

Civil Procedure > Remedies > Injunctions > Elements
> General Overview

Civil Procedure > Remedies > Injunctions > Prelimi-
nary & Temporary Injunctions

[HN16] In the Second Circuit, the standard for prelimi-
nary injunctive relief ordinarily requires the moving par-
ty to show that: (1) it is likely to suffer irreparable injury;
and (2) either (a) a likelihood of success on the merits of
its case; or (b) sufficiently serious questions going to the
merits to make them a fair ground for litigation and a
balance of hardships tipping decidedly in its favor.

Civil Procedure > Remedies > Injunctions > Elements
> Irreparable Harm

[HN17] Irreparable harm is an injury that is not remote
or speculative but actual or imminent, and for which a
monetary award cannot be adequate compensation.

Civil Procedure > Remedies > Injunctions > Mandatory
Injunctions

Civil Procedure > Remedies > Injunctions > Prelimi-
nary & Temporary Injunctions

[HN18] Where a request for injunctive relief would
amount to a mandatory injunction rather than a prohibi-
tory injunction seeking to keep the status quo, the former
requires an even greater showing of harm where extreme
or very serious damage will result from a denial of pre-
liminary relief.

COUNSEL: [*1] LEBOEUF, LAMB, GREENE &
MACRAE, LLP, By: John P. Campo, Esq., New York,
NY, Attorneys for Plaintiff.

D'AMATO & LYNCH, By: Ronald H. Alenstein, New
York, NY, Attorneys for Defendant National Union Fire
Insurance Company of Pittsburgh, PA.

DRINKER, BIDDLE & REATH, LLP, By: Kathleen A.
Donohue, Esq., New York, NY, Attorneys for Defendant
Gulf Insurance Company.
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KORNSTEIN, VEISZ, WEXLER & POLLARD, LLP,
By: Marvin Wexler, New York, NY, Attorneys for De-
fendant Executive Risk Indemnity Inc.

JUDGES: LAURA TAYLOR SWAIN, United States
District Judge.

OPINION BY: LAURA TAYLOR SWAIN
OPINION

OPINION AND ORDER

LAURA TAYLOR SWAIN, United States District
Judge

Plaintiff John S. Pereira (the "Trustee"), as Trustee
of Trace International Holdings, Inc. ("Trace"), brings
this action to collect insurance proceeds allegedly due to
him by virtue of a judgment entered against Defendants'
insureds by this Court in Pereira v. Cogan, 00 Civ. 619
(RWS) (the "Underlying Action"). Defendant insurance
companies National Union Fire Insurance Co. of Pitts-
burgh ("NUFIC"), Gulf Insurance Co. ("Gulf"), Execu-
tive Risk Indemnity, Inc. ("Executive"), (collectively
"Defendants") move, on a number of grounds, to [*2]
dismiss the Complaint pursuant to Federal Rule of Civil
Procedure 12(b)(6). Andrea Farace ("Farace") and Phil-
lip Smith ("Smith") move to intervene in the action and
for a preliminary injunction. The Court has jurisdiction
of the instant action pursuant to 28 U.S.C. § 1334(b).

The Court has considered carefully the parties' oral
and written arguments. For the following reasons, the
Court grants in part and denies in part Gulf's and Execu-
tive's motion to dismiss, denies, in its entirety, NUFIC's
motion to dismiss, and grants Farace's and Smith's mo-
tion for intervention but denies their application for a
preliminary injunction.

BACKGROUND

The following facts alleged in the Complaint are
taken as true for the purposes of the instant motions to
dismiss the complaint for failure to state a claim. On or
about July 21, 1999, Trace filed a petition for reorgani-
zation under Chapter 11 of the Bankruptcy Code in the
United states Bankruptcy Court for the Southern District
of New York. (Compl. P10.) As part of the bankruptcy
case, an Official Committee of Unsecured Creditors (the
"Creditors Committee") was formed. On or about [*3]
October 18, 1999, the Creditors Committee, with per-

mission of the bankruptcy court, commenced the Under-
lying Action as an adversary proceeding on behalf of the
Trace estate against current and former officers and di-
rectors of Trace. (Id. PP11-12.) In the adversary pro-
ceeding, the Creditors Committee alleged that the offic-
ers and directors had violated their fiduciary duties to
Trace and sought monetary relief for those violations.
(Id. P13.)

Trace had purchased and maintained directors and
officers ("D & O") liability insurance from the Defen-
dants and Reliance National Company ("Reliance"). ' (Id.
P14.) The Defendants and Reliance provided D & O
coverage to indemnify the directors and officers from
liabilities and reasonable litigation expenses incurred in
connection with the adversary proceeding in the follow-
ing manner: NUFIC provided the primary layer up to $
10 million; Reliance provided the first excess layer
above $ 10 million and up to $ 20 million; Gulf provided
the second excess layer above $ 20 million and up to $
30 million; Executive provided the third excess layer
above $ 30 million and up to $ 40 million; Reliance pro-
vided a fourth and final excess layer above $ 40 million
[*4] and up to $ 50 million. (Id. PP14-19.)

1 Reliance is not named as a Defendant in this
action because it is currently in liquidation.
(Compl. P29.)

On the motion of certain Defendants, this Court
(Sweet, J.) withdrew the reference of the Underlying
Action from the bankruptcy court. (Id. PP20-21.) On or
about January 24, 2000, the bankruptcy case was con-
verted from a Chapter 11 reorganization to a liquidation
under Chapter 7 of the Bankruptcy Code, and the Trustee
was appointed as trustee for Trace's estate. (Id. P22.) The
Trustee, after being substituted for the Creditors Com-
mittee as the plaintiff in the Underlying Action, amended
the complaint and prosecuted the litigation through trial
and judgment. (Id. P23.) In connection with the Under-
lying Action, NUFIC advanced some or all of the legal
fees for the officers and directors. (Id. P24.) The Trustee
is unaware of these amounts and whether they were rea-
sonable or appropriate under the NUFIC D & O insur-
ance policy. (Id.)

On June 25, 2003, after trial, this [*S] Court
(Sweet, J.) entered judgment in the Underlying Action
("the Judgment") against the following directors and of-
ficers in the following amounts:

-[Marshall S. Cogan ("Cogan”y

$44374.824.16

Andrea Farace ("Farace")

$27,308,841.12
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Frederick Marcus ("Marcus")

$ 37,360,290.70

Robert H. Nelson ("Nelson")

$ 38,321,643.30

Philip Smith (“"Smith")

$21,392,974.45

Karl Winters ("Winters")

*$21,350,774.60

On June 30, 2005, the Judgment was vacated
as against Frederick Marcus, Andrea Farace, and
Philip Smith and the matter was remanded for a
new trial as to those three defendants. See Perei-
ra v. Farace, 413 F.3d 330 (2d Cir. 2005). In a
letter dated July 20, 2005, Defendant Executive
argues that, by virtue of this Second Circuit deci-
sion, the entire case is rendered moot. While the
Second Circuit's decision moots the claims in this
action for indemnity as to the now-vacated judg-
ments against defendants Marcus, Farace and
Smith, it does not affect the underlying judgment
entered against the non-appealing and the settling
defendants in the Underlying Action, and the case
is not moot as to the Trustee's claims for payment
of those elements of the Judgment.

(Id. P25.)) The Judgment is exclusive of
pre-judgment interest from June 15, 2003, through June
25, 2003, and post-judgment interest. (Id. P26.) On July
8, 2003, the Trustee served notice of the Judgment on
Defendants and Reliance, pursuant to Section 3420{(a)(2)
of the New York Insurance Law. (Id. P27.) The Judgment
exceeded the limits of each Defendant's respective in-
surance coverage. * (Id. P30.) At the time the Complaint
was written, Defendants had not paid any portion of the
Judgment. (Id. P28.)

(*6]
3 The Judgment exceeds Defendants' respec-
tive insurance coverage layers even after exclud-
ing the amounts assessed against Frederick Mar-
cus, Andrea Farace, and Phillips Smith.

The Trustee alleges that he is entitled to recover the
full extent of coverage under the insurance policies. (Id.
P31.) As part of his claim for relief, the Trustee also
seeks proof by NUFIC that its payment of defense costs
to the Trace officers and directors in connection with the
Underlying Action was appropriate and reasonable. (Id.
P24.)

DISCUSSION

[HN1] In evaluating a motion to dismiss a complaint
pursuant to Rule 12(b)(6), the Court must take as true the
facts alleged in the plaintiff's complaint and draw all
reasonable inferences in his favor. W. Mohegan Tribe &

Nation v. Orange County, 395 F.3d 18, 20 (2d Cir.
2004), Hernandez v. Coughlin, 18 F.3d 133, 136 (2d Cir.
1994). The Court must not dismiss a complaint "unless it
appears beyond doubt that the plaintiff can prove no set
of facts in support of his claim which would entitle him
to relief." Conley v. Gibson, 355 U.S. 41, 45-46, 78 S. Ct.
99, 2 L. Ed. 2d 80 (1957). [*7]

[HN2] On a motion to dismiss, the court may con-
sider "any written instrument attached to the complaint
as an exhibit or incorporated in the complaint by refer-
ence, as well as documents upon which the complaint
relies and which are integral to the complaint.” Subaru
Distribs. Corp. v. Subaru of Am., Inc., 425 F.3d 119, 122
(2d Cir. 2005). This includes documents "that the plain-
tiff[] either possessed or knew about and upon which [it]
relied in bringing the suit." Rothman v. Gregor, 220 F.3d
81, 88-89 (2d Cir. 2000). In his Complaint, the Trustee
refers to the D & O liability insurance purchased from
Defendants for the Trace officers and directors. (Compl.
P14.) The Court finds that the relevant insurance policies
of Defendants are integral to the Complaint and that
Plaintiff knew about these policies and relied on them in
bringing the instant action. The Court will therefore con-
sider these policies in making its determination on the
motions to dismiss. (See Lisa B. Lance Aff. in Supp. of
Executive's Mot. to Dismiss, "Lance Aff." Exs. A,
"NUFIC Policy," C, "Gulf Policy,” D, “Executive Poli-
cy.") The Court will also take judicial notice of the
pleadings, [*8] orders, and judgments in prior litiga-
tion related to this instant case. See Patrowicz v. Trans-
america Homefirst, Inc., 359 F. Supp. 2d 140, 144 (2d
Cir. 2005).

Motions to Dismiss

Defendants Gulf and Executive make their motion to
dismiss on five grounds, each of which they contend
applies equally to both insurers. Gulf's brief addresses
two of the grounds and Executive's brief addresses the
other three. Defendant NUFIC makes its own motion on
independent grounds. The Court will first address Gulf's
and Executive's motion to dismiss and then address
NUFIC's motion to dismiss.

Gulf's/Executive’s Motion to Dismiss

(1) Nature of Judgment Against Trace Officers and
Directors Bt
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Gulf argues that the complaint should be dismissed,
contending that the damages awarded against the Trace
officers and directors in the prior litigation are not reco-
verable as a matter of law under its insurance policy be-
cause the underlying claims and judgment were equitable
in nature. Gulf cites [HN3] the New York law * principle
that, as a matter of public policy, "[o]ne may not insure
against . . . the orders of a court sitting in equity." (See
Gulf's Reply in support of [*9] Mot. to Dismiss at 4
(citing, e.g., Debruyne v. Clay, 1999 U.S. Dist. LEXIS
15266, No. 94 Civ. 4704 (JSM), 1999 WL 782481 at *14
(S.D.N.Y. Oct. 1, 1999)). However, an examination of the
relevant authorities (including those cited by Gulf) re-
veals that the cited principle does not preclude the claims
asserted in this action. The "equitable” judgments as to
which insurance coverage is precluded are ones involv-
ing the restitution of ill-gotten gains or the return of
property wrongfully in the possession of the defendant.
See Reliance Group Holdings, Inc. v. Nat. Union Fire
Ins. Co., 188 A.D.2d 47, 594 N.Y.5.2d 20 (N.Y. App. Div.
1993). Reliance, a decision upon which the Debruyne
court relied, held that an insurance company could not
insure "against the risk of being ordered to return money
or property that has been wrongfully acquired.” Reliance
Group Holdings Inc., 594 N.Y.52d at 24. In that case, the
corporation which had bought the D & O insurance was
also in possession of the proceeds of illegal activity and
had benefitted from that activity and therefore could not
recover its indemnification costs under the policy. /d. at
25. See also Level 3 Communs., Inc. v. Fed. Ins. Co., 272
F.3d 908, 910 (7th Cir. 2001) [*10] (finding that an
insurance company does not insure against the restora-
tion of an ill-gotten gain).

4 New York substantive law applies as most of
the parties have their principal place of business
in New York and the prior litigation in this case
involved events principally occurring in New
York. See Wells Fargo Asia Lid. v. Citibank.
N.A., 936 F.2d 723, 726 (2d Cir. 1991) (finding
that, [HN4] under federal law, the substantive law
of the jurisdiction having the greatest interest in
the litigation will be applied). The parties also do
not object to the application of New York law.

Here, while Judge Sweet found that the fiduciary
claims against the officers and directors and the subse-
quent monetary relief were equitable in nature, he noted
that only Cogan personally possessed any of the disputed
funds. See Pereira v. Cogan, 294 B.R. 449, 544-46
(S.D.N.Y. 2003), vacated and remanded, 4/3 F.3d 330
(2d Cir. 2005). * Because the Gulf and Executive policies
do not [*11] specifically exclude "equitable” claims to
any extent greater than would be the case under the gen-
eral principles of New York law discussed above, ¢ the
insurers' motion on this ground is granted only to the

extent the Trustee's claims seek coverage for the portions
of the Judgment representing the return of monies
wrongfully obtained by Cogan and Nelson. This result is,
moreover, consistent with the Second Circuit's determi-
nation in Pereira v. Farace, 413 F.3d 330, 339 (2d Cir.
2005), on the appeal of Judge Sweet's decision, which
rejected the notion that Plaintiffs fiduciary claims
against the appealing defendants were equitable in na-
ture.

Nelson personally received a small part of
the monies upon which his liability under the
Judgment is predicated, including loans from
Trace in the amount of $ 600,000. See Cogan,
294 B.R. at 494.

6

[HN5] Under New York law, "exclusionary
clauses in insurance contracts are construed
strictly to give the interpretation most beneficial
to the insured.... An insurer claiming that a loss is
excluded by a policy term has the burden of de-
monstrating that the term expressly excludes the
loss--exclusions are not extended by interpreta-
tion or implication." In re Donald Sheldon & Co..
Inc., 186 B.R. 364, 369 (S.D.N.Y. 1995). Gulfs
insurance policy incorporates the terms and con-
ditions of the primary policy issued by NUFIC
subject to any additional terms in its own policy.
(See Lance Aff. Ex. C, § I A-C.) The NUFIC
Policy provides that it will "pay the Loss of each
and every Director or Officer of the Company
arising from a Claim first made against the Di-
rectors or Officers.” (Id., Ex. A, § 1.) The policy
defines "Loss" broadly to include “"damages,
judgments, settlements...." (Id., Ex. A, § 2(g).)
"Claim" is defined as "a written demand for
monetary or non-monetary relief.” (Id., Ex. A, §
2(a).) Endorsement 7, which also deals with
claims, defines "claim" as "a written demand for
monetary damages or equitable relief." (Id., Ex.
A, Endorsement 7 at 2.) Executive's Policy also
incorporates the definitions and claims of the un-
derlying insurance, which would include the
NUFIC policy (See Lance Aff. Ex. D, Item 4,
"Schedule of Underlying Insurance,"” and § IV.)

[*12] (2) Exclusionary Argument based on "Prior
and Pending Litigation" Clause of Policy

Gulf argues that its policy excludes coverage of the
Judgment against the Trace directors and officers be-
cause of a prior litigation exclusionary clause.

In making its argument, Gulf relies on Endorsement
No. | to its policy, which reads in its entirety,
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In consideration of the payment of
premium, it is hereby understood and
agreed that the Insurer shall not be liable
to make any payment for Loss in connec-
tion with any Claim made against any of
the Insureds based upon, arising out of,
directly or indirectly resulting from, in
consequence of, or in any way involving
any Claim, demand, cause of action, legal
or quasi-legal proceeding or administra-
tive proceeding pending, or orders, de-
crees or judgments entered, against the
Directors and Officers or the Insured
Company on or prior to 07-06-1998, or
any fact, circumstance or situation under-
lying or alleged therein.

(Lance Aff., Ex. C, Endorsement No. 1.)’

7 Executive's policy has a similar prior litiga-
tion exclusionary provision. (See Lance Aff. Ex.
D, Endorsement No. 3.)

[*13] [HN6] Under New York law, "an insurance
contract is interpreted to give effect to the intent of the
parties as expressed in the clear language of the con-
tract." Vill. of Sylvan Beach v. Travelers Indem. Co., 55
F.3d 114, 115 (2d Cir. 1995). In this respect, "[w]hen a
contract is not ambiguous, the court should assign the
plain and ordinary meaning to each term and interpret the
contract without the aid of extrinsic evidence." Zunen-
shine v. Executive Risk Indem., Inc., 1998 U.S. Dist.
LEXIS 12699, No. 97 Civ. 5525 (MBM), 1998 WL
483475, at *3 (S.D.N.Y. Aug. 17, 1998) (citations omit-
ted). [HN7] In the context of insurance agreements, "the
insurer generally bears the burden of proving that the
claim falls within the scope of an exclusion.... To negate
coverage by virtue of an exclusion, an insurer must es-
tablish that the exclusion is stated in clear and unmistak-
able language, is subject to no other reasonable interpre-
tation, and applies in the particular case." Vill. of Sylvan
Beach, 55 F.3d at 115 (citations omitted). The "insurer
may rely on the facts as alleged in the complaints to
demonstrate that an exclusion applies.” Zunenshine, 1998
U.S. Dist. LEXIS 12699. 1998 WL 483475, at [*14] *4
(citations omitted). [HN8] In determining whether a prior
litigation clause excludes coverage, courts "have focused
on whether there was a sufficient factual nexus between
the two lawsuits." Id. (citations omitted). "The coverage
does not depend upon the pleader’s art but rather upon
‘underlying' facts. Id.

Gulf argues that the Judgment for which the Trustee
here seeks coverage is excluded from the scope of the

insurance contracts by reason of the pendency of a civil
complaint, captioned Anthony Barbuto v. Trace Int'l
Holdings, Inc., No. 15175, ("Barbuto"), in the Court of
Chancery, New Castle County, Delaware. (See Decl. of
Blair Nespole in Supp. of Gulf's Mot. to Dismiss, "Nes-
pole Decl.," Ex. G.), at the time the relevant insurance
documents were issued. * A review of the Barbuto com-
plaint and comparison of it with the complaint and
amended complaints in the Underlying Action reveals a
substantial, but not perfect, overlap of specific fund
claims of improper declaration and payment of divi-
dends, excessive compensation, breach of fiduciary
oversight duties and other matters. While it is clear that
certain of the claims would be excluded under the plain
language [*15] of the prior litigation provisions of the
insurance contracts, it cannot, however, be said that there
are no circumstances under which the Trustee would be
able to prevail against a claim that all of the factual cir-
cumstances underlying the Judgment "ar[o]se[] out of, . .
. in consequence of, or in any way involv[ed]" the factual
circumstances underlying the claims asserted in Barbuto.
Defendants' motion to dismiss the complaint is, accor-
dingly denied insofar as it is premised on the prior litiga-
tion exclusion provisions of the insurance contracts.

8

The Court takes judicial notice of the Barbu-
to complaint as a fact "capable of accurate and
ready determination by resort to sources whose
accuracy cannot be reasonably questioned." Fed.
R. Evid. 201(b)(2) (West 2005). See Bensalem
Township v. Int'l Surplus Lines Ins. Co., 1992
U.S. Dist. LEXIS 8243, No. 91 Civ. 5315, 1992
WL 142024, at *2 (E.D. Pa. June 15, 1992) (in
context of prior litigation exclusion argument,
court took judicial notice under Federal Rule of
Evidence 201(b)(2) of state court complaint.),
rev'd on other grounds, 38 F.3d 1303 (3d Cir.
1994). Furthermore, from his motion papers, it is
clear that Plaintiff is aware of the this complaint
and its content and does not appear to object to its
consideration in the pending motion to dismiss.
(See PI's Mem. in Opp. to Mot. to Dismiss by
Gulf and Executive, "Opp. to Guif and Execu-
tive," at 20-22.)

[¥16] (3) Representation Made in Application for
Insurance Policies

Executive argues that its and Gulf's policies are void
as matter of law as to all Trace officers and directors
because Cogan, who was then the Chief Executive Of-
ficer of Trace, signed a false representation concerning
potential liability claims against these officers and direc-
tors in connection with the issuance of the policies.
[HN9] Under New York law, an insured's policy is void
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if the insured made misrepresentations to the company
and this misrepresentation was material to the issuance
of the policy. See Chicago Ins. Co. v. Kreitzer & Vogel-
man, 265 F. Supp. 2d 335, 342-43 (S.D.N.Y. 2003). "The
failure to disclose is as much a misrepresentation as a
false affirmative statement." I/d. at 343. Moreover,
"[e]ven if a misrepresentation was made innocently or
without the intent to deceive, it is sufficient to void the
policy if it is material." Id. (citing Kulikowski v. Roslyn
Sav. Bank, 121 A.D.2d 603, 503 N.Y.5.2d 863, 864 (N.Y.
App. Div 1986)). A misrepresentation is material if the
insurer can show "that the misrepresentation induced it to
accept an application that it might otherwise [*17] have
refused.” /d. at 343. Further, a material misrepresentation
can void the policies of co-insured employees of a cor-
poration whose president made the misrepresentation in
the warranty. See INA Underwriters Ins. Co. v. D.H.
Forde & Co., P.C., 630 F. Supp. 76, 77 (W.D.N.Y. 1985).

Here, Cogan delivered representations, dated August
18, 1998, and August 7, 1998, to Gulf and Executive
respectively, in connection with applications for excess
insurance coverage. Both statements read, in pertinent
part, "[t]his will confirm that we are not aware of any
acts, errors or omissions which could give rise to a claim
as respects the [relevant] layer of our Directors and Of-
ficers Liability program." (See Lance Aff., Exs. C, G.)
Relying on Judge Sweet's determinations concerning
longstanding breaches of fiduciary duty and excessive
compensation dating back to 1993 as well as the pen-
dency of the Barbuto action at the time, Executive con-
tends that there can be no dispute that Cogan's represen-
tations concerning the possibility of claims that could
give rise to liability under the policies were false when
made. (See Executive's Mot. to Dismiss at 9-15.) How-
ever, [*18] at this early stage, there is a question of
fact as to whether Cogan made a misrepresentation. Even
under the policies' broad definition of "Claim" as any
written demand for relief, * the Court cannot conclude on
the current record that Cogan was aware of the existence
of any acts that would give rise to claims that would
reach the excess coverage in the Gulf and Executive po-
lices. ' The Barbuto complaint does not specify an
amount of damages as part of its claim for relief. ' So,
even if the Court imputes knowledge of the Barbuto liti-
gation to Cogan, it is possible that he may have believed
that any judgment from that action could not have
reached Guif's or Executive's excess coverage. Further,
any determination after the fact by Judge Sweet as to
Cogan's breaches of fiduciary duty and excessive com-
pensation is not dispositive of the question as to whether
Cogan made a misrepresentation when he signed the
statements in 1998.

9 See supra note 6.

10 It is important to note here that the language
of the represenations focuses on the signatory's
state of mind ("we are not aware of any facts")
rather than on the objective state of affairs (e.g.
"There are no acts"). Compare with Chicago Ins.
Co., 265 F. Supp. 2d at 339 (policy simply asked
whether any lawyer had been the subject of re-
primand or disciplinary action not whether sig-
natory was aware of such fact).
[*19]

11 Plaintiff contends that the litigation in-
volved damages in the amount of $ 1 million or $
2 million dollars at most. (See Oral Argument Tr.
at44.))

Even if it were indisputable that Cogan made a mi-
srepresentation, there would also be a question of fact as
to whether this misrepresentation was material. Execu-
tive recognizes that materiality is generally an issue of
fact but argues that this case is an instance "where the
facts misrepresented are so serious that one would know
them to be of substantial concern to the insurers, [such
that] they may be found to be material as a matter of
law." (Executive's Mot. to Dismiss at 9, quoting Ris v.
Nat'l Union Fire Ins. Co., No. 86 Civ. 9718 (RO), 1989
WL 76199, at *2 (S.D.N.Y. July 6, 1989).) However, on
the current record, the Court cannot conclude as a matter
of law that the companies would not have provided cov-
erage upon disclosure of this misrepresentation. Plaintiff
argues that the Barbuto litigation was already a matter of
public record prior to the policies being issued and that
Gulf, specifically, was sent documents [¥20] which
disclosed the pendency of this action. (See Oral Argu-
ment Tr. at 38; Pl's Opp'n. to Guifs and Executive's
Mot. to Dismiss at 11.) It may be, then, that the compa-
nies decided to provide coverage despite the existence of
that action. This scenario lends support to the hypothesis
that the companies, already aware of the possible liabili-
ties, would have provided coverage even if Cogan had
not signed the representations. The motion to dismiss is
denied insofar as it is premised on the alleged misrepre-
sentation in Cogan's written statements.

(4) Personal Profit Exclusion

Executive argues that a personal profit exclusion in
the NUFIC policy " excludes coverage of the money
damages sought by Plaintiff. (Executive's Mot. to Dis-
miss at 19-21.) The language reads,

The Insurer shall not be liable to make
any payment for Loss in connection with
a2 Claim made against an Insured: (a)
arising out of, based upon or attributable
to the gaining in fact of any profit or ad-
vantage to which an Insured was not le-
gally entitled. . . .
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(Lance Aff. Ex. A, § 4(a).) * Executive argues that the
quoted language precludes coverage of the Judgment as
against Cogan as well as [*21] the other officers and
directors. Plaintiff concedes that the exclusion may limit
coverage attributable to Cogan because he personally
profited from his ill gotten gain. Plaintiff contends,
however, that the language does not bar coverage of the
damages assessed against the other directors and officers.
(See Pl.'s Opp'n. to Gulf's and Executive's Mot. to Dis-
miss at 14-16.)

12 Both the Guif and Executive policies in-
corporate the terms of the NUFIC policy. See su-
pra note 6.

13 "Insured" includes any director or officer of
Trace. (See Lance Aff. Ex. A, § 2(e)(1).)

Executive argues that the plain meaning of the pro-
vision supports application of the exclusion to preclude
coverage of all defendants because the language excludes
any damages against “an" Insured (that is, any Trace
director or officer) that arise out of or are attributable to
"an" Insured's (that is, any Trace director’s or officer's)
ill-gotten gain. (See Executive's Mot. to Dismiss at 21.)
In this instance, the bulk [¥22] of the damages assessed
against the non-Cogan defendants (the "Loss") did relate
to the ill-gotten gain of an Insured, namely Cogan. "
That said, when read in context with the other Section
Four provisions, the Court cannot conclude as a matter of
law that the language was intended to exclude coverage
as to the non-Cogan defendants. Section 4(c) of the
NUFIC policy provides that "The Wrongful Act of a
Director or Officer shall not be imputed to any other Di-
rector or Officer for the purpose of determining the ap-
plicability of the foregoing exclusions 4(a) through 4(c)."
(Lance Aff. Ex. A, § 4(c).) This appears to render the
personal profit exclusion truly personal as to each offic-
er. At the very least, it raises sufficient ambiguity to
preclude a determination as a matter of law at this stage
that there is no recovery to be derived from the coverage
of those officers who did not profit personally. See /n re
Donald Sheldon & Co., 186 B.R. 364. 369 (Bankr.
S.D.N.Y. 1995) (on summary judgment motion, exclusion
related to personal gain provision not conclusive because
language susceptible to multiple interpretations), aff'd,
182 F.3d 899 (2d Cir. 1999); [*23] Vill. of Sylvan
Beach v. Travelers Indem. Co., 55 F.3d 114, 115 (2d Cir.
1995) ("[t]o [HN10] negate coverage by virtue of an ex-
clusion,” the exclusion must be stated in "clear and un-
mistakable language").

14

It is important to note here, however, that
Judge Sweet did not impute Cogan's wrongdoing
to the other officers and directors, but found, ra-
ther, that those individuals were liable for their
own wrongdoing in allowing Cogan to take
money and, in the process, damage Trace. See
Pereira v. Cogan, 294 B.R. 449, 463 (S.D.N.Y.
2003).

(5) Exhaustion of Underlying Excess Layers of
Coverage

Executive argues that it is not responsible for pro-
viding any coverage because the excess layers below
have not and will not be exhausted. (Executive's Mot. to
Dismiss at 22-24.) Executive points to language in its
policy providing that it will supply coverage only after
the underlying policies have been exhausted:

The Company shall provide the Im-
sured with insurance excess of [¥24] the
Underlying Insurance . . . only after all
Underlying Insurance has been ex-
hausted by actual payment of claims or
losses thereunder.

(Lance Aff. Ex. D, § I (emphasis in original).)

In the event of the depletion of the lim-
its of liability of the Underlying Insur-
ance solely as the result of actual payment
of claims or losses thereunder by the ap-
plicable insurers, this policy shall . . . ap-
ply to claims or losses as excess insurance
over the amount of insurance remaining
under such Underlying Insurance.

(Id., § IV (emphasis in original).) '* Executive contends
that the plain meaning of these provisions is that it does
not have to provide any coverage unless and until the
underlying insurance policies have been exhausted by
actual payment. In this instance, the Complaint alleges
that Reliance, the first layer of excess coverage, is in
liquidation and therefore unable to pay. Executive argues
that, consequently, neither Gulf nor Executive is under
any obligation to pay and the Complaint should be dis-
missed as against them because Reliance's layer will
never be exhausted by actual payment. (See Executive's
Mot. to Dismiss at 22-23.) [*25]

15 Gulf's policy has a nearly identical provi-
sion. (See Lance Aff. Ex. C at 2.)

Though Executive's interpretation of the relevant
provisions may be reasonable, the Court cannot conclude
that it is the only reasonable interpretation. See In re
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Donald Sheldon & Co., Inc., 186 B.R. at 369. In this
connection, the Court notes that the Second Circuit has
rejected a similar argument that an insurance policy pro-
vision required actual exhaustion of previous layers of
insurance as a condition precedent for payment of the
excess coverage. See Zeig v. Mass. Bonding & Ins. Co.,
23 F.2d 665 (2d Cir. 1928). In that case, the pertinent
language of the provision read that excess coverage
“shall apply and cover only after all other insurance
herein referred to shall have been exhausted in the pay-
ment of claims to the full amount of the expressed limits
of such other insurance.” Id. at 665. In Zeig, the claims
against the policies providing coverage below the excess
[*26] policy floor had been settled for less than the face
amount of those policies, and the claim at issue was as-
serted against the excess insurer only to the extent of the
level of liability that was within the scope of that policy.
The court found that interpreting this language to require
that the underlying insurance had to be exhausted by
actual collection was "harmful to the insured and of no
rational advantage to the insurer [and] ought only to be
reached when the terms of the contract demand it." /d. at
666. The Second Circuit concluded that it could "see
nothing in the clause before [it] to require a construction
so burdensome to the insured, and must accordingly re-
ject such an interpretation.” Id. This Court finds that the
same reasoning is relevant to this case. Interpreting the
policy to excuse the excess insurers from providing cov-
erage within their respective layers on account of the
unrelated insolvency of an intermediary insurer would
work a similar hardship on the insureds, who have al-
ready been deprived of a layer of coverage by the insol-
vency, and provide a windfall to the excess insurers.
Thus, it cannot be said that the excess insurers' interpre-
tation [*27] of the policy is the only reasonable one and
the motion to dismiss on this ground is denied.

NUFIC's Motion to Dismiss

NUFIC moves to the dismiss the complaint on the
grounds that its $ 10 million policy limit has already
been exhausted by payment of attorney costs in connec-
tion with the Underlying Action. Under the terms of its
policy, NUFIC's limit of liability is reduced by the
amount incurred in legal fees. (See NUFIC Mot. to Dis-
miss at 8-9.) The policy provides that “[d]efense costs
are part of Loss and as such are subject to the Limit of
Liability for Loss.” (See Lance Aff. Ex. A, § 5.) NUFIC
submits an affidavit from Elizabeth Wacik, a coverage
director for NUFIC, in which she states that the legal
bills relating to the Underlying Action exceeded the $ 10
million policy limit and that, as a result of these pay-
ments, the policy has been exhausted. (See Elizabeth
Wacik Aff. in Supp. of NUFIC's: Mot. to Dismiss.)
However, the question of exhaustion is a factual issue
that cannot be resolved at this stage. In this connection,

the Court notes that the Wacik affidavit is not properly
before the Court on the instant motion to dismiss. Accor-
dingly, the Court [*28] cannot conclude on the current
record that there is no set of facts upon which Plaintiff
would prevail against a claim that the NUFIC coverage
layer has been exhausted.

NUFIC also moves to dismiss the portion of the
Complaint that seeks proof that its advance of defense
costs to the Trace officers and directors in connection
with the Underlying Action was appropriate and reason-
able. NUFIC argues that the terms of its policy do not
give Plaintiff standing to object to the reasonableness of
the defense costs. (See NUFIC Mot. to Dismiss at 4-8.)
The Court disagrees. The relevant provision of the policy
provides that "'Defense Costs' means reasonable and ne-
cessary fees, costs and expenses consented to by the In-
surer." (Lance Aff. Ex. A, § 2(d).) While this language
may be read to indicate that the Insurer alone determines
whether an expense is reasonable and necessary, and
whether it will consent to the payment, this interpretation
is not the only reasonable one. See In re Donald Sheldon
& Co., 186 B.R. 364, 369 (Bankr. S.D.N.Y. 1995). One
could also reasonably interpret this language to read that
the Insurer must consent to the payment and that it must
be objectively [*29] reasonable. The Court therefore
cannot conclude as a matter of law at this stage that the
Trustee does not have standing to question the reasona-
bleness of the payments of defense costs. Accordingly,
the Court denies NUFIC's motion to dismiss the portion
of the Complaint that seeks proof that the defense costs
were reasonable and appropriate.

Motion for Intervention and Preliminary Injunction

Motion for Intervention

Farace and Smith ("the Intervenors") move to inter-
vene in the instant action by right or, in the alternative,
for permission to intervene.

[HN11] Rule 24(a) permits intervention as of right
upon a timely application:

(1) when a statute of the United States
confers an unconditional right to inter-
vene; or

(2) when the applicant claims an in-
terest relating to the property or transac-
tion which is the subject of the action and
the applicant is so situated that the dispo-
sition of the action may as a practical
matter impair or impede the applicant's
ability to protect that interest, unless the
applicant's  interest is  adequately
represented by existing parties.
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Fed. R. Civ. P. 24(a) (West 2006). The Intervenors [*30]
do not contend that they have any statutory right to in-
tervene. Instead, they argue that they should be allowed
to intervene pursuant to subsection (a)2). [HN12] To
succeed on a motion under Rule 24(a)(2), an intervenor
must "(1) timely file an application, (2) show an interest
in the action, (3) demonstrate that the interest may be
impaired by the disposition of the action, [and] (4) show
that the interest is not protected adequately by the parties
to the action." Brennan v. N.Y.C. Board of Education,
260 F.3d 123, 128 (2d Cir. 2001) (internal quotations
and citation omitted). The Court finds that the Interve-
nors have met all of the requirements of Rule 24(a)(2).

The Intervenors have an interest in the property
which is the subject of the action. [HN13] A proposed
intervenor must show that he has a "direct, substantial,
and legally protectable” interest in the action. Washing-
ton Electric Cooperative, Inc. v. Massachusetts Mun.
Wholesale Electric Co., 922 F.2d 92, 97 (2d Cir. 1990).
Here, the Intervenors have a direct interest in property
that is the subject of the instant action--namely, the in-
surance proceeds being sought by Plaintiff under Defen-
dants' policies [*31] in connection with a judgment
against the Trace officer and directors. The Second Cir-
cuit vacated the Judgment as against the Intervenors and
remanded their case for retrial. The Intervenors allege
that, as directors and officers of Trace, they are entitled
to payment of their defense costs (both in connection
with the first trial and the retrial) and indemnification
from any judgment against them under Defendants’ in-
surance policies ' in connection with a retrial. (See No-
tice of Mot. for Intervention, Ex. A, "Proposed Interven-
tion Complaint," PP10, 16.).

16 The costs and judgment would appear fall
under the general category of "Loss" as contained
in the policies. See supra note 6.

The Court also finds that disposition of the instant
action may adversely affect the Intervenors' ability to
secure insurance proceeds under Defendants' policies. A
finding that Plaintiff is entitled to all remaining proceeds
under Defendants' policies could prevent the Intervenors
from receiving coverage of defense [*32] costs and
future indemnification for any judgments against them.
Similarly, a judgment in favor of Defendants that they do
not have any further obligations under the policies would
make it difficult for the Intervenors, as beneficiaries of
these policies, to recover defense costs and any future
indemnification.

The Court finds that the Intervenors' interests are not
adequately protected by the current parties to the action.
Defendants take the position that they have no further

obligations under the policies and Plaintiff only seeks
monetary judgment for the estate. Thus, none of the par-
ties advocates for the Intervenors' claims of a right to
payment of defense costs and indemnification in connec-
tion with the retrial.

Finally, the Court finds that the application for in-
tervention is timely. [HN14] Courts examine the totality
of circumstances in making a determination of timeli-
ness. See D'Amato v. Deutsche Bank, 236 F.3d 78, 84
(2d Cir. 2001). "Circumstances considered in this deter-
mination include: (1) how long the applicant had notice
of the interest before [he] made the motion to intervene;
(2) prejudice to the existing parties resulting from any
delay; (3) prejudice [*33] to the applicant if the motion
is denied; and (4) any unusual circumstances militating
for or against a finding of timeliness.” Id. (internal quo-
tations omitted). The Court notes that the application for
intervention was filed on January 23, 2006, nearly two
years after the instant case was filed in this District on
February 11, 2004. However, the Second Circuit deci-
sion reversing the judgment in the Underlying Action as
to the Intervenors and remanding the case for a jury trial
was not rendered until June 30, 2005. So, at least in con-
nection with defense costs and any future indemnifica-
tion associated with the retrial, the Intervenors were not
aware until after this decision of their direct interest in
seeking reimbursement for these costs under the policies.
See, e.g., Werbungs Und Commerz Union Austalt v.
Collectors’ Guild, Ltd., 782 F. Supp. 870, 874 (S.D.N.Y.
1991) (finding that application for intervention filed al-
most two years after notice of interest in case was timely
because application filed shortly after interest became
direct). In any event, the Court does not find that the
delay between the filing of the instant action and the fil-
ing of the intervention [*34] application, when weighed
with the other factors, warrants denial of intervention.
See, e.g., United States v. Pitney Bowes, Inc., 25 F.3d 66,
("[T]he time lapsed between notice of an interest in
pending litigation and an application to intervene is only
one of several factors a district court must weigh when
deciding the issue of timeliness."). The Court notes in
this connection that there is no prejudice to the existing
parties as a result of this delay but that, as explained
above, the Intervenors will be prejudiced if the applica-
tion is denied.

In the alternative, the Court finds that permissive in-
tervention is warranted under Rule 24(b)(2). [HN15]
Under this provision, a would-be party can be permitted
to intervene "when an applicant's claim or defense and
the main action have a question of law or fact in com-
mon." Fed. R. Civ. P. 24(b)(2) (West 2006). "In exercis-
ing its discretion the court shall consider whether the
intervention will unduly delay or prejudice the adjudica-
tion of the rights of the original parties." Id. The Court
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finds that there are common questions of law and fact,
that no such undue delay or prejudice [*35] will result
from intervention and that, for substantially the reasons
stated in its analysis of intervention as of right, permis-
sive intervention is appropriate.

Preliminary Injunction Motion

The Intervenors move for a preliminary injunction
“preserving the status quo by preventing the defendants
from paying any monies under the Policies to [Plaintiff] .
.. and . . . directing that the defendants continue to ad-
vance 'defense costs’ [to the Intervenors] for retrial of the
Prior Action." (Mem. in Supp. of Mot. for Intervention at
13.) [HN16] In the Second Circuit, the standard for pre-
liminary injunctive relief ordinarily requires the moving
party to show that: (1) it is likely to suffer irreparable
injury; and (2) either (a) a likelihood of success on the
merits of its case; or (b) sufficiently serious questions
going to the merits to make them a fair ground for litiga-
tion and a balance of hardships tipping decidedly in its
favor. Green Party of New York State v. New York State
Bd. of Elections, 389 F.3d 411, 418 (2d Cir. 2004).
[HN17] "Irreparable harm is an injury that is not remote
or speculative but actual or imminent, and for which a
monetary award cannot be [*36] adequate compensa-
tion." Tom Doherty Assocs. v. Saban Entertainment, 60
F.3d 27, 37 (2d Cir. 1995) (internal quotations omitted).

The Court finds that a preliminary injunction is not
warranted, as the Intervenors have not made a showing
of irreparable harm. "7 The Intervenors only allege mon-
etary harm in that they may not receive all the insurance
proceeds due to them. They do not even allege that they
will be unable to mount their defense in the retrial with-
out the insurance advances. Thus, the Intervenors have
failed to demonstrate the requisite irreparable harm.

17

Defendants indicate that they have not ad-
vanced any defense costs to the Intervenors. To

the extent then that the Intervenors seek such
costs, [HN 18] their request for injunctive relief
would amount to a mandatory injunction rather
than the requested prohibitory injunction seeking
to keep the status quo. See Tom Doherty Assocs.,
Inc., 60 F.3d 27 at 33-4. The former requires an
even greater showing of harm "where extreme or
very serious damage will result from a denial of
preliminary relief." /d. at 34 (internal quotations
omitted). Because the Intervenors have not made
a showing of irreparable harm for a prohibitory
injunction, they have not, a fortiori, made a
showing of the harm required for a mandatory
injunction.

[*37] CONCLUSION

For the foregoing reasons, Guif's and Executive's
motion to dismiss the complaint is granted to the extent it
seeks to exclude coverage of the portion of the Judgment
representing monies wrongfully obtained by Cogan and
Nelson and is denied in all other respects, NUFIC's mo-
tion to dismiss is denied in its entirety, and Farace's and
Smith's motion for intervention is granted but their ap-
plication for a preliminary injunction is denied.

The parties shall appear in Courtroom 17C, United
States Courthouse, 500 Pearl Street, New York, NY
10007, for a pretrial conference on August 22, 2006 at
10:45 a.m. and shall file their Joint Preliminary Pretrial
Statement (with a courtesy copy to chambers) by August
15, 2006.

SO ORDERED.

Dated: New York, New York
July 12, 2006

LAURA TAYLOR SWAIN
United States District Judge
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OPINION
[*265] MEMORANDUM®

* This disposition is not appropriate for publi-
cation and is not precedent except as provided by
9th Cir. R. 36-3.

Before: B. FLETCHER, FERNANDEZ, and BY-
BEE, Circuit Judges.

Westport Insurance Corporation appeals the district
court's [**2] grant of summary judgment and attorney's
fees against it and in favor of the Markham Group, Inc.,
P.S. law firm and one of its members, Mark Kamitomo
(collectively "insureds") and one of their former clients,
Rachel Naidu. We have jurisdiction' and we reverse and
remand.

1 28US.C §129].

(1) Insureds had a claims made and reported policy
(hereafter "claims made policy") with Westport effective
July 1, 2007, which, inter alia, provided an exclusion for
"any act, error, omission, circumstance or PERSONAL
INJURY occurring prior to the effective date of this
POLICY if any INSURED at the effective date knew or
could have reasonably foreseen that such act, error,
omission, circumstance or PERSONAL INJURY might
be the basis of a CLAIM." Prior to that date, the insureds
knew that, due to errors on their part, a client's case had
been dismissed and could not be refiled.? Indeed, they
had been sanctioned at that time for filing a baseless
claim without proper investigation. They assert that the
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exclusion does not apply because its language regarding
reporting if their actions "might be the basis" of a claim
was ambiguous. We disagree. Under the law of Wash-
ington, clear and unambiguous policy [**3] language is
enforced as written, and a court "may not modify it or
create ambiguity where none exists." Am. Nat'l. Fire Ins.
Co. v. B & L Trucking & Constr. Co., Inc., 134 Wn.2d
413, 951 P.2d 250, 256 (Wash. 1998), see also Assur-
ance Co. of Am. v. Wall & Assocs. LLC of Olympia, 379
F.3d 557, 560 (9th Cir. 2004), Greenfield v. W. Heritage
Ins. Co., 154 Wn. App. 795, 226 P.3d 199. 202 (Wash.
Cr. App. 2010). Here, any reasonable insured would have
recognized that the errors in question "might" result in a
claim. See Tewell, Thorpe & Findlay, Inc., P.S. v. Cont'l
Cas. Co., 64 Wn. App. 571, 825 P.2d 724, 726-28 (Wash.
Cr. App. 1992); see also Allstate Ins. Co. v. Peasley, 131
Wn.2d 420, 932 P.2d 1244, 1249 (Wash. 1997). In short,
the district court erred when it declared that the policy
was ambiguous and, in effect, amended it to create cov-

erage.

2 That is, it could not be refiled unless the trial
court's judgment was overturned on appeal. It
was not; in fact, the insureds were sanctioned for
bringing a frivolous appeal.

(2) The insureds then assert that an earlier claims
made policy, with an effective date of July 1, 2006,
should provide coverage even though they violated its
terms by not giving notice at the proper time. They argue
that the notice-prejudice [**4] [*266] rule should

apply. However, while that rule is applied to occurrence
policies, claims made policies are fundamentally differ-
ent in character. See Am. Cont’l Ins. Co. v. Steen, 151
Wn.2d 512, 91 P.3d 864, 867 (Wash. 2004). They, by
their very nature, require reporting "during the policy
period." Schwindt v. Commonwealth Ins. Co., 140 Wn.2d
348, 997 P.2d 353, 356 n.3 (Wash. 2000). As the Wash-
ington Court of Appeals has stated in rejecting applica-
tion of the notice-prejudice rule to a claims made policy,
its application "would . . . provide coverage the insurer
did not intend to provide and the insured did not contract
to receive." Safeco Title Ins. Co. v. Gannon, 54 Wn. App.
330, 774 P.2d 30, 35 (Wash. Cr. App. 1989). In fact, it
"'[would negate] the inherent difference between" oc-
currence and claims made policies, and would rewrite the
insurance contract. Id.; see also Manufactured Hous.
Cmtys. of Wash. v. St. Paul Mercury Ins. Co., 660 F.
Supp. 2d 1208, 1214-15 (W.D. Wash. 2009). We are sa-
tisfied that the Washington Supreme Court would agree
with that reasoning. Thus, again, we must disagree with
the district court.?

3 Because of our resolution of the merits, the
attorney's fee award against Westport must also
fall. Cf. Smith v. Ohio Cas. Ins. Co., 37 Wn. App.
71, 678 P.2d 829, 831 (Wash. Ct. App. 1984).

In [**5] short, judgment should have been and
should now be entered in favor of Westport.

REVERSED and REMANDED.
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allocation of the $17 million insurance settlement among the carrier’s various policies

After initiating the coverage lawsuit, JP Morgan entered a separate $17 million settlement with the third level
excess carrier. This separate msurance settlement covered both the third level excess carrier’s liability under the
Bank One program as well as a separate claim under a separate insurance policy the carrier had issued.

Following these developments, the excess carriers in the fourth, fifth, and seventh excess insurance layers moved
for summary judgment in the coverage action, arguing that as a result of the settlement with the third level excess
carrier (and i the case of the seventh level excess carrier, the settlement with the sixth level excess carrier),
conditions precedent to coverage under their respective policies had not been fulfilled, particularly with respect to
their policies’ requirement that the underlying layers should be exhausted by payment of loss.

Ina May 31, 2011 opinion, the New York (New York County) Supreme Couwrt granted the excess carriers’
motions for summary judgment. JP Morgan appealed.

The June 12 Opinion

A June 12, 2012 opinion written by Judge Leland DeGrasse for a five-judge panel off the New York Supreme
Court, Appellate Division, First Department and applying Illinois law, affirmed the lower Court’s summary
judgment rulings.

Focusing first on the fourth level excess carrier’s position, the appellate court noted that the carrier’s excess
policy provide that “liability for any Loss shall attach to [the carrier] only after the Primary and Underling Excess
Insurers shall have duly admitted liability and shall have paid the full amount of their respective liability.” The court
noted that the “plain language of this attachment provision” requires both the underlying insurers’ admission of
liability and the payment of the full amount of their limits, as “conditions precedent” to the carrier’s liability.

The appellate court agreed with the fourth level excess carrier that neither of conditions precedent had been met.
The first condition was not met because the third level excess carrier’s settlement agreement with JP Morgan
specifically provided that the agreement “shall not constitute, or be construed as, an admission of liability.”
Moreover, the court noted, there is “no way to determine that [the third level excess carrier] paid the full
amount’ under its excess policy in the Bank One tower, because the settlement agreement “provided for no
allocation” of the $17 million insurance settlement payment between the two policies that the carrier had issued
and that were part of the insurance settlement.

For similar reasons, the court further concluded that conditions precedent in the fifth and seventh level carriers’
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policies had not been met either. Relying on the Northern District of Illnois’s 2010 opinion in the Bally Total
Fitness Holding Corp. case (about which refer here) and the Fifth Circuit’s 2011 opmion in Citigroup case
(about which refer here), the court concluded that the lower court had “properly granted summary judgment”
because JP Morgan’s settlements with the third and sixth level excess carriers “preclude any determination”
whether the settling excess nsurers’ policy limits were exhausted as required by the excess policies of the
carriers that had moved for summary judgment, “because there was there was no allocation of settlement
between the two underlying carriers.”

The appellate court also rejected JP Morgan’s efforts to rely on the venerable second circuit opinion in Zeig v.
Massachusetts Bonding & Ins. Co. The appellate court here said that the Second Circuit’s unwillingness in
Zeig to allow the excess carrier to evade payment when an underlying carrier had settled for less than full policy
limits had been dependent on a finding of an ambiguity in the excess policy at issue in that case. The appellate
court found no ambiguity in the excess policies of the carriers that had moved for summary judgment here,
making the present case distinguishable from Zeig. The appellate court also questioned, in reliance on the Bally
Total Fitness case, whether Zeig was contrary to applicable Illinois precedent.

Discussion

As I noted at the outset, this decision joins a growing list of cases that have found Zeig to be inapplicable and
that have required as a trigger of coverage for excess insurance coverage that the limit of liability of the underlying
msurance be exhausted by payment of loss. (A full list of the growing Iine of cases can be found in the Discussion
section of my post pertaining to the Fifth Circuit’s opinion in the Citigroup case, refer here.)

An interesting complication in this case was the fact that the two excess carriers that had reached settlements
with JP Morgan had in each case settled the msurance dispute with JP Morgan for payment of amounts that were
actually greater than the amount of their respective excess layers in the Bank One insurance program. In each of
the two settlements, the involved carrier’s respective layers in the Bank One program were $15 million, and the
amount of each msurance settlement was $17 million.

The complicating factor was that in each of these two settlements, the settlements had also nvolved the
settlement of coverage under a second insurance policy, other than the carrier’s policy in the Bank One program.
Because of the involvement of these separate policies and because of the absence of any allocation between the
policies in the respective insurance settlements, there was no way (the appellate court found) to determine
whether or not the insurance settlements had exhausted the applicable excess policies in the Bank One program.

Although it may be twenty-twenty hind sight, you can certainly see in retrospect how these insurance settlements
could have been structured to avert the outcome here. Just to put this into perspective, the policy limits of the
excess carriers who prevailed on summary judgment in the lower court and on appeal totaled $95 million.
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It is probably worth adding that thA is nothing that says that even if the excess carriers had not prevailed on this
specific issue that there would have been coverage available under their respective excess policies. Indeed, it
appears that, even though the various carriers on the third level through seventh level excess layers are now out
of the case (either through settlement or through summary judgment), the carriers on the primary and first two
excess layer levels all apparently remain in this case and all apparently are continuing to contest coverage.

While this list of case authority on the excess trigger issue is growing longer, it is important to keep in mind that
the outcome of each of these cases was a direct reflection of the specific language of the excess policies at issue.
These cases underscore the critical importance of the language describing the payment trigger in the excess
policy. In recent years, and in large part as a reaction to these cases, excess carriers increasingly have been
willing to provide language that allows the excess carriers’ payment obligations to be triggered regardless
whether the underlying amounts were paid by the underlying insurer or by the insured. This language was not
generally available in 2002 when Bank One purchased the msurance that was at issue here.

Increasingly larger settlement amounts and increasingly higher defense expenses are increasingly driving claims
losses into the excess layers, and as a result these issues pertaining to the excess policies’ coverage triggers are
also increasingly important. These cases underscore the critical importance of the specific wording used in the
excess policies, which i turn highlights the need to have an experienced, knowledgeable msurance professional
mvolved in the nsurance placement process.
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