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Insurer’s Reservation Of Rights On Coverage 
Condition Created Conflict Of Interest Requiring 
Provision Of Independent Counsel 

By Adam L. Johnson 

In Schaefer v. Elder, 217 Cal.App.4th 1 (5/16/2013), the California Court of Appeal held that an 
insurer’s reservation of rights relating to a condition of coverage created a conflict of interest 
requiring the insurer to provide for independent counsel pursuant to California Civil Code §2860 
and upheld disqualification of insurer-appointed defense counsel because the firm presumably 
obtained confidential information from the insured regarding the coverage issue. 

Elder Construction was hired by an owner to build a residence.  Later, the owner sued Elder for 
construction defects.  Upon tender, Elder’s insurer accepted the tender under a reservation of 
rights and appointed defense counsel to defend Elder in the suit. 

The insurer reserved on a condition that excluded coverage for work performed by independent 
contractors unless they met certain conditions, including an agreement to indemnify Elder.  
Answers to interrogatories prepared by appointed counsel stated that Elder “primarily 
contracted with . . . subcontractors to construct the subject property,” implicating the condition 
to coverage.  The insurer filed a declaratory relief action against Elder to determine whether the 
policy covered the claim. 

Elder hired a law firm to move to disqualify appointed counsel and determine Elder’s right to 
independent counsel under Civil Code §2860.  The trial court granted the motion, finding that 
Elder had a right to independent counsel and disqualified appointed counsel.  The insurer 
appealed. 

The Court of Appeal affirmed, citing Civil Code §2860 and Blanchard v. State Farm Fire & 
Casualty Company, 2 Cal. App.4th 345 (1991), for the proposition that an insurer may be 
required to provide for independent counsel to defend an insured “where an insurer reserves its 
rights on a given issue and the outcome of that coverage issue can be controlled by counsel 
first retained by the insurer for the defense of the claim.”  Here, the issue was whether the 
workers were Elder’s employees or independent contractors. 

The insurer argued that, because the owner could establish liability regardless of the status of 
the workers, appointed counsel did not have an “actual” conflict of interest.  The Court 
disagreed, stating:  “It is in Elder’s interest to argue that the work was done by employees 
because the insurance policy would apply even if Elder did not comply with the contractor’s 
special condition.  On the other hand, it is in the insurer’s interest to argue that the work was 
done by independent contractors so that, in the declaratory relief action, the insurer could argue 
that Elder was not covered because he failed to comply with the contractors special condition.” 

The Court found that appointed counsel had an ethical duty to Elder to try to establish that the 
workers were employees, and, at the same time, had an ethical duty to the insurer to try to 
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establish they were independent contractors.  The Court determined this created a disqualifying conflict that entitled Elder to 
independent counsel. 

The Court further held it was necessary to disqualify appointed counsel from all representation, stating it had to assume that 

appointed counsel received confidential information from Elder bearing on the coverage issue in preparing the interrogatory 

responses on behalf of Elder stating that Elder hired primarily subcontractors to construct the property.  The Court reasoned 

that appointed counsel simultaneously represented Elder and the insurer, which had conflicting interests.  Therefore, the 

Court concluded, appointed counsel was disqualified from continuing to represent Elder as well. 

____________ 

Insurer In Breach Of Duty To Defend Cannot Sue Independent 
Counsel For Excessive or Improper Fees 

Joelle A. Berle 

The California Court of Appeal in J.R. Marketing, L.L.C. et al., v. Hartford Casualty Insurance Company, 216 Cal.App.4th 

1444 (5/17/2013; ordered published 6/11/2013), held that an insurer in breach of its duty to defend does not have a quasi-

contractual right to sue independent counsel for reimbursement of excessive or inappropriate charges billed and that any 

reimbursement should be sought from the insured. 

The insureds and other parties were named as cross-defendants in a business tort action.  Their defense was tendered 

under commercial general liability policies issued by Hartford Casualty Insurance Company.  Hartford initially denied a 

defense on the ground that the acts complained of occurred prior to the inception date of the policy.  After the insureds filed 

a coverage action against Hartford and provided additional information, Hartford agreed to defend, but refused to provide for 

independent counsel or to pay defense costs incurred during the three months after tender. 

On motions for summary adjudication, the trial court held that Hartford owed a duty to defend from the date of tender and 

was required to pay for independent counsel.  The trial court ordered Hartford to pay all outstanding invoices and all future 

reasonable and necessary defense costs, subject to challenge and reimbursement following the conclusion of the case.  The 

trial court also ruled that Hartford was precluded from invoking the protections of Civil Code §2860 because it “has breached 

and continues to breach its defense obligations by (1) failing to pay all reasonable and necessary defense costs incurred by 

the insured and by (2) failing to provide Cumis counsel.” 

Over $15 million in bills of independent counsel were submitted, which Hartford paid.  Thereafter, Hartford sought 

reimbursement of monies, asserting unjust enrichment, accounting and rescission against the insureds, other parties and 

independent counsel.  On demurrer, the trial court dismissed independent counsel. 

Hartford appealed and raised the issue of whether it had a quasi-contractual right rooted in common law to maintain a direct 

suit against independent counsel for reimbursement of excessive or otherwise improperly-invoiced defense fees and costs.   

The Court of Appeal answered “No” and affirmed the dismissal. 

The Court first observed there was a conflict of interest between Hartford and the cross-defendants that entitled cross-

defendants to independent counsel at Hartford’s expense under section 2860.  Section 2860 limits the rate an insurer is 

obligated to pay to “the rates which are actually paid by the insurer to attorneys retained by it in the ordinary course of 

business in the defense of similar actions in the community where the claim arose or is being defended.”  The statute 

mandates that all fee disputes be resolved by binding arbitration. 

(Continued from page 1) 

(Continued on page 3) 



856243.1 

 

 

The Court noted that the protections of section 2860 are afforded only to those insurers who meet their duty to defend and 

accept tender of the insured’s defense, subject to a reservation of rights.  The Court observed that since Hartford breached 

its duty to defend, it lost the protections of section 2860 and could not seek the benefit of the rate limit or the fee arbitration. 

Further, the Court stated that, had Hartford not breached its duty to defend, it would have retained the right to sue 

independent counsel for breach of the duties set forth in section 2860(d) and (f), including the duties “to disclose . . . all 

information concerning the action except privileged materials relevant to coverage disputes,” to timely “inform and consult 

with the insurer on all matters relating to the action,” and to “cooperate fully in the exchange of information that is consistent 

with . . . .counsel’s ethical and legal obligation to the insured.” 

However, Hartford sought reimbursement of certain defense costs paid and cited to a statement in Buss v. Superior Court, 

16 Cal.4th 35 (1997), that an insurer has a right of reimbursement for defense costs as to claims that are not potentially 

covered, implied in law as quasi-contractual.  The Court rejected that claim and explained that that right of restitution is from 

the person who received the benefit, if it is unjust for that person to retain it.  The Court further noted, “there is no attorney-

client relationship between Cumis counsel and the insurer.” 

As such, independent counsel did not confer any benefit on Hartford when counsel provided legal services to its clients, the 

cross-defendants.  The Court added that Hartford’s payment for the legal services does not change that fact.  Thus, any right 

to reimbursement would be from the insureds if Hartford believes the fees were incurred to defend noncovered claims or that 

the insured agreed to pay independent counsel for more than was reasonable for the services performed. 

Lastly, the Court limited its decision stating that it does not take a position “as to whether an insurer would have the right to 
maintain a direct suit against independent counsel for fraudulent billing practices in connection with the underlying suit.” 

____________ 

Property Insurance Policy’s Endorsement Requiring Sprinkler 
Maintenance Created Condition Precedent To Coverage, And Fire 
Loss Was Not Covered 

By Alex H. Aharonian 

In American Way Cellular, Inc. v. Travelers Property Cas. Co. of America, 216 Cal.App.4th 1040 (5/30/2013), the California 
Court of Appeal ruled, as a matter of first impression, that a property insurance policy requiring the insured to “maintain” a 
sprinkler system was a condition precedent to coverage, where the insured’s insurance application had falsely represented 
that the covered building had a sprinkler system.  Because no sprinkler system existed, the insured was not entitled to 
coverage for damage caused by an otherwise covered fire loss.  The Court held that the insurance broker’s alleged 
negligence in preparing the insurance application could not be imputed to the insurer because the broker was not the 
insurer’s actual or ostensible agent. 

The insurance broker prepared an insurance application, which represented that the insured’s building was equipped with a 
sprinkler system when it was not.  The broker testified it was not Traveler’s agent, but rather, acted as broker for the insured.  
The insured’s principal testified that the insurer never contacted him during the application process. 

Based on the application, Travelers issued a property policy containing a “Protective Safeguards Endorsement for 
Sprinklered Locations and Restaurants,” which stated:  “As a condition of this insurance, you are required to maintain the 
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protective devices or services listed. . . .  Automatic Sprinkler System, including related supervisory services.”  The 
endorsement excluded coverage for loss or damage caused by a fire if, prior to the fire, the insured knew of a suspension or 
impairment of the sprinkler system or failed to maintain the sprinkler system in complete working order. 

A fire occurred at the covered premises.  In its investigation, Travelers learned there was no sprinkler system at the 
premises.  In the ensuing lawsuit, the trial court granted summary judgment in favor of Travelers. 

On appeal, the Court affirmed, holding that a sprinkler system was a condition precedent to coverage under the policy and 
that the insured’s failure to maintain a sprinkler system barred coverage.  The Court further held that Travelers could not be 
liable for failing to verify whether the building had a sprinkler system because “an insurer does not have the duty to 
investigate the insured’s statements made in an insurance application and to verify the accuracy of the representations.  
[Citation].  Rather, it is the insured’s duty to divulge fully all he or she knows.”  Furthermore, the Court determined that 
Travelers could not be liable for the broker’s alleged negligent preparation of the insurance application because the broker 
was not Travelers’ agent, and Travelers had never represented otherwise to the insured. 

____________ 
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