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I11. The Liability Carrier’s Response

When a property owner (insured) reports a claim of a construction defect to a
contractor, the contractor “tenders” the claim to its insurance carrier. Upon receipt of the
initial tender, the insurance carrier must immediately decide whether to: (1) accept
coverage; (2) deny coverage; or (3) determine that it does not have sufficient information
to make a coverage determination and is thus still investigating the claim.

If the claim is accepted, meaning that it falls within a policy because it is the type
of claim for which the policy was written, it falls within the policy period, and it meets
specific conditions under the policy, then the company has two options: (1) the
acceptance will be made as unconditional; or (2) the acceptance will be made under a
Reservation of Rights. When a liability carrier reserves its rights, it has agreed to
participate in the defense of the insured, but leaves open the possibility that not all of the
damages sought in the lawsuit may be covered under the policy. If the carrier reserves
the right to deny coverage for damages based on claims that can be controlled by the
manner of the defense, the insured may be entitled to independent counsel, paid for by
the insurer. (California Civil Code §2860(a)).

Alternatively, if the carrier can determine that the claim is not covered, it will
decline entirely. In that event, the insured will need to retain counsel to defend itself. If
the insured believes its tender was wrongfully denied, it can be reviewed through the
California Department of Insurance at:

California Department of Insurance
Claims Services Bureau (Consumer Services Division)
300 South Spring Street, South Tower

Los Angeles, CA 90013
Tel: 1-800-927-HELP (4357) or 897-8921



Finally, if the facts are not clear, the liability insurance carrier also has the option
to not make a coverage determination if it does not have sufficient informationto to do so
al its disposal, by simply stating that they are still investigating the claim.

The policyholder should bear in mind that it will need to show facts that
demonstrate that the loss falls within the insuring agreement, i.e., that there is “property
damage” or a “bodily injury” that occurred during the policy period, and that the party
seeking a defense qualifies as an “insured.” Once those facts are shown, the carrier has
the burden to establish that an exclusion to coverage applies. See, e.g., Montrose

Chemical Corp. v. Superior Court (1993) 6 Cal.4th 287, 300.

A.  The Duty to Defend and the Duty to Indemnify

Liability insurance usually imposes two separate obligations on the insurer: (1)
the duty to defend such claims against its insured (by furnishing competent counsel, and
paying attorney fees and costs); and (2) the duty to indemnify its insured against third
party claims covered by the policy (by settling such claims or paying any judgments
against the insured),

1. The Duty To Defend

Generally, the duty to defend is broader than, and independent of, the duty to
indemnity. Horace Mann Insurance Co. v. Barbara B. (1993) 4 Cal.4th 1076, 1081. An
insurer “must defend a suit which potentiaily seeks damages within the coverage of the
policy,” so long as the claim is of the nature and kind covered by the policy. Gray v.
Zurich Ins. Co. (1966) 65 Cal.2d 263, 275. The presence of any potential recovery within
scope of the policy obligates the insurer to defend, even if “the majority of any recovery”

lies outside of coverage. St. Paul Fire & Marine Insurance Co. v. Sears, Roebuck & Co.




(9" Cir. 1979) 603 F.2d 780, 786. “The duty of an insurer to provide a defense is broad
and applies when there is only a potential for coverage even if no covered loss is

ultimately incurred.” Presley Homes v. American States Ins. Co. (2001) 90 Cal.App.4th

571, 574.

In California, there is a duty to defend if the lawsuit presents a “potential for
coverage.” Unlike some jurisdictions, California states that the duty to defend arises
from allegations contained within the complaint, as well as other information available to
the insurer (i.e., extrinsic evidence). If the facts and circumstances of the loss suggest
that there is a potential that the insured could be liable for a damage claim covered by the

policy, there is a duty to defend. Montrose Chemical Corp. v, Superior Court, supra, 6

Cal.4th 287, 293-294,
However, the duty to defend is not unlimited. Where the carrier can demonstrate
that the loss could not be covered by the policy, there is no duty to defend. Proof can be

shown from information outside of the complaint itself. Montrose Chemical Corp. v.

Superior Court, supra, 6 Cal.4th 287, 300 (emphasis added). Thus, for example, even if

the complaint alleges a claim that would be covered by the policy, if extrinsic evidence
demonstrates unequivocally that there could be no covered damage, the carrier need not
defend. An example is the policy that specifies coverage for designated premises. If the
complaint does not allege the location of the loss, and if the undisputed evidence
demonstrates that the fall occurred at an uninsured location, there would be no duty to
defend.

With regard to the “potential for coverage” and the scope of the duty to defend,

California courts have stated that even the formal cause of action chosen by the plaintiff



is irrelevant. Prior to 1999, California recognized a distinction between obligations
imposed in contract, and obligations imposed by law. Purely contractual obligations
were not insured by a general liability policy, and thus did not trigger a duty to defend,
because they were not damages imposed upon the insured “by law.”

In 1999, the California Supreme Court reversed this distinction, finding that the
only relevant inquiry concerning whether an insured was “legally obligated to pay” was
whether a court of competent jurisdiction was awarding damages. Thus, in a lease
dispute between a landlord and tenant, the court found that there is a duty by the insurer
to defend the landlord/insured because, aside from the contractual nature of the dispute,
there were claims of “property damage” caused by an “occurrence.” Vandenberg v.
Superior Court (1999) 21 Cal.4th 815.

2, The Duty To Indemnify

In contrast, the duty to indemnify arises at the conclusion of the case. If the

insured is found liable for damages that are actually covered by the policy, the carrier has

a duty to indemnify. Montrose Chemical Corp. v. Superior Court, supra, 6 Cal.4th 287,

California courts find that these two duties, the duty to defend and the duty to indemnify,
are distinctly different.

In sum, the duty to defend exists if there is any potential that the claimant could
recover against the insured on a claim covered by the policy, regardless of how the claim
is actually framed in court pleadings. The duty to indemnify exists if the actual basis of

liability against the insured is covered by the policy.






