


provide that the carrier is not obligated
to fund settlements entered into without
its consent, this “no action clause” is
not enforced if the carrier wrongfully
refused to defend.” The carrier may be
able to avoid liability if it can establish
that the settlement was the result of col-
lusion.” The burden of proof to estab-
lish collusion, however, is very high.27
After you settle a multi-claim case
that your client’s insurer had refused to
defend. disagreements will often arise
as to how much of the settlement
should be allocated to covered claims.
The carrier will argue that the claims
on which your coverage position is
weakest are the ones that cost you the

most money. You, on the other hand,
will probably attribute most of the
costs to the covered claims.

This situation was addressed by the
Fifth Circuit in Enserch Corp. v. Shand
Morahan & Co., Inc.,®® which held that
a breach of the duty to defend did not
necessarily require the carrier to pay
the entire settlement; payments should
be allocated between covered and non-
covered claims. Such an allocation was
to be done by looking at: (i) the allega-
tions in the complaint, (ii) recitations
of fact in the settlement, and (iii) facts
that would have been relevant if the
case had been tried. If the trial court
determined that the allocation question
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could be resolved by referring only to
factors (i) and (ii) then the court could
resolve it as a matter of law. If the third
factor had to be looked at then the most
limited trial necessary was to be con-
ducted. The court of appeals noted that
the insured should not be forced to
endure the very litigation it had sought
to avoid through settlement.”

If your client was denied a defense
and then settles with the plaintiff, it is
unclear whether the carrier can contest
the reasonableness of the amount of the
settlement. Several cases suggest that
such a contest is permissible even if the
carrier’s denial was wrongful.™ Other
cases. including Enserch, say that no
such contest will be entertained.’'

A detailed discussion of these cases
is beyond the scope of this article. It
appears, however, that if a settlement in
such a case is structured as an agreed
judgment and approved by a court then
it is more likely to deprive the insurer
of an opportunity to contest the reason-
ableness of the amount. If you want to
establish reasonableness and the
absence of collusion, but do not want
an agreed judgment entered against
your client, it may be a good idea to
request mediation to build a “record of
reasonableness.” If possible, you
should try to draft a settlement so that
its recitations, along with the plaintiff’s
pleadings, will enable any allocation
issues to be resolved as a matter of law
under Enserch.

This article submits that insurers
who have breached their duty to defend
should not be permitted to challenge
the reasonableness of the settlement
amount and that Enserch allocation tri-
als should not be required. The law
should encourage parties to fulfill their
obligations and settle disputes. When a
carrier breaches its duty to defend,
your client is left to fend for itself and
1s deprived of the protection it thought
it had purchased. A good faith settle-
ment should be covered in its entirety.
This rule would encourage carriers to
fulfill their obligations when the duty
to defend is triggered. Carriers can
avoid unreasonable settlements by ful-
filling their obligations promptly and
controlling the defense. If your client
has been wrongfully denied a defense it
will have to spend its own money to
settle. There is no reason for the law to
presume anything other than that such
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a settlement is reasonable.

Similarly, any doubts that exist when
allocating the settlement between cov-
ered and non-covered claims should be
resolved against the carrier. If the carri-
er had timely fulfilled its obligation to
provide a defense this issue could have
been avoided. In the absence of evi-
dence of unfair collusion, your client
should not be forced to go through
such an allocation trial after the first
lawsuit is resolved. Litigants rarely
perform such an allocation analysis
when they settle multi-claim cases;
they obtain complete releases in
exchange for a payment of money.
Often, it is impossible to neatly com-
partmentalize a large and complex
case.”” Imposing this additional burden
on a policyholder who has already been
wronged is unnecessary. The law
should not discourage such parties
from settling multi-claim cases for fear
of jeopardizing a claim against a carrier
that has already breached its contract.
The risk that such an allocation will not
be possible if the case is settled is a
foreseeable risk that the carrier runs
when it breaches its obligation to
defend. As such, it is not unfair to
include “non-allocable” settlements as
part of the damages for such a breach.

One option to consider to avoid this
dilemma entirely is to settle via an
agreed judgment with an assignment of
claims and covenant not to execute.
Here, you would settle with the plain-
tiff as follows: (a) an agreed judgment
against your client for a specific
amount would be entered, (b) the plain-
tiff agrees not to execute against your
client’s assets to collect that judgment,
(c) the plaintiff takes an assignment of
your client’s rights against its insurance
carrier, and (d) the plaintiff agrees to
look solely to the insurance carrier to
satisfy the judgment.*™

In Garcia, the Supreme Court went out
of its way to say that it was not approv-
ing of these devices if entered into before
trial.* In an earlier version of this opin-
ion, which has since been withdrawn, the
Supreme Court wrote at length about the
virtues of such devices.” This change
may indicate a renewed hostility to them.
In light of Garcia, any such pretrial set-
tlement should transfer to the assignee
the risk that they will be disapproved in
the future.

Increasingly, some policies contain a

right, but not a duty, to defend and pro-
vide that the carrier is not liable for
defense costs incurred without its con-
sent. While there is little Texas case
law on such policies, the Fifth Circuit
has held that if such a carrier is provid-
ed with notice of the suit and an oppor-
tunity to defend, the consent provision
is rendered inoperative if it refuses to
assume the defense. Thus, if the claims
were covered and the carrier refused to
defend, it could not avoid liability for
the defense costs by arguing it did not
consent to them.*

Many cases that involve numerous
claims will raise coverage issues as to
some, but not all, of them. Insurers
often respond with an offer to provide a
defense under a reservation of rights.
There is surprisingly little case law on
what an insurer must do to properly
reserve its rights.

The reservation must be timely,
preferably before the insurer has filed
an answer or taken other action on
behalf of your client. It must be in writ-
ing and sufficiently detailed to enable
your client to understand it clearly.*’
Reservation of rights agreements are
construed strictly against the insurer
and will not be extended by implication
beyond their exact terms.” If a reserva-
tion of rights does not refer to a partic-
ular coverage question then the insurer
will not be deemed to have reserved its
rights on that issue.”® Potential cover-
age defenses which are not mentioned
in the reservation of rights letter may
be waived.* A reservation of rights
that does not clearly inform the policy-
holder of the carrier’s position may be
ineffective.”

An ineffective reservation of rights
results in the waiver of, and estoppel to
assert, all policy defenses if your client
shows (1) the insurer had sufficient
knowledge of the facts or circumstances
indicating non-coverage, but (2)
assumed or continued to defend your
client without obtaining an effective
reservation of rights. and, (3) your client
suffered some type of harm.*” There are
few cases which provide specific illus-
trations of such harm. They include fail-
ing to answer interrogatories,43 and los-
ing the right to control the defense.*

The insurer is entitled to assume that
its reservation of rights position has been
accepted by your client if no objection to
it is made.” Thus, any objections to, or



disagreements with, positions taken in
reservation of rights letters should at
least be pointed out in a responsive letter
it the defense is accepted.

A defense under a reservation of
rights can be rejected.* This forces the
carrier to assume the unqualified
defense or withdraw from the case. The
justification for this is the inherent con-
flict of interest faced by defense coun-
sel in such a situation. Your client is
not required to accept counsel who
could be in a position to help the carri-
er assemble evidence that could later
be used to avoid coverage.!’

If the insurer controls the detense
under a reservation of rights, it must
comply with the standards set forth in
Tilley, especially its obligation to point
out conflicts of interest, and inform
your client of its right to retain inde-
pendent counsel. If the carrier complies
with these guidelines, it may be able to
later litigate the ultimate question of
coverage for a judgment or settle-
ment.* It it fails to comply with the
Tilley guidelines. then it may be
estopped to deny coverage for the judg-
ment or settlement.”

After Garcia. carriers may try and
argue that Stowers liability does not
attach if a defense is being provided
under a reservation of rights. They will
argue that all the claims which were
pending at the time of the settlement
offer were not really covered therefore
the first element of the Garcia test was
not met. These issues have not yet been
addressed in any reported decisions. It
is submitted that such a construction of
Garcia would be bad policy. Insurers
defending under a reservation of rights
have the same ability to make strategic
decisions that is the foundation of
Stowers liability. Uncertainty with
respect to the extent of a carrier’s
obligation to indemnify a potential
future judgment should not relieve it of
any duty to settle.”® The duty to settle
would be meaningless if it could be
avoided altogether by a dispute over
the carrier’s obligation to indemnify a
future judgment. If such a dispute is to
be considered at all. it is more proper
to treat it as one factor to consider
when evaluating whether rejection of a
settlement demand was negligent.

If your client is offered a defense
under a reservation of rights, it can
reject the counse! chosen by the carrier

and demand to be represented by inde-
pendent counsel of its own choosing.
The carrier must pay for the reasonable
cost of this representation.” State Farm
Fire & Cas. Co. v. Wade> illustrates
one reason to strongly consider hiring
independent counsel. Here, a defense
was being provided under a reservation
of rights while the carrier simultane-
ously sought a declaratory judgment
that it was not obligated to provide a
defense. In that case, “by reading the
underlying petition broadly, in favor of
the insured. it [was] impossible to
determine if the claim [was] potentially
within the coverage under the policy.”™
A minor exception to the “eight corners

rule” was recognized under those cir-
cumstances. The “majority” observed
that extrinsic facts developed during
the defense could be used.™
Independent counsel, with no connec-
tion to the insurance company, pro-
vides an additional safeguard against
manipulating the underlying case so as
to avoid coverage.

If your client refuses the offer of a
defense under a reservation of rights
and then settles, either through a tradi-
tional settlement or an assignment/
covenanl not to execute,” it is unclear
whether the insurer can contest the rea-
sonableness of the settlement. In
Ranger Ins. Co. v. Rogers,” the court
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held that the insurer could not contest
the reasonableness when the settlement
was structured as an agreed judgment.
Other cases have held that the reason-
ableness can be contested under such
circumstances.’” The guidelines set
forth above for preventing challenges
to a settlement when a defense was
completely denied should be followed
here as well.

Conclusion

There are numerous ways to protect
your client if it is a defendant and
involved in a dispute with its lability
insurer regarding the scope of its cov-
erage. Sometimes, the most effective
way to protect your client is to recog-
nize one area where your client’s inter-
ests are actually aligned with the inter-
ests of the plaintiff — they both want
the plaintiff’s claims to be covered by
insurance. The plaintiff wants to make
collection easier; and your client wants
to protect its assets if the plaintiff suc-
ceeds. Do not always be reluctant to
provide information to a plaintiff about
your client’s insurance coverage. Rule
166b(2)(f) clearly makes such informa-
tion discoverable. Providing such
information to the plaintiff may result
in the plaintiff focusing its efforts on
claims that maximize its chances of
collecting a judgment out of insurance
proceeds. The “duty to cooperate™
clause found in most policies should
not prevent a policyholder from trying
to maximize recovery from a carrier
who has wrongfully denied a defense
or is trying to avoid coverage. Another
alternative is to sue for a declaratory
judgment and hope to obtain a quick
summary judgment. Finally. your client
can defend itself and then sue to recov-
er its costs after the litigation is over.
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Note that the cases from other jurisdictions
cited in the footnotes in the withdrawn
Garcia 1 opinion had held the insurer liable
for the settlement if the insurer was given
advance notice of the settlement.

. 530 S.W.2d 162 (Tex. Civ. App. — Austin

1975, writ ref’d n.re.).

. See, e.g., Britt v. Cambridge Mutual Fire Ins.

Co., 717 S.W.2d 476 (Tex. App. — San
Antonio 1986, writ ref. n.re.); Unired States
Aviation Underwriters v. Olvmpia Wings,
Inc., 896 F.2d 949 (5th Cir. Tex. 1990); and
Rhodes, 719 F.2d at 116, 120.
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