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Summary

Insurers’ right to seek recoupment or reimbursement—pick your terminology—of
their defense costs incurred in connection with uncovered claims has been, and
remains, a feverishly debated issue.

Insurers have not achieved the widespread acceptance of reimbursement that they
anticipated following the California Supreme Court's decisions in Buss v. Superior
Court and Scottsdale v. MV Transportation.

Today, pro- and anti-recoupment decisions appear to be more-or-less in balance.
That status seems unlikely to dramatically change any time soon.
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Introduction

In 1997, the California Supreme Court decided Buss v. Superior Court. 1 In Buss, the

court concluded that a liability insurer that defended a mixed action—that is, a case in
which some of the claims are potentially covered and others are not—could seek
reimbursement from the insured for the defense costs associated with the claims that

were not even potentially covered. 2 As the court explained its reasoning:

Under the policy, the insurer does not have a duty to defend the insured as
to the claims that are not even potentially covered. With regard to defense
costs for these claims, the insurer has not been paid premiums by the



insured. It did not bargain to bear these costs. To attempt to shift them
would not upset the arrangement. . . . The insurer therefore has a right of
reimbursement that is implied in law as quasi-contractual, whether or not it
has one that is implied in fact in the policy as contractual. 3

Buss was not the first case to hold that an insurance company was entitled to recoup its
defense costs associated with the defense of uncovered claims or causes of action. 4

The case did, however, draw significant attention and interest in the insurance industry
and among the lawyers representing insurers and policyholders alike.

In 2005, the California Supreme Court returned to an insurer’s right to reimbursement in
Scottsdale Insurance Co. v. MV Transportation. > Unlike Buss, which involved a mixed

action, no claims in the underlying action in Scottsdale were covered. © In again

recognizing the insurer’s right to reimbursement, the Scottsdale court explained that “the
duty to defend, and the extent of that duty, are rooted in basic contract principles. The
insured pays for, and can reasonably expect, a defense against third-party claims that are

potentially covered by its policy, but no more.” 7 In contrast, the insurer “does not
bargain to assume the cost of defense of claims that are not even potentially covered.” 8
Shifting the cost of defending uncovered claims to the insured in that instance “does not
upset the contractual arrangement” between the insurer and the insured. ° Thus, an
insurer is entitled to restitution from the insured where, acting under a reservation of
rights, it prophylactically funded the defense of claims that it had no duty of defend. 10

Were the rule otherwise, “the insured, who did not bargain for a defense of noncovered
claims, would receive a windfall and would be unjustly enriched.” 1"

In the wake of Buss and to a lesser degree Scottsdale, insurers understandably believed
that they broadly enjoyed a right to reimbursement or recoupment—the terms are used
interchangeably in this context—in cases where it was determined that they had no duty

to defend uncovered claims or causes of action. 12 In fact, on the one hand, numerous

courts have held that insurers are entitled to recoup their defense costs associated with
uncovered claims or causes of action. 13 On the other hand, a significant number of

courts have rejected insurers' right to recoupment, at least in the absence of a policy
provision granting the insurer that right. 14 One court even rejected a right of

recoupment where the insurer expressly incorporated that right into its policy. 1°

In the years since Buss was decided, there seemingly has been a case law trend away
from recoupment in the absence of a policy provision granting the insurer that right or an



insured’s agreement to the same effect. 1® Regardless of whether such a trend exists,
the pro-policyholder position was bolstered by the American Law Institute’s (ALI)
publication in 2019 of the Restatement of the Law of Liability Insurance. Section 21 of the
Restatement provides: “Unless otherwise stated in the insurance policy or otherwise
agreed to by the insured, an insurer may not obtain recoupment of defense costs from
the insured, even when it is subseauently determined that the insurer did not have a duty
to defend or pay defense costs.” 17 While recognizing that it was adopting what was then

the slight minority position on recoupment, the ALl offered three basic reasons for taking
the approach that it did. 18

First, because this rule is merely a default, if it turns out that the recoupment
rule would be relatively easy to administer or that the costs justify the
expense, insurers can incorporate an express right to recoupment in their
policies. Second, situating the right to recoupment in the insurance policy
carries significant advantages; it puts the legal basis of the insurer’s
entitlement beyond dispute, making it easier to evaluate for all parties
concerned. Third, a default rule of no recoupment places the burden of

contracting around the rule on the party best able to do so. 19

Insurers’ right to recoupment remains a point of serious contention between insurers and
policyholders. It is also a source of pronounced disagreement among courts. In just the
past three years, two state supreme courts and three federal courts of appeals have

heard recoupment cases and split on insurers’ ability to claim this remedy. 20 This article

discusses these competing cases in Parts Il and Ill. Part IV then briefly analyzes some key
issues in the debate over insurers' right to recoup defense costs incurred in connection
with uncovered claims or causes of action.

Recent Cases Permitting Insurers to Recoup Defense
Costs

Recently, two courts—the Nevada Supreme Court first and the U.S. Court of Appeals for
the Sixth Circuit thereafter—have recognized insurers’ right to seek reimbursement of
their defense costs.

The Nevada Supreme Court Upholds an Insurer’s Right to Reimbursement in
Nautilus



In 2021, the Nevada Supreme Court decided Nautilus Insurance Co. v. Access Medical,
LLC. 21 The case came to the Nevada Supreme Court from the U.S. Court of Appeals for

the Ninth Circuit, which certified this question to Nevada's highest court:

Is an insurer entitled to reimbursement of costs already expended in
defense of its insureds where a determination has been made that the
insurer owed no duty to defend and the insurer expressly reserved its right
to seek reimbursement in writing after defense has been tendered but

where the insurance policy contains no reservation of rights? 22

The Nautilus court answered the Ninth Circuit's question “yes.” 23 The court reasoned

that when a party to a contract “performs a disputed obligation under protest and a court
later determines that the contract did not require performance, the party may ordinarily

recover in restitution.” 24 According to the Nautilus court, this rule “gives effect to the

terms of the parties’ bargain,” and “[i]t applies to an insurance policy as it would to any
other contract.” 25

Background

By way of background, Ted Switzer and some former business partners in the medical
device industry got crosswise, and Switzer sued his one-time colleagues and other parties.
The defendants (collectively, Access Medical) tendered the defense of the lawsuit to their
insurer, Nautilus Insurance Co. (Nautilus). Based on the potential for coverage under its
policy’s advertising injury provisions, Nautilus agreed to defend the case under a
reservation of rights. In particular, Nautilus repeatedly reserved the right to deny
coverage, withdraw from the defense, and obtain reimbursement of its defense costs if a
court determined that no potential for coverage existed for Switzer's claims. Access
Medical did not object, and Nautilus assumed the defense. Simultaneously, Nautilus Filed
a declaratory judgment action in a Nevada federal court in which it asserted that it had no
duty to defend Access Medical.

The district court ultimately found that Nautilus's duty to defend was never triggered
because Switzer's lawsuit did not allege a colorable defamation claim and therefore did
not implicate the advertising injury coverage in the Nautilus policy. Nautilus then moved
for further relief and sought reimbursement of the expenses it incurred defending
Switzer's suit. The district court concluded that Nautilus was not entitled to further relief
principally because Nautilus did not (1) include a claim for reimbursement or damages in
its complaint, or (2) establish that it was entitled to reimbursement under Nevada law.
Nautilus appealed to the Ninth Circuit, which concluded that the district court’s



determination that Nautilus was not entitled to recoup its defense costs posed a question
of first impression under Nevada law. 26 The Ninth Circuit thus certified the question

quoted earlier to the Nevada Supreme Court.
The Nevada Supreme Court’s Analysis

At the outset, Nautilus contended that it was entitled to reimbursement of its defense
costs under a theory of unjust enrichment or quasi-contract. 2/ Access Medical
countered that these theories are not available when there is an express, written contract
—in this instance the insurance policy—that covers the same subject matter. 28 But,
while insurance policies are contracts and are treated like other contracts, an insurance

policy simply does not apply when there is no duty to defend because neither the
allegations of the complaint nor the facts known to the insurer reflect any possibility of

coverage. 29 Here, both the federal district court and the Ninth Circuit had found that
Switzer's lawsuit never even arguably or potentially triggered coverage under the Nautilus

policy, such that Nautilus never owed Access Medical a duty to defend. That being so, the
parties’ contract was irrelevant to the dispute at hand “and the existence of that contract

[did] not foreclose [Nautilus's] unjust enrichment claim.” 30

After concluding that the insurance policy did not control the situation, the court turned
to the merits of Nautilus's unjust enrichment claim. The court observed that unjust
enrichment has three elements:

[TIhe plaintiff confers a benefit on the defendant, the defendant appreciates
such benefit, and there is acceptance and retention by the defendant of such
benefit under such circumstances that it would be inequitable for him to

retain the benefit without payment of the value thereof. 3!

When the insurer provides a defense, it is clear that the insurer has conferred a benefit on
the insured and that the insured appreciates the benefit. The issue then becomes

whether equity compels the insured to pay. 32

This situation is not unique to insurance law; it surfaces more generally in contract law.
Contracting parties may disagree over the application of their contract to an unforeseen
situation, ultimately leaving it to a court to decide who is right and who is wrong. 33 In
the interim, however, it may be impractical to reauire the parties to obtain a declaratory
judgment before proceeding with performance. 34 That is particularly true in the case of

insurance, where an insurer that refuses to defend a claim and subsequently loses the



coverage dispute may face extracontractual liability. 35 The result is a significant

disincentive for the insurer to deny a defense when a remote possibility exists that a claim
may turn out to be covered. 36

These situations arise with sufficient frequency that the Restatement (Third) of Restitution
and Unjust Enrichment proposes a solution:

If one party to a contract demands from the other a performance that is not
in fact due by the terms of their agreement, under circumstances making it
reasonable to accede to the demand rather than to insist on an immediate
test of the disputed obligation, the party on whom the demand is made may
render such performance under protest or with reservation of rights,
preserving a claim in restitution to recover the value of the benefit conferred
in excess of the recipient’s contractual entitlement. 37

The Nautilus court was persuaded by the Restatement approach. 38 The court reasoned
that when time is of the essence, it makes sense for the parties to swiftly decide what to
do, and to argue later over who must pay. 39 Because an insurer risks extracontractual
liability if it loses the coverage case after declining to defend the third-party suit against
the insured, “it is generally ‘reasonable [for the insurer] to accede to the demand rather
than to insist on an immediate test of the disputed obligation.” 40 The court accordingly
concluded that, when a court decides that an insurer never had a duty to defend, and the
insurer clearly and expressly reserved its right to recover its defense costs, it is fair to
require the insured to reimburse the insurer. 41 The court therefore held “that when a
court finally determines that the insurer had no contractual duty to defend, the insurer
may ordinarily recover in restitution if it has clearly reserved its right to do so in writing.”
42 The court further observed that “[a]s our law has more forcefully encouraged insurers
to offer to defend doubtful claims, . . . it is only fair to permit those insurers to recover
costs that they never agreed to bear.” 43

The court was not impressed by Access Medical's arguments against recognizing
Nautilus's right to restitution. The Nautilus court acknowledged that courts in other states
had concluded that permitting reimbursement in this context was akin to allowing the

insurer to unilaterally amend the policy. 44 Those courts reason that an insurer can seek
reimbursement only when the policy expressly permits it. 4> In that vein, Access Medical

argued that the policy expressly required Nautilus to “bear ‘all expenses [it] incur[s]” for



any claim it defends, regardless of whether the policy required it to defend that claim in
the first place. 4 The court disagreed:

[W]hen a court holds that there never was a duty to defend, it is holding that
the claims were never even potentially covered by the policy. Therefore,
when the insurer reserved its right to seek reimbursement, it was not
extracting an amendment to a contract that would otherwise govern its
defense. No contract governed its defense. In these circumstances, there is
no reason it cannot reserve a right it has, not pursuant to the contract, but

pursuant to the law of restitution. 47

The court also rejected Access Medical's argument that permitting reimbursement would
retroactively erode the duty to defend and would constrict the established view that the
duty to defend is broader than the duty to indemnify. 48 The court explained that, while

the duty to defend is indeed broadly construed, and doubts about its application are
resolved in the insured's favor, the duty is not absolute. 49 “When a court concludes that

a claim was never even potentially covered, the court should hold that the duty to defend
never arose.” 20 Again, a result of that holding is that the insurer may be entitled to

recoup its defense costs if it properly reserved its right to do so. '

In rejecting Access Medical's argument that permitting Nautilus to recover its defense
costs would erode and narrow the duty to defend, the Nautilus court contrasted the duty
to defend under Nevada law from the views of the duty held by courts that had rejected
insurers’ right to reimbursement.

In contrast, the courts which deny reimbursement appear to reason that—at
least in general—a court cannot hold that there never was a duty to defend.
Rather, if the duty was disputed and the insurer defended under a
reservation of rights, the court can only hold that there is no longer a duty to
defend. ... In those states’ view, any time an insurer agrees to defend a
claim—even under a reservation of rights—the claim is “potentially covered”
and thus triggers the duty to defend. . . . In this construction, an insurer’s
reservation of the right to seek a declaration that the duty to defend never
arose in the first place would be ineffective at best, and nonsense at worst.

Because an insurer in those states . . . has a duty to defend any time it does
defend, it may be true that permitting reimbursement would narrow that
duty. But the duty to defend in Nevada has never been that expansive. An



insurance policy is a contract, and we do not “force upon parties contractual
obligations, terms or conditions which they have not voluntarily assumed.” . .
. “[W]here, as here, there was never a duty to defend, this limited remedy
[i.e., extinguishing the insurer’s obligation to pay only prospectively from the
date of the judgment] provides the insured more, and the insurer less, than
the parties’ bargain contemplated.” Here, the parties bargained for Nautilus
to defend against certain kinds of allegations, and the federal courts have
determined that Switzer’s allegations were not of that kind. We do not erode

the duty to defend by acknowledging its existing limits. >2

In conclusion, the Nautilus court fully answered the Ninth Circuit’s certified question by
explaining that when a court decides that an insurer never had a duty to defend the
insured, the insurer expressly reserved its right to seek reimbursement of its defense
costs, and the insured accepted the defense from the insurer, the insurer is entitled to
reimbursement. >3 Under general principles of unjust enrichment and restitution,
because the insurer conferred a benefit on the insured by furnishing a defense, the
insured appreciated the benefit, and it was reasonable for the insurer to accede to the
insured’s demand for a defense, it is equitable to require the insured to reimburse the
insurer's defense costs. >4 “This result gives effect to the parties’ agreement, as well as

the court’s judgment, by recognizing that the insurer was never contractually obligated to
furnish a defense.” =°

The Sixth Circuit Reaffirms an Insurer’s Right to Recoup Its Defense Costs

In 2024, the Sixth Circuit, in Great American Fidelity Insurance Co. v. Stout Risius Ross,
Inc., °® made “an Erie guess” in predicting whether the Michigan Supreme Court would

require an insured to reimburse its insurer for the cost of defending claims that the
insurer had no duty to defend. >/ Great American began as a declaratory judgment

action filed in a Michigan federal district court in which Great American Fidelity Insurance
Co. (Great American) sought a determination that it had no duty to defend or indemnify
Stout Risius Ross, Inc. and Stout Risius Ross, LLC (collectively, Stout) in lawsuits related to
Stout's financial valuations for Appvion, Inc.'s Employee Stock Ownership Plan (ESOP). In a
nutshell, Stout allegedly overvalued Appvion’s corporate parent’s stock and thereby
induced Appvion employees to invest their retirement savings in the ESOP. When Appvion
declared bankruptcy in October 2017, the corporate parent’s stock price crashed, which,
in turn, ruined the ESOP.



Great American agreed to defend Stout under a reservation of rights in a lawsuit filed by
the ESOP known as the Appvion ESOP action. Great American reserved its rights based on
an exclusion in its policy (Exclusion F) for claims “based on or arising out of actual or
alleged violation of: (1) The Employee Retirement Income Security Act of 1974; (2) The
Securities Act of 1933; (3) The Securities Act of 1934; (4) Any state Blue Sky or Securities
law.” °8 Great American also reserved the right to seek reimbursement of its defense

costs if it turned out that it had no duty to defend or indemnify Stout in the Appvion ESOP
59
case.

In its complaint, the ESOP accused Stout of fraud and negligent misrepresentation, in
addition to asserting claims based on ERISA and federal securities laws. 0 The district
court denied Great American’s motion for partial summary judgment based on the ESOP’s
complaint because the court concluded that Exclusion F did not apply to the common law
claims. On September 25, 2020, the ESOP filed a second amended complaint in which it
alleged only federal securities law claims and Great American again moved for partial
summary judgment. This time the district court granted the motion, holding that because
Exclusion F applied to federal securities law claims, Great American no longer had a duty

to defend or indemnify Stout. 61

Great American next moved for partial summary judgment on its reimbursement claim.
Great American sought its defense costs incurred both before the ESOP filed its second
amended complaint on September 25, 2020 ($563,740.15) and after that date

($60,486.34). 62 Great American pursued reimbursement on two theories: implied-in-fact

contract and unjust enrichment. 63 The district court denied the motion with respect to
defense costs incurred before September 25, 2020, because it had previously ruled that

Great American had a duty to defend Stout until then. 64 But, because the district court
had also held that Great American had no duty to defend Stout after the ESOP amended
its complaint on September 25, 2020, it concluded that Great American could recover its
costs incurred on or after that date on the implied-in-fact contract theory. >

Both sides appealed to the Sixth Circuit. Great American challenged the district court’s
ruling that it could not recover its defense costs incurred before September 25, 2020,
while Stout contested the district court’s holding that Great American could seek
reimbursement of its defense costs incurred on or after that date.

The Stout court succinctly rejected Great American’'s argument that it should be able to
recoup its defense costs incurred before September 25, 2020, because, until the ESOP

filed its second amended its complaint, Great American had a duty to defend Stout. 6

Thus, this prong of Great American’s reimbursement argument was meritless. 7 As for



the insurer’s right to recoup its defense costs after September 25, 2020, this was a novel
issue under Michigan law, so the court had to predict how the Michigan Supreme Court

would rule. 68

The court explained that Michigan appellate courts recognize implied-in-fact contracts in
insurance. 9 The court recalled that it had been presented with a similar question a few

years earlier in Continental Casualty Co. v. Indian Head Industries, Inc. 7O In Indian Head,

the Sixth Circuit had to predict how the Michigan Supreme Court would resolve the
reimbursement issue in a case where the insurer had defended the insured in numerous
asbestos cases spanning years and had reserved its right to seek the reimbursement of

defense costs in excess of its pro rata share of those costs. /1 The Indian Head court

surveyed Michigan case law and determined that Michigan law allows implied-in-fact
contracts. /2 The court then explained:

Since Michigan law allows for implied-in-fact and implied-in-law contracts to
exist, the only remaining question is whether such an implied contract
existed between Continental and Indian Head. To this point, . . . the majority
of jurisdictions have held that an insurer is entitled to reimbursement under
an implied-in-fact contract where the insurer: 1) timely and explicitly
reserves its rights to reimbursement; and 2) provides sufficient notice of the
specific possibility of reimbursement. ... In order to have the right under an
implied-in-law contract, the insurer must: 1) timely assert its rights to
reimbursement; 2) provide notice of the intent to seek reimbursement; and
3) allow the insured to have meaningful control of the defense and
negotiation process. . ..

In this case, either form of implied contract is met as Continental expressly
reserved its rights in a letter that plainly stated to Indian Head that
Continental would seek reimbursement. Furthermore, the district court only
granted Continental reimbursement for claims brought after the reservation
of rights, finding the reservation of rights timely with respect to those claims
but not those submitted prior to the letter. Considering this, and that Indian
Head does not contest that it subsequently accepted the payments while
retaining control of the litigation process in the underlying suits, it was
proper for the district court to find Continental is entitled to reimbursement

as an implied contract existed between the two parties. /3



In this case, as in Indian Head, the insurer (Great American) issued a timely reservation of
rights letter that specifically informed the insured (Stout) that it might seek
reimbursement of its defense costs and it defended the insured after it no longer had a
contractual duty to do so. 74 The Stout court concluded that Stout had offered “no

reason to depart” from the /ndian Head analysis. 7>

Retreating, Stout argued there was no consideration to support a contract, because Great
American had a pre-existing legal duty to defend it in the underlying litigation. 7¢ But
that premise failed because Great American owed no duty to defend Stout after the ESOP
filed its second amended complaint. 77 Stout also contended that no implied contract

existed because mutual assent was lacking. 78 The court rejected that argument because

Stout accepted Great American’s offer of a defense after Great American timely reserved
its right to seek reimbursement of its defense costs. 79 Stout’s acceptance of the defense

sufficiently manifested assent under Michigan law. 80

The Stout court concluded that, while Michigan law did not clearly recognize Great
American'’s right to reimbursement in these circumstances, “the ‘relevant data” suggested
that the Michigan Supreme Court would recognize an implied-in-fact contract on these

facts. 81 The court therefore affirmed the district court’s decision that Stout was required

to reimburse Great American for defending it in the Appvion ESOP case on or after
September 25, 2020, on an implied-in-fact contract theory. 82

Summary

The Nautilus and Stout courts recognized an insurer’s right to seek reimbursement of
defense costs where (1) the insurer owed no duty to defend because there were no claims
that were even potentially covered; and (2) the insurer timely and specifically reserved its
right to seek reimbursement of its defense costs. 83 Neither court was asked to decide

whether an insurer could seek reimbursement of its defense costs linked to uncovered
claims in a mixed action. Assuming that the Stout court accurately predicted Michigan law,
however, it would seem that courts applying Michigan law would not permit
reimbursement in mixed actions. This conclusion follows from the Stout court’s refusal to
allow Great American to recover its defense costs incurred prior to September 25, 2020,
during which time the ESOP’s complaint included common law fraud and negligent

misrepresentation claims that were not excluded from coverage by Exclusion F. 84 Only

after the potentially covered causes of action were removed from the case and Great
American continued to defend Stout until the district court in the declaratory judgment



action awarded it summary judgment, was Great American entitled to seek
reimbursement of its defense costs.

Recent Cases Rejecting Insurers’ Right to Recoup Defense
Costs

Nautilus and Stout aside, recent case law on insurers' right to recoup their defense costs
supposedly suggests a trend against recoupment. 8> In 2023 and 2024, cases from the

Eleventh Circuit, First Circuit, and Hawaii Supreme Court furthered this trend.

The Eleventh Circuit Predicts Georgia Law

In Continental Casualty Co. v. Winder Laboratories, Inc., 8¢ Winder Laboratories, Inc.

(Winder), a generic pharmaceutical manufacturer managed by Stephen Pressman, was
insured under a primary general liability policy issued by Valley Forge Insurance Co. (VFI)
and an umbrella policy issued by Continental Casualty Co. (Continental). The materially
identical policies required the insurers to “defend the insured[s] against any ‘suit” seeking

damages for “personal and advertising injury.” 87 The policies also had a “failure to
conform” exclusion that barred coverage for injuries “[a]rising out of the failure of goods,
products or services to conform with any statement of quality or performance made in
[the insureds’] ‘advertisement.” 88 As is typical, neither policy included a provision that
allowed the insurers to recoup defense costs linked to uncovered claims or causes of
action. 89

Concordia Pharmaceuticals, Inc. (Concordia) sued Winder and Pressman in the U.S.
District Court for the Northern District of Georgia, pleading various claims under Georgia
law and the Lanham Act. Concordia’s fourth amended complaint ultimately became the
operative pleading.

VFI and Continental jointly sent Winder and Pressman a letter agreeing to defend them
under a reservation of rights. In that letter, VFI expressly reserved its right to seek the
reimbursement of its defense costs incurred in connection with all claims that its policy

did not potentially cover. 90 Pressman signed and returned an “Acknowledgement of
Defense under a Reservation of Rights,” under which he and Winder elected to retain
independent counsel to represent them in Concordia’s lawsuit. 21 As the litigation
progressed, the insurers sent Winder and Pressman updated reservation of rights letters
that specifically asserted a right to reimbursement on Continental’s behalf as well. 92



While the Concordia litigation was underway, VFI and Continental filed a declaratory
judgment action in the Northern District of Georgia. The insurers asserted that they had
no duty to defend or to indemnify Winder and Pressman in connection with Concordia’s
lawsuit and that they were entitled to be reimbursed for their related defense costs and
fees. The district court hearing the declaratory judgment action held that VFI and
Continental had no duty to defend Winder and Pressman because Concordia’s fourth
amended complaint did not allege personal or advertising injury and it further triggered

the failure to conform exclusion. 93 The court then encouraged the parties to reach an

agreement on the reimbursement of defense costs. 94 That they could not do, and they

soon filed cross-motions for summary judgment on the issue. In ruling on the motions,
the district court noted that whether an insurer had a right to reimbursement when that
right was asserted in a reservation of rights letter but was not contained in the insurance
policy was an open question under Georgia law. 9> The district court found in favor of

Winder and Pressman on the basis “that an effective reservation of rights necessarily
required a preexisting contract right: ‘[A]bsent a provision in the insurance policy—or
some other express agreement—an insurer who issued an otherwise valid, unilateral

reservation of rights cannot recoup its defense fees or costs.” 96 Both sides appealed to

the Eleventh Circuit. Winder and Pressman contested the district court’s coverage
determination, while VFI and Continental challenged the district court’s rejection of their
reimbursement claims.

The Eleventh Circuit first concluded that the failure to conform exclusion applied, such
that the district court properly held that VFI and Continental did not have an ongoing duty

to defend the Concordia litigation. 9/ That determination only resolved half the issues on

appeal, however, as the Winder Laboratories court explained:

[W]e have concluded that the insurers no longer have a duty to defend the
Fourth Amended Complaint, but that does not mean that the insurers never
had a duty to defend at earlier stages of the case. Rather, because insurers
under Georgia law have a broad duty to defend when there is “even
arguably” a covered claim, ... the insurers had an active duty to defend up
until the point when the district court ruled otherwise. Simply put, under the
facts of this case, the insurers were under a duty to defend until the district
court ruled that they were not.

This determination brings us to the second issue on appeal—whether, under Georgia law,
asserting a right to reimbursement in a reservation of rights letter entitles an insurer to



reimbursement even if the insurance contract did not contemplate a right to recoupment.
98

The court separated its analysis into two questions. First, did the insurers’ reservation of
rights letters create a new contract with the insureds? 99 The court concluded that the

letters did not create a new contract. 190 Second, would the Georgia Supreme Court
recognize a right to reimbursement absent a corresponding contractual right? 101 This

was a novel question of Georgia law. 192 The Winder Laboratories court concluded that

the Georgia Supreme Court would not recognize such a right and accordingly affirmed the
district court. 103

The insurers contended that the insureds both implicitly and explicitly agreed to the terms
of the reservation of rights letters that asserted the insurers’ rights to reimbursement.

104" This argument pivoted on the fundamental contract law principle of consideration.

105 The court had to decide whether the reservation of rights letters “created a new
contract—either explicitly (because one of the letters was signed by the insureds) or
implicitly (because the insureds accepted the defense while aware of the letters’ terms).”
106 Critically on this point, a party’s promise to perform a preexisting contractual

obligation does not furnish consideration for a new agreement. 107

VFI and Continental argued that there was adequate consideration attributable to the
reservation of rights letters because (1) Winder and Pressman received a defense; and (2)
they could choose their defense counsel. 198 The court easily rejected the insurers’ first
argument for consideration because the VFI and Continental policies required them to
defend Winder and Pressman against certain third-party lawsuits. The reservation of
rights letters also provided for such defense. In other words, the reservation of rights
letters were textbook promises to perform a preexisting contractual obligation that did

not constitute consideration for a new contract under Georgia law. 109

The insurers’ second argument for consideration fared no better. The policies did not
specify who would select defense counsel, but the reservation of rights letters gave the
insureds the ability to either (a) select their own counsel; or (b) allow the insurers to

appoint defense counsel for them. 110 Basically, VFl and Continental went from having to
provide a defense in accordance with their policies to having to provide a defense through
counsel of their choice or through counsel chosen by the insureds as allowed under the
reservation of rights letters. 111 Either way, though, VFI and Continental were obligated

to provide a defense. “In other words, because the insurers did not have the explicit right
to choose counsel for the insureds under the [policies], the insurers did not give anything



up to reach the new arrangement wherein the insureds ha[d] the option of selecting their
own counsel.” 112 Consequently, there was no consideration under Georgia law. 113

Alternatively, VFI and Continental argued that Winder and Pressman were unjustly
enriched because they retained the benefit of an expensive defense that they knew they

were not owed. 114 The court was unimpressed. The insurers’ unjust enrichment
argument likely failed from the start due to the existence of a written contract (the
insurance policies), but it failed on the merits regardless. 11> Quite simply, it was not
unjust to require VFI and Continental to fulfill their contractual obligations to their
insureds and doing so did not confer a windfall on Winder and Pressman. 116

Finally, but somewhat anticlimactically given its preceding analysis, the court had to
predict whether Georgia law would permit an insurer to recoup its defense costs “when
such a right is provided for in a reservation of rights letter but not the parties’ operative

insurance contract.” 117 In attempting to reach a decision, the court focused on Georgia
insurance law and, in particular, the foundational principle that the duty to defend is
broader than the duty to indemnify. 118

The Winder Laboratories court reasoned that, if it adopted a rule that allowed an insurer
to seek reimbursement of its defense costs without an insurance policy provision

establishing that right, “the duty to defend would collapse into the duty to indemnify.” 119
In other words, if an insurer owed a duty to defend but the insurer could obtain
reimbursement of its defense costs upon a court's determination that no ongoing duty to
defend existed, the duty to defend would simply become the duty to indemnify. 120 So
sweeping a result would not be compatible with Georgia insurance law, which imposes on
insurers a broad duty to defend and a more limited duty to indemnify. 121 Accordingly,
the court predicted that the Georgia Supreme Court would apply that logic and adopt “a
‘no recoupment’ rule.” 122

The court reassured itself of its correctness by observing that its holding comported with
a perceived national trend against the recoupment of defense costs in similar situations.
123 While an insurance company can provide for reimbursement in its policies, it cannot
create a right to reimbursement in a reservation of rights letter concerning a policy that
does not contain enabling language. 124

The Hawai‘i Supreme Court Rejects Recoupment



Approximately three months after the Eleventh Circuit issued its opinion in Winder
Laboratories, the Hawai'i Supreme Court decided St. Paul Fire & Marine Insurance Co. v.
Bodell Construction Co. 125 |In Bodell, the U.S. District Court for the District of Hawai'i
certified this question to the Hawai'i Supreme Court: “Under Hawai'i law, may an insurer
seek equitable reimbursement from an insured for defense fees and costs when the
applicable insurance policy contains no express provision for such reimbursement, but
the insurer agrees to defend the insured subiect to a reservation of rights, including

reimbursement of defense fees and costs?” 126 The Hawai‘i Supreme Court answered the
certified question “no.” 127 The court held that “an insurer may not recover defense costs
for defended claims unless the insurance policy contains an express reimbursement
provision. A reservation of rights letter will not do.” 128 The Bodell court offered three

principal reasons for its conclusion that insurers generally do not have a right to
reimbursement of defense costs.

First, insurance policies are contracts, and mutual understanding and consent enliven a
contract’s terms. 129 A reservation of rights letter reinforces the terms in the contract.

130 An insurer may reserve its contractual rights in a reservation of rights letter but

cannot create new ones there. 131 To permit an insurer to secure a right to

reimbursement through a reservation of rights without a policy provision granting the
right in the first place would be tantamount to allowing the insurer to unilaterally amend
the policy. 132 A reservation of rights letter does not alter the policy’s coverage or
remake the contract, nor does it relieve the insurer of the cost of defending its insured
where the insurer had a duty to defend. 133 So, unless the policy provides a right to

reimbursement, the insurer enjoys no such right. 134

Second, recognizing an insurer’s right to reimbursement of defense costs would erode the
duty to defend. 135 After all, an insurer's duty to defend is assessed at the outset of a
case, not at the end. If a complaint or petition alleges claims that are potentially covered,
an insurer that declines to defend does so at its peril. 13 But if insurers recover their
costs incurred in defending uncovered claims, the duty to defend may instead be
determined after the insurer assumes the defense. 137 This sequence narrows the broad
duty to defend, dilutes the insurer’s good-faith duty to defend, and, even worse, may
encourage bad faith on the insurer's part. 138

According to the Bodell court, reimbursement undermines the duty to defend by resting
the insurer’s right and duty to defend on a judicial determination that a complaint or

petition alleged covered claims. 132 Permitting an insurer to recoup its defense costs



would effectively equate the insurer's duty to defend with its duty to indemnify. 140 As

for insureds, rather than protection against all possible claims, they would only be
protected against repaying defense costs for claims that were eventually found to be
covered. 141

At the same time, refusing reimbursement does not deprive insurers of a remedy. 142 |f

an insurer is uncertain about whether a complaint or petition alleges covered claims, it
can pursue a declaratory judgment action. 143

Third, the Bodell court rejected the insurers’ unjust enrichment argument, writing that
“[d]efense is part of the deal.” 144 By their nature, contracts benefit both parties.

Although the insurer is contractually obligated to defend the insured, the insurer benefits
by earning the premium that it charged for the policy and by retaining the right to control

the defense. 14> In sum, by defending the insured, the insurer protects itself at least as

much as it protects its insured. 146

In contrast, if the court were to allow reimbursement, it might well be the insurer that
would be unjustly enriched. When an insured is required to reimburse its insurer’s
defense costs, it is paying for the insurer to protect itself. 47 If an insurer undertakes its

insured’s defense and a court later determines that there was no duty to defend, the
insurer has received free insulation from bad faith or breach of contract claims. 148 This

is a win-win situation for the insurer. “Meanwhile, the insured ‘receives no greater benefit
than if its insurer had refused to defend outright.” 149

Finally, the insurers argued that, without a right to reimbursement, insurers might be
tempted to deny costly and questionable claims rather than defending those suits. 1°0

The Bodell court gave this argument short shrift. The court noted that insurers, as skilled
defenders of litigation, are well positioned to evaluate their defense obligations. 1>1 Plus,

potential liability for bad faith and breach of contract sufficiently motivates them to honor
their contractual obligations. 152

The First Circuit Rejects Recoupment Under Massachusetts Law

Berkley National Insurance Co. v. Atlantic-Newport Realty Co., 153 in which the First

Circuit applied Massachusetts law, is the latest reported case rejecting recoupment.

In the underlying litigation, Stephen Papsis sued Granite Telecommunications, LLC
(Granite) and Atlantic-Newport Realty LLC (Atlantic) for a foot injury that he suffered as a



result of a sewage backup while working in a cafeteria operated by Granite. Granite was
the named insured under a Berkley National Insurance Co. (Berkley) policy; Atlantic was
an additional insured under the policy.

Atlantic and Granite tendered Papsis's lawsuit to Berkley. Berkley asserted that it had no
duty to indemnify Granite or Atlantic by virtue of the pollution exclusion in its policy.
Nonetheless, Berkley agreed to assume the defense of Papsis's suit under “a ‘“full’

reservation of the right to disclaim coverage.” 154 Berkley further reserved its right “to
bring an action for declaratory relief to be relieved of any continuing obligation to provide
a defense.” 155 In connection with the latter reservation, however, Berkley stated that,
pending a coverage determination, it would fully defend Papsis's suit and would pay all
reasonable costs and fees incurred in the defense. 156

Berkley thereafter filed a declaratory judgment action in a Massachusetts federal court. In
addition to asserting that Berkley had no duty to defend or indemnify Granite and Atlantic
based on its policy’s pollution and fungi or bacteria exclusions, Berkley's complaint
included a claim for restitution under Massachusetts law for the costs Berkley had

incurred in defending Papsis's suit. 1°7 The district court ultimately awarded Berkley
summary judgment based on the fungi or bacteria exclusion. The district court also found
for Berkley on its restitution claim and held that Atlantic and Granite were obligated to
reimburse Berkley's defense costs. 1°8 In so holding, the district court reasoned that
Atlantic and Granite should have expected Berkley to seek reimbursement of its defense
costs based on its “explicit reservation of rights.” 159 Atlantic and Granite appealed the

decision to the First Circuit.

On appeal, the insureds contended that the district court erred in part because there was
no support in the record for the district court’s finding that Berkley had explicitly reserved
its right to seek reimbursement of its defense costs and thus there was no basis for

permitting Berkley to pursue restitution. 160 The First Circuit agreed.

In fact, the Berkley National court was unclear as to which “unilateral reservation” of rights
by Berkley the district court had in mind in ruling for Berkley. 161 The court’s uncertainty

arose because Berkley not only made a “full” reservation of its right to disclaim coverage
but also reserved the right to seek a declaratory judgment that it had no duty to defend
Atlantic and Granite against Papsis's claims. 192 It was therefore possible that the district

court had either or both reservations in mind. It made no difference in the end.

The First Circuit stated that Berkley's “full” reservation of its right to deny coverage was
not itself a reservation of the right to seek reimbursement. 163 Nor was Berkley’s



reservation of the right to seek a declaratory judgment excusing its duty to defend an
express reservation of its right to seek reimbursement of its defense costs. 104 Indeed,
in the letter in which it reserved its right to pursue a declaratory judgment action, Berkley
stated “that ‘[p]Jending the receipt of such a’ declaratory judgment,” it “would ‘provide a full
defense to the Papsis case and . . . pay all reasonable costs and fees associated with [that]
defense.” 165

The Berkley National court also rebuffed Berkley's apparent claim that Massachusetts law
would permit a liability insurer to seek reimbursement of its defense costs in the absence

of an express reservation of rights to that effect. 16 The court could find no support for
that argument in out-of-state cases or under Massachusetts case law, the district court
had cited no such authority, and Berkley offered none. 167 In fact, all the authority on-

point required an express reservation of rights as a predicate for a recoupment claim. 168

The court concluded that the district court should have granted Atlantic and Granite
judgment on the pleadings with respect to Berkley's restitution claim rather than
awarding Berkley summary judgment. 169 The First Circuit thus reversed and vacated the

district court’s judgment on this aspect of the case.

Observations and Analysis

Insurers’ right to recoup defense costs incurred in connection with uncovered claims or
causes of action is controversial and courts are certain to remain divided on the subject as
the recent case law reflects. Some general principles, however, merit discussion.

A Policy Provision Creating a Right to Reimbursement Should Be Enforced

First, even courts that have been hostile to insurers’ claimed right to reimbursement of
their defense costs generally acknowledge that such a right is enforceable if it is expressly
preserved in the policy. 170 As the Restatement of the Law of Liability Insurance
observes, “[wlhen an insurer’s claim to recoupment is based on an express contractual
right to reimbursement . . . it presents no legal difficulty.” 171 West American Insurance

Co. v. Del Ray Properties Inc. 172 is illustrative.

Del Ray Properties Inc. (Del Ray) operated two mobile home parks in Longview,
Washington. In August 2016, Longview sued Del Ray for failing to pay its utility bills. Del
Ray residents Sharon Doerr and Randall Beck also sued the company, alleging that Del



Ray's willful failure to pay the city jeopardized their water and garbage services. The two
lawsuits were subsequently consolidated.

Del Ray was insured under a commercial general liability (CGL) policy issued by West
American Insurance Co. (West American) and a businessowners policy from North Pacific
Insurance Co. (North Pacific). The insurers agreed to defend Del Ray in the consolidated
litigation under reservations of rights. The insurers sent Del Ray three reservation of

rights letters, the last one dated July 12, 2022. 173 In their final reservation of rights
letter, West American and North Pacific informed Del Ray that under an endorsement to
their policies, they had the right to recoup their defense costs if it was later determined
that the claims for which they provided a defense were not covered. 174 The policies’

identical endorsements stated:

If we initially defend an insured or pay for an insured'’s defense but later
determine that none of the claims, for which we provided a defense or
defense costs, are covered under this insurance, we have the right to
reimbursement for the defense costs we have incurred.

The right to reimbursement under this provision will only apply to the costs
we have incurred after we notify you in writing that there may not be
coverage and that we are reserving our rights to terminate the defense of

the payment of defense costs and to seek reimbursement for defense costs.
175

West American and North Pacific filed a declaratory judgment action in a Washington
federal court and won summary judgment: the court held that they had no duty to defend
or indemnify Del Ray in connection with the consolidated litigation. 176 After resolving
the coverage questions, the court turned to West American’s and North Pacific’s claims
that they were entitled to recover their defense costs incurred after their July 12, 2022,
reservation of rights letter. 177

On the one hand, under controlling Washington law, insurers generally may not seek
reimbursement for defense costs incurred while their duty to defend remains uncertain.

178 As the Washington Supreme Court explained in National Surety Corp. v. Immunex

Corp.: 179

Disallowing reimbursement is most consistent with Washington cases
regarding the duty to defend, which have squarely placed the risk of the



defense decision on the insurer’s shoulders.

It is the insurer that decides whether to defend . .. before any judicial
determination of coverage. Providing a defense benefits the insurer by giving
it the ability to monitor the defense and better limit its exposure. When an
insurer defends under a reservation of rights, it insulates itself from
potential claims of breach and bad faith, which can lead to significant
damages, including coverage by estoppel. ... In turn, the insured receives
the benefit of a defense until a court declares none is owed. Conversely,
when an insurer declines to defend altogether, it saves money on legal fees
but assumes the risk it may have breached its duty to defend or committed
bad faith. . ..

We reject [the insurer’s] view that an insurer can have the best of both
options: protection from claims of bad faith or breach without any
responsibility for the costs of defense if a court later determines there is no
duty to defend. This “all reward, no risk” proposition renders the defense
portion of a reservation of rights defense illusory. The insured receives no

greater benefit than if its insurer had refused to defend outright. 180

On the other hand, another Washington federal court had held a few years earlier that
when a court determines that the insurer owed no duty to defend and the insurance
policy at issue contains language asserting the right to recover defense costs in that

situation, Washington law permits recoupment. 181 In /mmunex, after all, the
Washington Supreme Court was concerned only with the situation where an insurer
claims a right to recoupment in a reservation of rights letter. 182 In that instance, an

insurer’s right to recoupment “was not bargained for.” 183 |n contrast, when a policy

contains a provision expressly granting the insurer a right to reimbursement, the insurer’s
ability to recoup its defense costs associated with uncovered claims was bargained for.
Thus, even under Washington law, reimbursement is permissible where the policy
provides for it. 184

The West American court accordingly found that West American and North Pacific had
explicitly bargained for the right to recover their costs incurred in defending the
underlying litigation and that their rights were thus “valid under the relevant policy

endorsements.” 185 Consequently, West American and North Pacific could seek

reimbursement of their defense costs incurred after July 12, 2022. 186



In conclusion, while insurers that want to preserve their right to recoup their defense
costs should expressly provide for recoupment in their policies, that is not necessarily as
easy as it sounds. First, if the insurer is admitted to do business in the state where it
intends to issue such a policy, there is no guarantee that the state’s insurance department
will approve the insurer’s proposed policy language or endorsement. Depending on the
state, it may be only surplus lines insurers that can provide for recoupment in their
policies. Second, there are also commercial realities at play. Insurance brokers may resist
insurers’ inclusion of recoupment language in policies or the addition to policies of
endorsements that provide for recoupment. An insurance company that includes
recoupment provisions in its policies may risk losing business as a result. For many
insurers—perhaps most—preserving the right to recoupment is not nearly as important
as underwriting new business. After all, insurers seldom pursue recoupment, whether
because the relevant facts are unfavorable, the amount of the defense costs does not
justify further litigation expense, or the insured lacks the resources to satisfy any
judgment that the insurer might obtain. Third, although most courts recognize an

insurer's express contractual right to reimbursement, not all do. 187

Cases with No Duty to Defend in the First Place

Second, if an insurer does not have an express contractual right to reimbursement, the
next strongest case for recognizing such a right is one where the insurer never had a duty

to defend in the first place. 188 |n that instance, the insurer incurred defense costs

without any legal obligation to do so. 189 As the California Supreme Court explained:

An insurer facing unsettled law concerning its policies’ potential coverage of
the third party’s claims should not be forced either to deny a defense
outright, and risk a bad faith suit by the insured, or to provide a defense
where it owes none without any recourse against the insured for costs thus
expended. The insurer should be free, in an abundance of caution, to afford
the insured a defense under a reservation of rights, with the understanding
that reimbursement is available if it is later established, as a matter of law,

that no duty to defend ever arose. 190

Also, in a case where the insurer never owed a duty to defend, two of the principal
arguments against recoupment do not apply. First, when a court holds that there never
was a duty to defend, it is holding that the policy never even potentially covered the third-
party action. 191 Thus, it cannot be said that, by seeking reimbursement, the insurer is

unilaterally amending the parties’ contract, as some courts that have rejected



reimbursement have concluded. 192 In fact, there effectively was no contract that
governed the insurer’s defense obligation. 193 That being so, the insurer surely can

“reserve a right it has, not pursuant to the contract, but pursuant to the law of restitution.”
194

Second, where the insurer never owed a duty to defend, it cannot reasonably be said that
allowing reimbursement erodes the duty to defend. 195 However broad the duty to

defend may be, it is not limitless. 196 Just as an insurer does not promise to indemnify an
insured for any liability regardless of its nature, an insurer does not promise to defend an
insured against all claims, whatever they might be. 197 Rather, the insurer and insured

contract for a defense of only certain claims. This is apparent from the insuring
agreement of a standard CGL policy, for example, which provides:

We will pay those sums that the insured becomes legally obligated to pay as
damages because of “bodily injury” or “property damage” to which this
insurance applies. We will have the right and duty to defend the insured
against any “suit” seeking those damages. However, we will have no duty to
defend the insured against any “suit” seeking damages for “bodily injury” or

“property damage” to which this insurance does not apply. 198

Accordingly, requiring an insured to reimburse an insurer for the insurer’s costs incurred
in defending uncovered claims does not erode the duty to defend. 199

Reimbursement in Mixed Actions

Third, mixed actions present insurers with their weakest argument for recoupment. This is
first because of the “entire suit” rule,” also known as the “in for one, in for all” rule, the
“mixed-action rule,” and the “complete defense rule.” This rule holds that an insurer asked
to defend a mixed action generally must defend the insured against a// claims alleged in
the lawsuit, including those that are not covered, so long as the insurer has an arguable

duty to indemnify the insured on even one of the claims. 200 But the entire-suit rule is
not necessarily dispositive insofar as an insurer’s right to recoupment is concerned, as the
California Supreme Court outlined in Buss v. Superior Court. 201

[W]e ... justify the insurer’s duty to defend the entire “mixed” action
prophylactically, as an obligation imposed by law in support of the policy. To
defend meaningfully, the insurer must defend immediately. . .. To defend



immediately, it must defend entirely. It cannot parse the claims, dividing
those that are at least potentially covered from those that are not. ... The
fact remains: As to the claims that are at least potentially covered, the
insurer gives, and the insured gets, just what they bargained for, namely, the
mounting and funding of a defense. But as to the claims that are not, the
insurer may give, and the insured may get, more than they agreed,
depending on whether defense of these claims necessitates any additional
costs. 202

Thus, the Buss court held as to claims in a mixed action that are not even potentially
covered, the insurer may seek reimbursement of its associated defense costs. 203

Under Buss, the entire-suit rule governs the scope of the duty to defend, but it does not
govern the allocation of defense costs. The fact that an insurer must defend a mixed
action in its entirety for practical reasons does not prevent the insurer from later seeking
reimbursement of defense costs that it never bargained to bear. 204

The challenge for insurers regarding reimbursement in mixed actions is that assuming
they overcome the entire-suit rule based on Buss, insureds have other plausible
arguments against reimbursement. For one, a standard liability insurance policy states in

the insuring agreement that the insurer will defend certain “suits” against the insured. 205
Nothing in the policy language confines the duty to defend to potentially covered “claims”
pleaded in such suits. 206  Alternatively, the supplementary payments provision in a
standard liability insurance policy provides that the insurer will pay, with respect to anv
suit against an insured that the insurer defends, “[a]ll expenses [the insurer] incur[s].” 207
Policyholders contend that this language precludes the allocation of defense costs
between covered and uncovered claims. 208

This is not to say that insurers have no right to recoupment in mixed actions. Indeed, Buss
proves just the opposite. It is to say, however, that insurers’ right to recoupment is weaker
in mixed actions than it is in other contexts.

Reserving the Insurer’s Right to Recoup Defense Costs

Finally, an insurer that may want to recoup its defense costs must reserve its right to do
so. It is important that the insurer’s reservation of rights letter specifically and clearly state
that the insurer is reserving the right to seek reimbursement of its defense costs. If the
policy includes a reimbursement provision as in West American Insurance Co. v. Del Ray

Properties Inc., 299 the insurer should quote the policy language in its reservation of



rights letter. In this context even more so than in cases of questionable coverage, courts
will surely disfavor vague or “boilerplate” reservation of rights letters.

Conclusion

Insurers’ right to seek recoupment or reimbursement—pick your terminology—of their
defense costs incurred in connection with uncovered claims remains a feverishly debated
issue. Insurers have not achieved the widespread acceptance of reimbursement that they
anticipated following the California Supreme Court’s decisions in Buss and Scottsdale.

Today, pro- and anti-recoupment decisions appear to be more or less in balance. 210

That status seems unlikely to change any time soon.
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