A Miscellany of Traps and Terrors
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Harm Caused by Insured’s Defective work or product

This discussion concerns liability insurance cdeerthe insured’diability arising from defective work
performed by the insured under a contract for a prncipal. The same observations apply in princif
to the insured’s liability cover in respect of daleive product provided to a buyer, but for coneene, |
shall refer only to work product.

A few preliminary thoughts to keep things in order

Liability insurance indemnifies the insured agaiioss due tdiability to a third party who has suffered loss for whiea insured
is liable. It differsfrom afirst party policy, particularly a Performance Bond, under which the insurer indemnifies directly tt
party who has suffered the primary loss, thaths,grincipal for which the work is to be performed.Performance Bonddoes
not cover the party performing the work in any way. On the contrary, it is first party cover for thencipal and the insurer
would have the subrogated rights of the insuredgal to pursue recovery for the loss from theypperforming the work.

Insofar as property is concerned, liability coverusually defined to mean physical harm to propertyoss of its use, and its
consequences rot pure economic loss Other policies can be bought that cover thaterg are some issues relating to physic
harm, but these are not relevant Rere

The insured’s liability in tort for damage to propefirst ariseswhen the harm occurs— not when the wrongful or negligent ac
occurs. If an insured builder installs faulty folations, and as a result the building sinks andksréwo years after it has beel
handed over to the principal, there is a breaatpatract and contractual liability when the inadsguproduct is handed over, bt
the resulting property damage by which tortioubility is incurred does not take place until thadequacy causes harm. It is onl
then that the issue of liability cover for the pedy damage arises.

Usually, there imothing in the insuring promise of the policy tolimit the cover to tortious liability , and it should not be
presumed that it does not extend to contractuhllitia if the circumstances meet the other critefiat it stipulate$. The cover
may be limited in this respect through conditionsl &xclusions. There is a presumption againstrcof/@ure economic loss
arising from breach of contract, but if there igitus damage to property, the cover is not affibtig the fact that there may alst
be a breach of contratt.

A common commercial liability policy usually contai‘Business Risk’ exclusionswhich, among other things, typically exclud
claims for damage to property in the possessioor aforked on by the insured; or claims for repaireplacement of defective
work; or claims for damage to property worked onthyy insured after it has left the possession efilsured. For convenience,
this discussion will proceed without regard to segblusions, that is, the issue is confined todffiect of the general promise of
cover in the insuring clause. These exclusionkheildiscussed briefly later.

Harm to the work may occumefore it is handed over in performance of the contractfter. If before, thénharm is suffered by
the insured and not by the principal, since the insured mixsit in order to meet its contractual obligation§the insured tenders
defective work that is not in accordance with tbateact, this is'ot damage to property of the principal It is simply abreach
of the contract, involving only pure economic loss to the prin¢ip8ecause the property tendered under the cdndi@es not

1 Diminution in the value of work because of the d&fan parts of its construction by the insuredhizre controversial, though the
obstruction caused by it and the need to find a dewign qualitatively different from the originar the need to remove other
property because of the defect may be persuasitleatrrespect. Viking Construction Management Inc v Liberty Mutirsdce Co
2005 Il App LEXIS 517;The Travelers Indemnity Co of America v Mo@6®7 Tenn LEXIS 234. The prevailing view is thae t
incorporation of a potentially dangerous and défeatomponent or product into a larger structuresdoot alone constitute property
damage unless and until the defective part caubgsiqgal injury to tangible property in at least somther part of the system:
Pilkington United Kingdom Ltd v CGU Insce [§2004) EWCA Civ 23.

2 Am Family Mutual Insce Co v Am Girl Ir&73 NW 2d 65, 83 (Wis 2004)nited States Fire Insce Co v JSUB [2@07 FLA
LEXIS 2394. “Occurrence” is not defined by refezerto the legal category, as distinct from the eafsaction, of the claim.

3 The cover depends on the actions of the insurednahcn the cause of action pleadé&deuger International Inc v Royal
Indemnity Co2007 US App LEXIS 8169, where these matters audized.

4 This is the ‘Products or Completed Operations tdizar



meet the required standards, the principal suffahg economic lossfor what is received is something less valuable than ah
was paid for.

No-one seriously claims that the insurance covetiepto themere remedy of defects or the insured’s liabilityn contract for
failing to comply with the contract by reason onlyof their presence This is the province of a Performance Bond,né ds
taken out. Poor workmanship, with its productné an ‘occurrence’ in itself, but if it later cassharm to other property, the
infliction of such harm is an ‘occurrenfeThis is usually made abundantly clear by the ithess risk’ exclusions since it is the
predicate of their operation.. Consequently, tfiscussion does not apply to such circumstancesigth this point will be
mentioned later as part of the total picture.

The relevant harm, may be causedore or after the handover

It may be caused tohe work or to property other than the work. This may be the property of thesured, the property of the
principal’, or the property of atranger. The expressiorProperty Damage”, in the insuring clause of an ordhary public
liability policy covers the harm done by the insuré’s defective work to such property of the principal orothers. Except in
relation to the work itself after it has been adedpby the principal, this is uncontroversial asdhbt within the issues undel
discussion. It is however relevant to the latisculssion by analogy that if before or after thedwver of the work it causes
damage to other property of the principal, thdpieperty damage” that is covered by the policy.

The insureccannot be liable to itselffor damage to its own property or to property ihieh it has an interest, suels the work
while it is still under construction and has not ben tendered by way of performance of the contract

Nor is damage to the work that is caused by the insuredfsesh conduct after tender and acceptance of,ithat is, by conduct
that has nothing to do with the work done in thegrenance of the contract. In such circumstanttes ordinary principles as to
cover will apply, and the involvement of the earlirks is an irrelevant consideration.

Theonly issue here is harm to the work product itselfthat is, harm beyond the mere existence of defefter its tender and
acceptanceresulting from a defect through the insured’dieafault. Using the above example, this woulket@lace when the
defective strength of the foundations causes tlegive way, allowing the building to sink and crackhe following discussion
will be confined to this.

At this time,in a literal sense such damage is ‘property damagé’since it is property and it is damaged. Furthethat time it
is the property of another since the finished work has been tendered to andpted by the principal in performance of tf
contract. When it is later damaged by the defécts,the property of the principal, who suffefetharm since it is no longer &
matter of requiring the insured to perform the cacttor to remedy defeétsIn addition to liability for breach of the coatt, with
consequential damage, the insured may also bedialvle in tort. These, togethegnswer all the elements of the general
insuring clause of the policy’® However, there is some controversy as to whéttter damage to sound parts of the work caus
by such defects would amount to the occurrenceayierty damagé!

5 Though the work may, in a sense, become the propéthe principal, if it is constructed on thermipal’'s land and become part of
it, the principal’'s rights to it are controlled Hye contract.
6 Greystone Constr Inc v National Fire & Marine Ins€e 2009 US Dist LEXIS 73055.

7 Damage to other property may include damage tatfus) drapery & wallpaper through water leakshe collapse of a ceiling
(Wm C Vick Construction Co v Pennsylvania Nationatidl Casualty Insce C52 F Supp 2d 569, 591 (EDNC 199BgIchthaler v
Keller Construction C®24 Wis 2d 387; 591 NW 2d 169 (Wis App 1999)); alasnage to cement by its mixture by another party
with that party’s cement, and the subsequent pttazhuof defective structures with the faulty mix¢éuare both occasions of property
damageAlie v Bertrand & Frere Construction Co L{@003) 222 DLR (¥) 687; but not to cracks in floor or loose paintedtly
connected with the faulty workn(diana Insce Co v Hydra Corp245 Ill App 3d 926; 61 NE 2d 70 (lll App 1995)Dther cases
where property damage was not found Rrizest Properties Ltd v Foundation Co of Canadd (1991) 57 BCLR (2d) 88Bird
Construction Co v Allstate Insce Co of Can#tif96) 36 CCLI (2d) 29Carleton Iron Works Ltd v Ellis Don Constructiordl(L996)
ILR 1-3373. Cases where it was found @mtario (Attorney-General) v Fatek1984) 2 SCR 536; 15 DLR (% 132; Gulf Plastics
Ltd v Cornhill Insce Cq1990) ILR 1-2644; aff (1991) 3 CCLI (2d) 208arwold (Carwald) Concrete & Gravel Co v General
Security Insce Co of Canaqa985) 17 CCLI 241; 24 DLR (3 58. Causing major structural defects to a stmecis physical harm to
property that is more than a mere threalie v Bertrand & Frere Construction Co L{dupra). Whether the harm is to the insured’s
own product or to the property of another is a jarf fact:ibid, where the supply of defective fly ash that was ddmecement
causing failure of the concrete part of a structuas held to be property damage. See also the, tdptident in this chapter..

8 Travelers Indemnity Co of Am v Moore & Assoc 216 SW 3d 302 (Tenn 2007m Family Mutual Insce Co v Am Girl 1§73
NW 2d 65, 83 (Wis 2004)Jnited States Fire Insce Co v JSUB @07 FLA LEXIS 2394Lamar Homes Inc v Mid-Continental
Casualty Ca242 SW 3d 1, 13 (Tex 2007)rinity Universal Insce Co v Employers Mutual Calsp&0 2008 US Dist LEXIS 39581.

It will be remembered that we are not speakinglefects to be remedied in accordance with theraontbut of
additional and separate harm.

10 1In summary:

Defects in the product or works prior to handover ot in themselves ‘damage to property’ nor are
they damage to the property for which the insurexilds be liable since no other party suffers loss



This last item is the point of this discussion It needs more elaboration. As it has been shawis plainly distinguishable from any
underlying claim for breach of contract that isdshgurely on harm consisting of defective work hweitt damage to other property or oth
parts of the works and which the insured is coti@ty obliged to repair or replace. That is siynfie fitting subject of a Performanc
Bond. This isharm beyond the mere presence of the defectdhe essential issue is whether this distinatiekes any differencé.

In these circumstances, although thereegainly property damage, and the insured is liak# for it, logically, it may not be enough tc
refer to such factors alone. There mayadbieer considerations The rules of construction require that the teofishe contract be reac
together and in the light of ifgurpose as a liability policyrather than as a Performance Bond. Converselyniécessary to acknowledg
that the relevant harm, for which the insuredasl, isadditional to simple non-performance of the contrated work. There is different
property damage that is superimposed upon the defesthat constituted mere breach of the insured’s auractual obligations.

In this respect it may beompared to the insured’s liability for damage to ther property.

Further,ex hypothesithe damage takes plaaier the work has been handed oveto and accepted by the principal, but this facsonat
necessarily decisive since it is not relevant isisue of cover in respect of repair and replac¢wigparts with developing defects.

In theUnited States, there is a common, though not univsal, viewthat, despite that the harm is “property damage‘rhich the insured
is liable in accordance with the literal meaningtiod insuring clause, such liability is not wittltime cover because the liability insuranc
policy isnot a Performance Bond

necessary to liability.

+ Damage to the product or works from the defecthat time is also ‘damage to property’, but the
insured is not liable to another for it since agtia the insured who suffers the loss.

« Damage at any time to other property of anothegthdr the principal or some other party, is ‘damage
to the property’ for which the insured would béli and comes within the cover.

» Damage to the property in the form of the post-lo&ed presence or progression of defects that requir
repair or replacement does not produce liability pooperty damage’ within the meaning of the pglic
The resulting liability is for economic loss failure to perform the contract by providing propettat
did not answer the contractual requiremeBtsminous Casualty Corpn v Gust K Newberg ConsiadCo
218 Il App 3d 956; 578 NE 2d 1003 (1991)fliana Insce Co v Hydra Corp2d5 Il App 3d 926; 615 NE 2d 70
(21993); Whitman Corpn v Commercial Union Insce €802 Ill App LEXIS 1105;Green v State Farm Fire &
Casualty Ca2005 Utah App LEXIS 582 A distinction is to be made between the defeatreek, on the one
hand, and damage that defective work causes ta ptloperty or other non-defective parts of the
works. In the situation under discussion in {isnt, the property supplied was not damaged: & wa
merely inadequate, and the claim is for purely @oanloss because the principal did not receive the
product bargained for.Tie same reasoning applies to a breafcimplied warranty in a sale of damaged property.
It does not render the insured liable for property aigen the liability is in contractluise v Nationwide Mutual
Fire Insce Co625 SE 2d 260 (W Va 2005Nationwide Property & Casualty v Com@008 US Dist LEXIS
24724.) The same principle and reasoning apply to the gdsere insured is in breach of a warranty,
such as in the sale of properstionwide Property & Casualty v Com2008 US Dist LEXIS 24724 This is the
real basis of the proposition that a liability pgliis not a performance bond, a proposition prilyari
derived from the nature of the policy, but suppitg the ‘business risks’ exclusions. This lighils
almost invariably the subject of a specific ‘busimeisk’ exclusion that is widely supporteshelby
Mutual Insce Co v LaMarch871 So 2d 198, 200 (FId“DCA 1979);390 So 2d at 326inited States Fire Insce Co v
JSUB Inc2007 FLA LEXIS 2394

« Damage to non-defective parts of the product orkeafter it has been handed over is probably
‘damage to the property’ within the meaning of tleapression in the policy, and the next issue is
whether any of the business risks exclusions isged

Y Eor examplejn Greystone Constr Inc v National Fire & Marine Ing€e 2009 US Dist LEXIS 73055, it was held that it does.

12 1t will be remembered that the mere presenceici slefects is not regarded as ‘property damage faat the presence of defects
and the harm to the works caused by them prioatalbver are not distinguished from each other.

13 Logically, this observation has its limitations cnthe reasons for the exclusion of that areaabilify from the cover does not
touch any temporal factors, but it is useful toenibiat the temporal factor may not necessarily ensideration.



As it has been indicated above, this reasoningiiginly correct as to any liability for merely ifiig defective work. But insofar as there i
other damage to the property of another, whichesponds to the language of the insuring clausee thieist besome doubt as tahis
justification for denying the insured’s claim for cover on thisund.

The validity of this doubt is recognised in sometpaf the United States, but some courts have thgtted the cover on an even mol
tenuous basis. It is said that the cover doesapply because the insuring clause always contairsleaent ofaccident’.** Because the
insured contractor must know or expect that it wél liable for any loss caused by any defect, @rguedthe loss, that is, the liability of
the insured, is not an accident® Extrapolating this to the present issue, it iguad that liability for any faulty workmanship istran
‘accident’ because it is not a fortuitous evenatftis, it is the natural and ordinary result obdure to perform under the contract cannot |
characterised as unexpectd.

This might be valid as to any defect in the propeftat is the plain result of the insured’s deldier conduct. Deliberately defective
workmanship produces the expected harm of a deéeptoduct and any consequences that are actuqfcted to flow from it. It may also
apply to any later harm that was so plainly likedgt the insured can be said to have courted $ke ri

But it is not valid to go further. It cannot logically apply to anyunintended and unforeseen loss (liabilitycaused by defective work.
Even the existence of the defect is usually unieerand unforeseén. A fortiori, as to any later harm caused by suchipintended defect.

Negligence which is the classic risk for which insurancetpobion is usually obtained, predicates an absefidgetention to execute the
work in a faulty fashion or, at least, to causehbenful consequenceseyond the presence of the defects themselveshwhaynot be
expected or even foreseeabld. ‘Accident will be found and cover applies whéine damage is done to other property in su
circumstances. Therem® valid distinction in this respectif the damage is done to the work itself whes ithie property of the principal.

Further, insofar as this theory seems to rely @nitisured’s expectation of liability for breachtb® contract rather than on expectation

damage to the property, it fails to recognise that element of accident mentioned in the policy rates to the causing of ‘property

damage’and not to the breach of performance that cau3dé breach of performance, an abstraction inaglthe terms of the contract, i
the cause of action, but the cause of the propkentyage was the physical conduct causing that rekuf the conduct and its result that a
the relevant factors for determining accid&ht.

‘Moral hazard’' as the basis of jpublic policy disallowance of the cover is sometimes raiseds daid that to permit insurance cover wou
encourage the insured’s negligence by producingndfell. This might be valid in respect of the aapand replacement of any defectiv
work; butthis does not extend to harm to other propertyand so it is difficult to see why it should exdeio harm to the works beyond an
defect. After all, negligence causing harm maygdeered without any offence to public policy. e, the reasoning could not apply to tt
insured’s liability for the harm caused by a subcactor for which the insured is liable. Undenstably, this theory is seldom adopted.

14 This limitation is introduced either directly ortlugh a definition, usually of “occurrence”. Shatttopic in this chapter. See also
the review of the aurthorities lnited States Fire Insce Co v JSUB RU07 FLA LEXIS 2394.

15 E g., State Bancorp Inc v US Fidelity & Guarantee Insae483 SE 2d 228 (W Va 1997)ationwide Property & Casualty v
Comer2008 US Dist LEXIS 24724. More particularly, itshBeen held that defective construction tghat deséige work
product itself can never constitute an accident, Agto-Owners Insce Co v Home Pride G#& NW 2d 571, 577 (Neb
2004);0ak Crest Constr Co v AustinMutual Insce @8 P 2d 1254, 1257 ( Ore 200Ry,aener Metals v Commercial Union
Insce C0621 SE 2d 33, 35 (SC 2005)

18 pyt another way, this argument says that damagétinesfrom a breach of contract must be presunoeloketexpected . It is said

that this is so because the consequential damdgeeiEeeable, but that is not an appropriate fanttre construction of an insurance
policy: United States Fire Insce Co v JSUB R@07 FLA LEXIS 2394. But the same criticism maylbvelled at it. It is based on
the proposition that no breach of contract can arhtuan accident, presumably because it is thg/'patuty to perform it, so that

any failure to do so has an expected consequefeh wrecludes accident.

17 | amar Homes Inc v Mid-Continent Casualty 242 SW 3d 1, 13 (Tex 2007)rinity Universal Insce Co v Employers Mutual
Casualty C®2008 US Dist LEXIS 39581

18 Am Family Mutual Insce Co v Am Girl Ir673 NW 2d 65, 83 (Wis 2004)Jnited States Fire Insce Co v JSUB @07 FLA
LEXIS 2394

19 If, when so conducting itself, the insured did mdend or expect the harm, or the legal liabiliwat flowed from it, it would
usually be regarded as an accident.



In other parts of the United States, recognitiotthef application of the literal meaning of the teraf the insuring clause to later unforese
and unintended harm to the principal’s propertydbfective work has led to a different line of ra@isg. The cover is denied in these cas:
only when a ‘Business Risk’ exclusion is engaged This appears to be the correct line of reampni

The persuasivarguments in favour of covetaside from the effect of any exclusions) are,thdiile any further harm to the works in the
hands of the principal caused by the defpegslicates non-performance of the contrads, @f the kind to which liability insurance usually
applies And thetender/acceptamceof the property before the harm occurs changesdiegant rights and obligations of the partiesiclvh
distinguishesthe earlier position where the harm falls direatpyon the insured and cannot be the subject afhdlity policy2° While both
this harm and purely defective work both ariseauton-performance of the contratitis additional harm is a supervening feature albeit
a consequential effect of it, amounting to the saysf fresh and distinct harm. This argument ke®thesimilarity in principle with the
cover afforded to the insured’s liability if the ham had been done to other property of the principalor to that of another, which is,
beyond dispute, covered.

The emphasisof this proposition is on the factor pfoperty damage which is consequential on breach of the contrather than on the
source of the insured’s liability, which is the breach. The damage is of a diffekimi from damage that consists only of defects.isT
focus on the mere fact that there is physical damagproperty for which the insured is liable hadé distinguished from the principle the
leads to the conclusion that the further deterionadf a defective part is also literally propedgmage for which the insured is liable, but
does not attract the cover. In the descriptionthefinsured’s cover, the element of the insuredbillty is as important as the factor o
physical damage to the property, but usually ineto the insured’s liability for damage to prdpevithout any distinction whether it arise
from breach of contract, which, incidentally, istire form of damage to property, or from tort.

The argument against coverelies on the presumed fact that faether damage was the result of the original defecthat constituted
non-performance and was merely an extension of thiereach of contract — non-performance The claim for any additional harm, i
would be argued, is merely a claim essentiallyefmnomic loss in contract for consequential damageaddition to damages for the defec
that caused the additional hafm.In this respect, insured’s liability consequentia breach of the contract is the same as lighitit the
defects. Thismphasis is on the nature and source of the insuradiabillity rather than the factor of ‘property d amage’. Despite its
force, this does not adequately address the poattin a sense the insured is liable “for” the prbp damage, albeit that such liability arise
from the breach of the contract.

Each of these propositions has attractive featares,in the United States, the many judgments emrthtter are seriously divided, dependi
on where the emphasis is placed. Some authontieboth sides attract rejection because, in justifitheir chosen line, they do nc
sufficiently address the valid aspects of the @ytarguments. Both lines would seem to be cosedtr as they go, and consequently t
validity of the answer lies elsewhere, as someschaege indicated. The best of these are as follows

First, the reasonableness of both arguments igdo faedicates, at leastmbiguity, which must beesolved in favour of cover a device
that is sometimes overused but which is classilltable in this case. Nevertheless, it wouldleésirable to have some other and stron
grounds.

Secondly, many policiesontain the ‘business risks’ exclusionswhich often directly deal with this issue, as mad, cognate issues o
cover. Thismplies that the insuring clause is to benstrued in favour of cover in respect of the cinemstances to which the exclusions
apply, subject to limitation to the extent that theydmnit. Again, this orocess of implication by réagl the contract as a whole is a classic
process of constructidf.

Thirdly, it is common for thebusiness risks’ exclusions to contain an exceptiomhen the harm to the completed works is causethéy
negligence of a sub-contractor. If the generahse did not cover such harm, the exception woeldtinse and have no operation. Sucl

201t is true that the principal’s cause of actiorstidl breach of contract and consequential damanetsin this position,
the principal can no longer refuse to accept thdeeed work product as performance of the contract.

21 This is sometimes expressed in the propositionttiere can never be ‘property damage’ within themreg of the policy in cases
of faulty construction because the defective watdered the entire project damaged from its inoaptiThis seems to be another
way of saying that, although the later developnamounts to physical harm, it is merely a featurthefnon-performance for which
the insured is liable.

22 Some policies foolishly do not contain the ‘busiesks’ exclusiorf€ so that such an implication is not available, thet problem
and the availability of such a clear solution tetipport an implication that the insurer intendet the insuring clause should provide
cover in such circumstances. A construction irotavof cover should be given to the promise initiseiring clause.



result will be avoided when an alternative reastmabnstruction is availabfé.

Fourthly, even in respect of those policies thahdbcontain any ‘business risk’ exclusiorissurers now know of this issue and have the
opportunity to, and dolimit the cover in this respect through those exclsions, if it is intended to do so There is no logical reason why
the cover should not extend to cover the loss ah suircumstances if the parties wish it. In thghtiof the engagement of the terms of tt
insuring clause to such circumstanaasy failure to use the exclusions implies that therdinary meaning of the insuring clause should
be adopted without any modification in this respecteind that such claims are not intended to be erddicdom cover. Further, the canon
of construction applicable to policies require ttfainsuring clause is to be read broadlyand that where there @anbiguity of this kind,
the policy is usually to be read against the caoesion favoured by the insurer who had proffered that form.

In Australia, it will besafer for insurers to expect this view to prevail ad to attend with precision to the drafting of the‘Business
Risks” exclusions tailored to meet the limits on the cover that iatended. If the issue arises in respect of an;laractitioners should
expect that the words of the insuring clause icdgsmon form may well encompass such a claim, aokl to the ‘business risks’ exclusion:
for the more refined issues.

A Cognate Issue - The Contractual Provision of dbinsurance and its Consequence

A complication arises when, pursuant to the cottrabween the principal and the contractor, ongaein is to arrange that the parties are
be jointly insured for harm to the works during the period of the contract so that the insurance moneysra to be applied to any
necessary repair or restoratior?* In respect of this issue, it is usually irrelevamether the duty to insure falls upon the priatipr the
contractor. This discussion is concerned with the insurance mbant to a claim against the contractor by the prigipal or, more
particularly, by the insurer in a subrogated claimmade in the name of the principal

This is usually, but not necessarily, the insufethe named insured against the party to whom tméract says the cover is to be extende
andthe issue is whether an insurer of one insured cabring a subrogated claim in the name of that insurd against the other insured
to whom the policy also refers

Two questions have arisen —
« whether in the circumstances of such joint insurartbe, wrongdoing insured remains liable to the otheinsured for causing
loss that comes within the cover of the poli¢y; and, if so,
« whether there isany reason in law why the joint insureds’ insurer Bould be unable, by such a subrogated action, t@cover
from the insured wrongdoerthe amount of the indemnity that it has providethie other insured.

As it has been indicated,the insured defendant wrongdoer is not liable tahe other insured, there is no foundation for sucta claim.
In the absence of any liability of the defendant isured, no liability cover in relation to that party is relevant This situation may come
about if, for example, there has beenaver of, or other legal reason against, such liality . Waiver is straightforward and is not releva
here; and the ‘othdegal reason; if any, is to be found ithe contractual arrangement between the parties fojoint insurance.

Consequently, this whole discussion dependshenhypothesis that the defendant insured would hav been liable to the nominal
plaintiff/ insured but for the effect of the contract between them; that it was intended under the agrement between the insureds that
the relevant insurance should cover the defendanof a claim such as that brought by the other insuré.

Under the first of the available alternative theerithe defendant relies on the contractual arraegefor the joint insurand®e escape such
liability on the basis of an implied term that there should be no liability between them in respect dbsses covered by the insurance
Under the implied arrangement, timsurance is to be a substitutdor any relationship that would admit liability asremedy for a wrong
done by one to the other within that range. Whalillty is excluded in this way, it is becauséeam to that effect is implied from the
agreementin the absence of an express term to the contfary:

2| ee Builders Inc v Farm Bureau Mutual Insce T3¥ P 3d 486, 491 (Kan 200&amar Homes Inc v Mid-Continent Casualty Co
50 Tex Sup Ct J 1162, 116ex 2007)eBnar Corpn v Great Am Insce @00 SW 3d 651, 673 (Tex App 200&)nited
States Fire Insce Co v JSUB 12807 FLA LEXIS 2394.

24 This is usually associated with a similar agreenaento liability cover. For ease of discussioiis thill be discussed separately
below.

i not, there can be no subrogated claim, for ti@gated party can do no more than enforce tinsrigf the subrogor, and if that
party has no cause of action, there is nothingnforee.

26 Tyco Fire & Integrated Solutions (UK) Ltd v RollsoyRe Motor Cars Lt§2008}EWCA Civ 286; [2008] All ER (D) 16.



It is necessarywithin this theory to have eelease from liability implied from the arrangement. Therenis principle of insurance lawto
the effect thabne joint insured cannot be liable to another joininsured in respect of the subject matter of the oger.?’

That is thefirst answer. The result is a matter of construction of the contact, but with a serious possibility that there willbe found to
be an implied term by which each party exculpateshe other from liability to itself in respect of theinsured risk.

Thealternative theory works on the assumption that such liability hastreen affected in that way — that the wrongda#mremains liable

to the other party, who may share the insurancercol they do so , there is a line of authoritieshe effect thasuch a subrogated action
will not be permitted because it would involve ciraity of action. If successful, the insurer would obtain judgmagainst an insured
whom it would then have to indemnify to the fulkemt of the judgment. This principle has receivegbectable judicial support.

By an obiter comment in thidouse of Lord<® taken up and supported in the Court of ApPeal preference has been expressed for
‘implied term’ solution over circuity of action.>® This preference is, of course, subject to anyesgterm to the contrary in the contrict.

Theresolution of this problem may be founid the terms of the policy but it may sometimes heecessary to look to the terms of the
contract, particularly when the nominal plaintiff was requireo obtain the relevant insurance covering them#dnt? If the policy does
not provide cover in respect of the loss, andvfas never agreed that it should do so, no isss

When, however, the intended cover does apply divisys a matter of construction of the contract -
« whether either party is to be liable to the othalifor the harm, irrespective of the authorsbiipany negligence; or
¢  whether liability remains, but only to the extematt it is not covered by the joint insurance; or
* whether any release of liability is limited to twerks or extends to other property; or
« whether the issue of liability is not affected I joint insurance arrangements because they maxdained without touching
the insured’s liability**

The answer to these questions will depend on timestef the contractual arrangements in the fagnadtix of the particular case. Nothin
more can be said except that there is a tendemdidamatter to be resolved in favour of the defenan the reasoning that the parties hz
impliedly agreed to replace any mutual liabilityer sewith the agreed insurance.

# bid
28 Co-operative Retail Services Ltd v Taylor Youngtienship Ltd(supra); [2002] 1 WLR 1419.
2 Tyco Fire & Integrated Solutions (UK) Ltd v RollsoyRe Motor Cars Lt§2008]JEWCA Civ 286; [2008] All ER (D) 16.

0 The expression of preference did not say thatlteenative was wrong

s Tyco Fire & Integrated Solutions (UK) Ltd v RollsoyRe Motor Cars Lt§2008]JEWCA Civ 286; [2008] All ER (D) 16.

32 A typical circumstance when this is so arises wiiem nominal plaintiff has failed to obtain the
insurance as required. Another is when the insupalicy covering the plaintiff automatically extgs it
to any party to whom the nominal plaintiff is catually obligated to obtain insurance cover, dnght
only to the extent to which the obligation requiites

33 If, as within the reasonable bounds of theoreticalsibility, the nominal plaintiff has obtaineaver for
the defendant that exceeds the contractual oldigati do so, and if it covers the claim, then, ifieettion
aside, the defendant will be entitled to the benefithe cover and circuity of action will be inveld,
though the contract between the parties could aatdmstrued as waiving liability, nor could theeedny
implied term precluding liability, arising from tregreement for joint insurance since it did noeagt so
far. This may be productive of difficulty if cir@dy of action is discarded as an operative prireijl

favour of construction of the contract and/or iregliterm: seeco-operative Retail Services Ltd v Taylor Young
Partnership Ltd2002] UKHL 17; [2002] 1 WLR 1419 antiyco Fire & Integrated Solutions (UK) Ltd v RolloyRe Motor Cars Ltd
[2008]EWCA Civ 286; [2008] All ER (D) 16, which adiscussed below.

84 Co-operative Retail Services Ltd v Taylor Youngtiemship Ltd(supra); [2002] 1 WLR 141%urrey Heath Borough Council v
Lovell Constr Ltd[1990] 48 BLR 108Scottish & Newcastle plc v GD Constr (St Albans) [2003] EWCA Civ 16; [2003] LI Rep
IR.



The same reasoning in principle arises in casesenxire party agrees to provide insurance cover for thether, usually as an added
insured under its own policies, in respect of liallity to third parties, and the insurer, having paid the claim on behalf of the named
insured, seeks to recover contribution from the beeficiary as a joint co-tortfeasor in subrogated preaeedings In principle, the claim
is on all fours with the position discussed aboiWée insurer, having indemnified the named insdoedhe loss, seeks through subrogate
proceedings to recover from the other party tocthreract for that party’s liability, if any, to theamed insured.

If the named insured has kept its promiseso that thalefendant is an added insuredinder the subrogated insurer’s policy, there léll
an issue as to whether the parties’ agreemeninfaedly waived any such liability; andthe rule against an insurer’s recovery from its
own insuredin respect of a covered risk will also defeatahgon.

If the named insured héailed to have the defendant addeds an insured under the policy, the action willdacause theefendant will
be insulatedagainst liability because itsoss-claim for breach of the promisewill equal any sum to which the nominal plaintifbuld be
entitled® Further, the defendant may not be liable to thminal plaintiff if such liability had been impliedly waivedin advance in
accordance with the above discussion. And the@énsusubrogated rights are no better than thoskeoparty who subrogates them.

If the contractual arrangement between the prin@péd the contractor does not require that bottigsabe covered by the same insurer, tl
same result will obtain if it can be implied thietparties have agreed that the insurance arramgemeplace their respetive liability to eac
other. The principle remains the same.

Addendum: A further related question has arisen in refatiorespect of a claim for contribution betweenirsurer and a party who ha:
contractually agreed to indemfy the insured as pérthe transaction between them. Subject alwayshe terms of the contractua
indemnity, the respective obligations of the oblfgare not co-ordinate and the contractual indgmsiprimary. If the insurer pays, it may
recover up to the limit of the contractual indemnithile in the reverse situation that obligor canabtain contribution from the insuré.

“Established by Final Judgment” or “In Fact”

A policy provision sometimes uses an expressioh sscestablished by judgment or final adjudicatiort®” or “in fact”.®® For all purposes
here, the expressions are synonymous. There hascba&oversy as to whether the matter to whichetkgression refers may Ipeoved in
an application between the insurer and the insuredpr whether it must be proved in separate underlyig proceedingsbefore the
provision in which it is contained can operate.mhy refer to such things as the insured’s fraddy such provision isiot engaged until
the specified fact is so establisheeither in the third party claim or prosecutioraimgt the insured, or in proceedings between theréu
and the insurer. Thiasurer can rely on it when its terms are fulfilled but not while the relevant matter remains unproven®

This discussion doewot touch the general principle that, absent anything ingiblécy to the contrary, thiesurer’s obligation to indemnify
the insured under the liability policy is not enforceable against the insurer until the insured’s liabity to the third party has been
establishedby judgment, award or settlement. Of couather obligations may be imposed by the contract toperate before that time

35 The Home Insce Co (in lig) v The Travelers Indeyn@it2008 US Dist LEXIS 7851.

36 Speno Rail Maintenance Aust Pty Ltd v Hammersley Rty Ltd[2000] WASCA 408; followed irCaledonia North Sea Ltd v
British Telecommunications p[2002] UKHL 4;HIH Claims Support Ltd v Insce Aust L[2D09] VSC 434.

37 The reference to proof “by judgment or final atifation” is simply to make it clear that findingach as those of a
Royal Commission or official investigation wouldtrime sufficient for this purpos&ilbermann v CGU Insce L{@003)
NSWCA 203(rev on other grounds).

%8 Eor convenience, this discussion will refer onhatoexclusion. The nature of the provision islévant Any conflict between a
provision of this kind and the wide terms of theuring promise does not create any ambiguBgtl v NCRIC Inc2005 US App
LEXIS 1379

39 Wwilkie v Gordian Runoff LtfP005] HCA 17; (2005) 13 ANZIC 61.64Rich v CGU Insce Ltd; Silbermann v CGU [2905] HCA
16; (2005) 13 ANZIC 61.642. For example, the iesis claim for defence costs generally may be pugsue on this ground when
ultimately the claim for them is made. A differenshould be noted between the operation of an grdwand the insurer’'s exercise
of its right to refuse to indemnify the insuredtbe basis of its anticipated operation. For examgh exclusion may be expressed to
depend on the formal establishment of facts, sednaaid, and so the exclusion will not operatelwutth formal establishment takes
place; but in the meantime, in anticipation of tregtult which it can establish, the insurer mayb®in breach of utmost good faith
should it refuse to meet its obligations that woeddst but for the exclusior8ilbermann v CGU Insce L{@003) NSWCA 203; 12
ANZ Ins Cas 61-571\ilkie v Gordian Runoff Ltf2003] NSWSC 1059; (2004) 13 ANZ Ins Cas 61-6E¥ @n other grounds).



The issue usually arises in two ways. First, if ttied-party claimant has succeeded against the insed without proving the relevant
matter, the insurer may wish to prove it as a defencéheinsured’s later claim for indemnity. Secondlye issue may, but for the
exclusion, arise in respect ah obligation of the insurer that would exist prior to the trial of the underlying action. For example, an
issue may arise as to whether the insurer musthaeéwdefence costs, or has an obligation to undettekdefence of the insured.

The expressiodoes not necessarily require adjudication by the wterlying fact-finder in the third-party’s claim . For example, it may
be established iprior proceedings between the insurer and the inswd to test the parties’ rights and obligations whiea insurer has
invoked the exclusion in order to decline to praviddemnity®® Butit requires a curial process* And it requires evidenceupon which

the fact may be determined in the relevant procegd?

It is usuallysufficient to prove that the relevant fact, and noother, is the basis of the insured’s liabilityin the underlying third party’s
action. If that has already been proved in theedyihg action, the insurer need not prove the fagin®® But thisdoes not necessarily
imply the need for proof prior to the underlyintidation of the insured’s claim against the insiifer

There is animportant caveat It is necessary to be precise as to the subject mattef the rights to which an expression of this kin
applies. For example, some policiespressly, butgenerally provide thatthe promised indemnity will not be provided if it is
established that the insured is guilty of fraud But the promise to advance defence costs wiltdrgained in @&pecific provision. If the
insurer declines to advance defence costs on tis tieat the insured is guilty of fraud, as allegedhe claim, there will be aissue as to
whether the general exclusion applies to the speicifpromise.

Theliteral language of the exclusion applies to defeeccostsas well as damages. But in the absence of claguége to the contrary, it
will not apply for very practical reasons Theimportance to the insured of an advance of costs &hat stage of litigation favours the

view that, where it is reasonably possible, thercghouldavoid a construction that deprives the insured ofti If there is a clear
expressé‘il(gn to the contrary, the insurer's dutyutrhost good faith would not affect its entitlement to refuse to au& costs on valid
grounds:

This term of the policy, or a promise of the insig@rovision of the defence, usually resert@she insurer the right to recover the sums
it pays out if later it is proved that the cover di not apply.*® Of course, the efficacy of this rider will depen thefinancial capacity of
the insured to repay Ex hypothesithat party will have lost in the underlying liiion and will not be indemnified under the poliehich
would further reduce that financial capacity. Theuentlyleads the insurer to try to escapérom liability to the insured before it provide:
a defence or advances defence costs.

40 Westport Insce Corpn v Hanft & Knight FXD07 US Dist LEXIS 90599.
41 wilkie v Gordian Runoff Lt€2005) 79 ALJR 872; [2005] HCA 1Read v Allianz Aust Ltf2006] NSWSC 366

2 pm Mortgage Insce Co v Am International Specidliyes Insce C2006 US Dist LEXIS 24853, WL 825266 (ND Cahedeal

Insce Co v Cintas Corpn v Cintas Corp806 US Dist LEXIS 33369, WL 1476206 (SD Ohié)n Chem Socy v Leadscap@05

Ohio LEXIS, WL 1220746St Paul Mercury Insce v Fost@68 F Supp 2d 1035, 1045 (CD Il 2008rown & LaCounte LLP v
Westport Insce CorpB07 F 3d 660 (7 Cir 2002);Westport Insce Corpn v Hanft & Knight D07 US Dist LEXIS 90599.

43 Steadfast Insce Co v Stroock & Stroock & Lavan 20B4 US App LEXIS 16144°MI Mortgage Insce Co v Am International
Specialty Lines Insce G006 US Dist LEXIS 24853, WL 825266 (ND Cdfgderal Insce Co v Cintas Corpn v Cintas Cogf06
US Dist LEXIS 33369, WL 1476206 (SD Ohi#ym Chem Socy v Leadscd#5 Ohio LEXIS, WL 12207468t Paul Mercury Insce
v Foster268 F Supp 2d 1035, 1045 (CD IIl 200Bypwn & LaCounte LLP v Westport Insce Cojd¥ F 3d 660 (7 Cir 2002);. It is
not necessary that there be an adjudication bwigerlying fact-finderWestport Insce Corpn v Hanft & Knight FXD07 US Dist
LEXIS 90599.

44 Brown & Laconte LLP v Westport Insce Corpd02 US App LEXIS 21241

%5 The insured is not entitled to an advance of deferusts if it does not show a clear entitlemerthinface of a policy exclusion:
Anglo-Am Insce Co v Molif91 A 2d 929 (Pa 19970; nor when the policy presifor indemnity for costs only when the claim is
established through a judgment or settlem8tdnewall Insce Co v Asbestos Claims Managef@iit 3d 1178 (2d Cir 1995); nor
when the policy provided for a priority system fibre payment out of limited insurance proceeds tieteessarily precludes
contemporaneous payment of legal fels:re Ambassador Grou@38 F Supp 57; nor when the policy provides mefely
reinbursement of costs without any provision foraalvance of thenin re Kenai 136 BR69 (SDNY 1992), all discussed In re
Worldcom Inc2005 US Dist 1466.

46 This may help the court to construe the policy aammng, by implication, that the limitation or exsion was not intended to apply
to the promise to advance defence codtgkie v Gordian Runoff Ltf2005] HCA 17; (2005) 13 ANZIC 61.64Rich v CGU Insce
Ltd; Silbermann v CGU Insce L{2005] HCA 16; (2005) 13 ANZIC 61.642.



This same issuen a different form has arisen in respect of sdeggslationinvesting an insolvent insured’s rights against thensurer in
the third party claimant. A reference to rightéin respect of the liability (of the insured to the third party) ” has been narrowly
construed” Because the insured’s right to indemnity doesariste until that party’s liability has been estshéid by judgment award o
settlement, it was once thought that the thirdyenights cannot commence until that tiffieThis view could lead to the liquidator’s o
insurer’s refusal to provide to the claimant infation concerning the policy, as provided for by libgislation if the insured were liable tc
the third party. This would have meant that anliapfion for such information made before final gudent would have been mad
prematurely in this sendd. This view has now been reversethe transfer of the insured’s rights under the poley under the Act takes
place on insolvency without the need to wait for th establishment of the insured’s liability and theamount. The rights so transferrec
may be inchoate in the sense that they do notrggeeto liability on the insurer’s part until thodengs have been established, but that d
not affect the transfer of the righs.

Again, thissame issuessometimes arises in a different way in connectith other expressions, such as by the use gbaise participle of a
critical verb in a context where other verbs are qualified bye®pression that imports a distinction betweenacnd alleged conduct o
circumstances! This, it may be argued, implies that the formerstrbe proved, rather than merely alleged, befoegptovision that carries
it may operaté? In that case, it is matter of construction of the particular policy.

Personal Profit

Claims for therecovery of property or moneysto which the insured is not entitleddo not come within the cover. In the first place,
substance the judgment is fastoration of property and not for damages or compnsation Damages are intended to provide the victi
with monetary compensation for an injury to thesper, property or reputation, whitestitution is intended to return to the victim the
specific money or property takefi® or, it is suggested, wrongfully withheld contraryto the insured’s contractual or similar
obligations®®. The distinction between restitution and damages camowever, seem elusive

Conversely, as the insurance isantract of indemnity, since such a judgment is for tlisgorgement of what the insured is not entitled
to, the insured suffemso loss that calls for indemnity®® This reasoning applies to the restitutfoof property improperly obtained; or tc

47Murray v Legal & General Assce Socy [1970] 2 QB 495; [1969] 2 LI Rep 405; [1970] 3 All ER4.

48Bradley v Eagle Star Insce Co L989] AC 957; [1989] 2 WLR 568; [1989] ICR 301; [1989All ER 961; [1989] 1 LI
Rep 465.

*Woolwich Building Socy v Tayl¢t994) Times, 17 May. [is this correct?]

%0 |n the matter of OT Computers Ltd (in admin); Fikgtional Tricity Finance Ltd v OT Computers I(td admin)[2004] EWCA
Civ 653.

51 This argument is supported to a degree by the samasoning that supports the interpretation of ‘@&ctf as requiring a
determination.

52 For example, a reference to fraud “committed”, whather provisions refer to “real or alleged” clainsee Moscarillo v
Professional Risk Management Services2667 Md LEXIS 185.

53 Bowen v Massachuse(ts988) 487 US 879, 893Aerojet-Genera(supra).

5In Cortez(supra), wrongfully withheld wages were held tatte property of the employee, but this demonstridte sirtificiality of
the reasoning of this kind when attention is diedcto the form of the insured’s liability in a tedtal sense rather than whether the
insurer would suffer loss by making the payment.

55 Jnline Inc v Apace Moving Systems If2005) 125 Cal App %895, 903;SWH Corpn v Select Insce @006 Cal App Unpub
LEXIS 8694. In Kreuger International Inc v Royal Indemnity CQ007 US App LEXIS 8169, the court held that this pnciple
did not apply to the case where the insured was stiéor damages for the misrepresentation of its emplyee which enabled the
insured to purchase its own shares at a price lowahan should have been the case. This is discussaaly briefly in the
judgment and must be on the borderline. The courfound for the insurer on other grounds.

56 School Committee v Dept of Educatidnl US 359; 105 SCt 1996 (198%Yalker v Duist of Columbi@69 F Supp 794 (1997),
distinguished inThe General Star Indemnity Co v Lake Bluff Schast No 652004 Ill App LEXIS 1404, where the issue related t
whether reimbursement of parents for the expertsgsat school committee should have met in the ifirstance could amount to
damages. In fidelity insurance, also, the resituof property to which the insured was not eaditioes not amount to the financial



payment of an amount due for a benefit obtainethkyinsured, for in each case, there would be s $offered by the insured in restorin
the property to which there is no entitlent&nor in paying for a benefit in accordance with theured’s obligation in receiving that
benefit®>® The important factor isot the specificity of the policy language, but theestitutionary character of the payment®® It doesnot
depend upon malfeasancef the insured, for a party has no greater righsamething acquired by mistake or accident thadoés to
something acquired by fraffd There is an element pliblic policy as well. This reasoning does not apply to respausts by way of
restitution to an environmental agefynor to any restitution of property that the irsidid not receivé.

It has been said that the result shauddl depend on any technical form of the claim or th settlement both of which may be manipulated
but upon thesubstantive issue as to whether the insured is seffng a lossthrough the liability, since the disgorgement miperty that the
insured is not entitled to withhold or the paymehan obligation for a benefit that the insured hexeived involves the insured in no los:
and indemnity predicates |164s

detriment constituting a los€argill Inc v National Union Fire Insce C2004 Minn App LEXIS 33. See al&ank of the West v
Superior Court(1992) 2 Cal % 1254, 1267; 833 P 2d 548arry W Low v Golden Eagle Insce 20603 Cal App Unpub LEXIS 8881;
Kentucky Assn of Counties v McClend@05 Ky LEXIS 93, where the claim for recoveryinéreased salary that the insureds had
illegally given themselves was shown not to beaintin tort or for breach of a fiduciary duty. BAdtugh it was not discussed in such
terms, the substance of the claim, although lathelledamages for conversion or trover, was intyeadithing more than a claim for
restitution. This is consistent with the underdtag that the insureds would have suffered no lysseturning what they had not
been entitled to; and if there is no loss, thereoihing to indemnify.

57 In some jurisdictions, there is public policy agaioover for the “disgorgement” and the view thiasinot insurable, but this is
more simply justified on the basis that it doesamobunt to a lossReliance Group Holdings Inc v National Union Fireste Cal88
AD 2d 47 (NY 1993)Westfield Group v Campi006 US Dist LEXIS 24731; 2006 WL 328415 (WD Pajstern World Insce Co v
Empire Fire & Marine Insce C@006 US Dist LEXIS 8380@5enesis Insce Co v Crowl2@07 US Dist LEXIS 45878.

58 AIU Insce Co v Superior Cou(1990) 51 Cal 3d 807, 823tate Farm Fire & Casualty Co v Superior Co(t©87) 191 Cal App
3d 74;Jaffe v Cranford Insce C{.985) 168 Cal App 3d 930, 93Reliance Group Holdings Inc v National Union Firesste Cc694
NYS 2d 20 (NY App 1993); Level 3 CommunicationsedEral Insce Co 272 F 3d 908" (@ir 2001) (insured obtained the claimant’s
company under false pretenceSpnseco Inc v National Union Fire Insce 2002 WL 31961447 *12 (Ind App 2000Jjgilant Insce
Co v Credit Suisse First Boston Corg82 NYS 2d 19, 20 (App Div 2004Yigilant Insce Co v Bear Stearns Cos 2@06 WL
118368 *4 (NY Supp 2006) (disgorgement of commissiand other moneys improperly obtained not a *lsgsply because the
complaint had not identified any particular fundshaving been improperly obtaine@NL Hotels & Resorts Inc v Houston Casualty
Co 2007 US Dist LEXIS 17904 (return of moneys gained by companmpugh misrepresentation as to value of its sharés).
Limelite Productions Inc v Limelite Studios 16@ F 3d 767 (11 Cir 1995), the insurer infringed a trademark areh wrdered to pay
its “ill-gotten profits”. This was held to be caeel by the policy since the damages awarded taclimant were not based on
restoring to the claimant something that had nec#égscome from its pocket — the award is restinéry in form but not in
substance. In addition, the policy referred tomdges” but not to “loss”; but it is submitted thfais should make no difference, since
the basic nature of the policy is one of indemnititich necessarily requires a loss. This casé @wobtful validity in that it allows
the insured a windfall for its wrongdoing, excemttthe profits that it was required to restore €atthe expense to it of earning the
profits, and this may be the explanation for therts conclusion. Innternational Insce Co v Johr@74 F 2d 1447 (1.Cir 1989),
directors settled a claim by a shareholder for &a$the company’s assets by returning part ofdgolparachute’ payments they had
received that had been the subject of the claitme Settlement was held to be a loss under theitypbkcause they were entitled to
the payments.

59 SwH Corpn v Select Insce @006 Cal App Unpub LEXIS 8694 (wages owing to amplyee). In this case, the exclusion of
restitution from the cover, and its possible agilan to wages, is recognised, but there is a siiggethat it may be limited to those
occasions when pubic policy against a person’smieg a benefit from fraud and the like would béliential; but there is no
discussion of the limitation arising from the factf indemnity. InCortez v Purolator Air Filtration C®23 Cal 4' at 177-8, the
recovery of unlawfully withheld wages was restitatiry. See alsBank of the West v Superior Co(1892) 2 Cal 4 1254, 1272.

%0 It does not affect this that part of the amountaresl to the claimant goes to its lawyers as payrotits legal expense€NL
Hotels & Resorts Inc v Houston Casualty 397 US DistLEXIS 17904.

61 Consecqsupra);,CNL Hotels & Resorts In@supra).
62 Aerojet-General Corpn v Superior Co(fit989) 211 Cal App 3d 216, 231

53 | evel 3(supra);,CNL Hotels & Resortésupra). It is submitted that this exception doesextend to the case where the insured has
not directly received the property but has diredtesibenefit to another. In Level 3, it was séidttwhere an officer of a company
had stolen property for the company’s benefit withits knowledge and the company had innocentlgnigéd the action seeking the
property’s return, the company would suffer an md#iable loss in the costs to it of conducting thedence.

54 An ordinary reasonable insured would understant thahis context, “loss” and its derivatives wduiot comprise the insured’s
return of of property to which there was no entitint. InSecurities & Exchange Comm v Rig@il F 2d 1486, 1493, it was held that
a Commission order on the insured for disgorgemest not an award of damages but rather an ordequity to prevent unjust
enrichment. This is the obverse of the more peaigagoint that disgorgement predicates the abseheey loss to the party who



The removal of this feature of liability from thewerdoes not eviscerate the policyand it would be unreasonable for an insured freex
otherwise®®

Claims as to any personal profit or advantage gatnaevhich the insured was not legally entitled aften specifically excluded® This
could lead to the inference that the exclusioméslimit of basis on which the insurer is entitteddecline cover.

Personal profit from &raud that the insured did not intend to pay backcannot be treated as a loan, and comes withirextuisisior?’
Insurer’s Obligation to defend

We are all familiar with the jurisprudence relatitogthe common condition in a policy that providleat the insurer hasdiscretion to take
over the defence of the third party claimant's@ctin respect of a covered ri&.In the United States and Canada, a majority sésan
insurance litigation relate to the issue whetheregpect of the underlying claim the insureolidiged to provide the insured with a defence
engaged and paid for by the insurer. This is Upuintained in the same conditibh. It is somewhat the equivalent of an “advance
defence costs”

The reason for introducing the topic here is thathsprovisions ar@ow sporadically appearing in some policies in Austlia without
much publicity, and some lawyers may not even bdtheheck or be aware of the provision or its iicgtions.

The problem is when thasurer declines to provide a defence because itygthat the claim is not coveredThe problem is particularly
acute because tlobligation to defend is much wider than the obligabn to indemnify. Andif the insurer wrongly refuses to provide a
defence, its right to decline to indemnify may bedversely affected

The law on the topic is quitbmplex — too much so to be discussed herklere are few brief statements of major principles—
«  Theinsurer's duty to defendvery broad. It is distinct from ananuch broader than the duty to indemnify.”®
¢ If any or part of the claims or if only a single one or part of one, arguastises from covered events, the insurer is requoec
defend the entire action; and it is immaterialtifer claims fall within exclusion<.
. It depends on the allegations in the claimhe duty to indemnify depends on the findingsiat.”

disgorges what was not properly his or hers. Tage was followed iDoeren Mayhew & Co PC v CPA Mutual Insce Co of Acaer
Risk Retention Group007 US Dist LEXIS 1890, where the principle waplid to reach the strained construction that “eydpas
referred to in the insuring clause had an apprtgyidimited meaning. See alémcal 705 Int'l Bhd of Teamsters Health & Welfare
Fund v Five Star Manager&35 NE 2d 679, 682 (llI°1Dist 2000);Federal Insce Co v Arthur AnderséhP 2005 US Dist LEXIS
15706.

65 Consecqsupra);,CNL Hotels & Resorts In@supra).

66 See, for exampléiVestport Insce Corpn v Black Davis & Shue Agency2007 US Dist LEXIS 39039 Personal profit from a
fraud that the insured did not intend to pay bamhknot be treated as a loan, and comes within fuisigon: Westport Insce Corpn
v Hanft & Knight PC2007 US Dist LEXIS 90599

67 Westport Insce Corpn v Hanft & Knight FXD07 US Dist LEXIS 90599.

%8 n liability insurance, the risk is thasured's liability , in respect of specified matters, to a third party

5 This aspect of the cover is so ubiquitous anddganded as so important to the insured that in gansictions it has been implied
from those factors alone, unless there is an egppesvision to the contrary. The absence of th& factor in Australia would
deprive such an inference of validity here — aspn¢

70 Open Software Foundation Inc v United States Rigl€liGuaranty Ca2002 US App LEXIS 20873.EXIS 6100.

™ Montrose Chemical Corpn v Superior Coyt993) 6 Cal4th 287, 30CEmployees Insce Representatives Inc v Employers
Reinsurance C653 So 2d 27, 29 (La App'LCir 1995); 658 So 2d 1268otorola Inc v Associated Indemnity Corpn 200216 (La
App 1 Cir 06/25/04) 2004 La App LEXIS 164General Motors Corpn v Royal & Sun Alliance Insce@ plc 2007 Mich App
LEXIS 1113; Frog Switch & Mfg Co v Travelers Insce @83 F 3d 742, 746 {(B3Cir 1999);Westport Insce Corpn v Black, Davis &
Shue Agency In2007 US Dist LEXIS 39039nsce Commr of the State of California v Goldenl|Edgsce CA2007 Cal App LEXIS
Unpub 2485Horace Mann Inse Co v Leeb&76 SE 2d 581, 58Westfield Insce Co v Merrifield008 US Dist LEXIS 8554; Home
Depot USA Inc v National Fire Insce Co of Hartf@@07 US Dist LEXIS 20032.

2 The Travelers Indemnity Co of America v Mo20®7 Tenn LEXIS 234.



To determine whether the duty exists, tmurts first look to the allegations within the fou corners’ of the underlying
complaint, as enlarged by the insurer’s actual or @nstructive knowledge Evidence of such knowledge is admissible unle
the claim unambiguously excludes cover, that igheot consideration of extraneous evidence or ttergiial inapplicability of the
policy.”* (There is a qualification to this when the inslican show an intention to plead self-defence, vhjies to the issue of
“accidental or unexpected” harm, and which mustaligube raised in the defenice The test depends on the scope of t
allegations made against the insuf&dWhen the underlying action is indisputably odésthe cover, the insurer is not required
defend though the claim alleges facts that areiwitti’ The injury referred to in the claim, as enlartygcthe insurer's actual or
constructive knowledge, must have the necessasetaexus to covered condugt.

The focus is orthe factual allegations in the claim and not on theauses of action pleade® The insurer may rely on the
gravamen of the allegations rather than the form inwhich they are couched If the substance of the claim is outside thepscc
of the cover or excluded from it, the duty does adse®® For example, a claim of sexual assault mustwihin an exclusion
relating to intentional acts even if it is pleadesinegligend®, or as derivative negligence such as in failingupervise a party
who commits a sexual assaffit. The test objectively analyses the relevant conduorder to assess whether the act, to a
reasonable mind, betrays an unequivocal inteninfiic an unmistakeable injury. If so, the condwdteged could not be
interpreted as coming within the plea in negligéficeBut this applies only when the result is condlesand not if there is an
alternative possible finding that is within the eof* Ambiguity in the pleadings will favour the insdré the ambiguity leaves

™ The “four corners rule”, sometimes said to be tegtt corners rule” by matching the four cornersh# claim with the four
corners of the policy.

" For example, a complaint of sexual assault upohild: cf Yount v Maisan®27 So 2d 148 (La 1993y:aughn v Franklin
785 So 2d 79, 84 (La App*LCir 2001);v State Farm Insce ®82 So 2d 736, 743 (La 1994)dbetter v Concord General Corpn
665 So 2d 1166, 1169 ((La 1996)ptorola Inc v Associated Indemnity Corpn 200216 (La App 1 Cir 06/25/04) 2004 La App
LEXIS 1641;American Home Assce Co v United Space Allidride 2004 US App LEXIS 15606Fhe Burlington Insce Co v Texas
Krishnas Inc2004 Tex App LEXIS 5795Curb v Texas Farmers Ins€o 2005 Tex App 4480/arnke v Brick Oven Pizza & Pasta
Café Inc2007 US Dist LEXIS 171865copel v Donegal Mutual Insce ®98 A 2d 304 (Pa 1954)Vestport Insce Corpn v Black,
Davis & Shue Agency IR007 US Dist LEXIS 39039.

s Royal & Sun Alliance Insce Co of Canada v Tha2®903) 230 DLR (¥) 587.

78 \Westfield Insce Co v Milwaukee Insce ZD®5 Ohio App LEXIS 4255.

7 preferred Risk Insce Co v G807 NE 2d 1118 ((Ohio 1987).

8 Open Software Foundation Inc v United States Riglé€liGuaranty Ca2002 US App LEXIS 20873.

7 National Union Fire Insce Co v Merchs Fast Motonés Inc939 SW 2d 139, 141 (Tex 1997rinity Universal Insce Co v
Employers Mutual Casualty @008 US Dist LEXIS 39581

8 Thomas v Appalachian Insce @85 So 2d 789, 792 (La App' Cir 1976);Minnesota Mining & Mfg Co v Travelers Indemnit Co
457 NW 2d 175, 179 (Minn 1990Motorola Inc v Associated Indemnity Corpn 200216 (La App 1 Cir 06/25/04) 2004 La App
LEXIS 1641:United National Insce Co v Parist8 Mass App Ct 67 (1999%eters v United National Insce G8 Mass App Ct 775
(2002) (assault and battenrie Insce Exch v Muf851 A 2d 743, 745 (Pa 1999Westport Insce Corpn v Black, Davis & Shue
Agency In2007 US Dist LEXIS 39039.

8 See alsaVlontgomery County Board of Education v Horace Mamste Co2003 Md App LEXIS 192Mutual Benefit Insce Co v
Haver725 A 2d 743 (1999Donegal Mutual Insce Co v Baumhamm2@94 Pa Super 397; 2004 Pa Super LEXIS 3882pptance

Insce Co v Seyben57 A 2d 380 (Pa Super Ct 2008)je Insce Exchange v Fidl&08 A 2d 587 (Pa Super Ct 2002)tstate Insce

Co v Mugaver@9 NY 2d 153.

82 Fire Insce Exchange v Corne?D04 Nev LEXIS 40; 120 Nev Adv Op Rep 38aryland Casualty Co v Lab Discount Drug Inc
2006 US Dist LEXIS 83682. In particular, a sexasdault on a child is inherently harmful, and sodhliberate conduct is deemed to
be deliberate as to the consequenBes v Liberty Mutual Insce C423 Mass 366, 369 (1996).

83 Timpson v Transamerica Insce @b Mass App Ct 344 (1996).

84 Essex Inse Co v Starlight Management2D006 US App LEXIS 2436Royal Insce Co of America v The Boston Beer CR00Y
US Dist LEXIS 25513.



such a finding possible. Even if the allegatiosests nothing but intentional acts, if one of th@ms can be proved without ar
element of intention, there is a duty to def&hd.

The insurer must provide a defence wheneveraltegations of the claim suggest, or the insurer saactual knowledge
establishing, a reasonable possibility of cover, #t is, one that is “fairly debatable”® The cause of action stated need give ri
to only apossibility, not necessarily a probability, of recovéfy The test is whether the allegations in the clana reasonably
susceptible of an interpretation that the claimy be covered that is, whether the claim could, without amendtnémpose
liability for covered risk€® The favoured expression‘isotential” because the cover extends to claims where a abvisteis
not pleaded but where thereaigotential that a covered risk may be found as aalternative.8® Although a primary allegation
may clearly fall within an exclusion, such as ie ttase of a claim for fraudulent breach of a fidocduty, or a breach of contract
if it is possible that a finding outside the exatusand within the cover may be made, such as dirfinof simple actionable
negligence, the duty applie¥. Any doubt should be resolved in favour of theuiesi®® It is not necessary for the claim t
delineate, specifically and unequivocally, a claiithin the covef? The insured may lead evidence to establish thengial for
the claim to lead to covér.

Once the obligation to provide the defence ari$esven part of the allegations comes within theerpthe dutyremains
throughout, even if the claim is amended to removehe only ground on which the duty arosé*

The duty operatesrespective of the quality of the claim If it is within the cover, whether it iivolous or plainly wrong is
immaterial.

To avoid the duty on the basis of a poliexclusion the insurer must show that thkaims in the complaint fall solely and
entirely within the exclusion and that the allegations toto are subject to no other reasonable interpretaiwhthat no legal or
factual basis exists that would potentially oblihe insurer to indemnify the insurdd. It is a heavy burden to show that th
allegations cast the pleadings wholly within thelegion and that there is no possible factual galidasis for finding liability
covered by the polic$?

If there is gpossible conflict of interestbecause one of the claims is plainly excludedthedalternative claim is within the cover
the insurer may avoid estoppel if it agrees to uieéfiae insured on the latter while refusing to defen the forme?’

85 Napoli Kaiser & Bern LLP v Westport Insce Corp@03 US Dist LEXIS 22497, which gathers the Newkvauthorities on this
topic.

8 | iebovich v Minnesota Insce @07 Wisc App LEXIS 34Willoughby Hills v Cincinnati Insce Cd984) 9 Ohio St 3d 177,180;
459 NE 2d 555; that is one that is arguably origlytwithin the coverCincinnati Insce Co v HPE In2005 Ohio App LEXIS 3994.

&7 Simplex Techs Inc v Liberty Mutual Insce €29 Mass 196 (1999Royal Insce Co of America v The Boston Beer CR00Y US
Dist LEXIS 25513.

88 Horace Mann Inse Co v Leeb&76 SE 2d 581, 58Westfield Insce Co v Merrifiel#008 US Dist LEXIS 8554.

8 Brohawn v Transam Insce G317 A 2d 842 (1975)oscarillo v Professional Risk Management Servioes2007 Md
LEXIS 185.

90 For example, if a claim alleges deliberate harmiclviis outside the cover, but has the potentidl ttheinsured will be found liable
in negligence, the duty to defend operates. Téisats the insurer frequently.

%1 penn-Am Insce Co v Disabled Am Veteransi@@ SE 2d 374 (Ga App 199BBL-McCarthy LLC v Baldwin Paving G007 Ga
App LEXIS 419

92 Horace Mann Insce Co v Leel®?6 SE 2d 581, 584Yestfield Insce Co v Merrifie008 US Dist LEXIS 8554.

% Such as self defence tas a defence to allegatibassaultbut not for the purpose of a frivilous defenceatact cover:
Aetna Casualty & Surety Co v Cochréb1 A 2d 859, 863 (Md 1995). But it must reladeatcause of action actually alleged in the
pleading, and it cannot be used to create a newsen&d claim that would create a duty to def$Malk v Hartford Casualty Insce
Co852 A 2d 98 (Md 2004);Moscarillo v Professional Risk Management Servine2007 Md LEXIS 185.

% Home Depot USA Inc v National Fire Insce Co of lfitad 2007 US Dist LEXIS 20032.

% Frontier Insulation Contractors Inc v Merchants Mat Insce Co690 NE 2d 866 (NY 1997Jhe Trustees of Princeton University
v National Union Fire Insce Co of Pittsburgh P07 NY Misc LEXIS 2350.

96
See, for exampléelleher Construction Corpn v Trans portation 18$€02008 US Dist LEXIS 57009.

97 Burd v Sussex Mutual Insce @67 A 2d 7 (NJ 1970 ew Jersey Mfrs Insce Co v Vizc&@)7 NJ App LEXIS 124.



Theduty persists until the issue is adjudicated® It endures until it is determined with certaitityat the policy does not provide
cover®; butnot when all the claims are clearly and indisputaby outside the cover® There is no duty to defend if at the tim
the claims were advancetie insurer could reasonably have concluded that naspect of the claim fell within the scope of the
cover.’®? The cover does not extend so far: the insuneoi®bliged to provide a defent®.

There areexceptions to the rule that the matter is to be caidered within the four corners of the complaint if cover is not
clear on the face of the complaint, but may exist,insurer must investigate it and give the induhe benefit of the doubt; if the
allegations are in conflict with facts known to madily ascertainable by the insurer; or if the ptaimt's allegation as are
ambiguous or inadequat® The insurer’s obligation is based, not only oa fhcts alleged in the complaint, but also on tusf
that are known or readily known to'¥ The relevant material may also include other f#ués the insurer could have discovere
on reasonable enquiry, but the mere fact of therers failure to make reasonable enquiry doespnedicate that such facts exist
so their existence must be prov&d. They also include facts adumbrated by the plegdiff Extrinsic evidence of facts may by
led'®”, not to provide a factual predicate for the dutyefend nor to challenge anything contained ingleadings, but to aid in
explaining the claim and its potential scdffe.The insured cannot establish an entitlement sitbpltelling the insurer facts. The
insurer must give consideration to facts outside dabmplaint when it considers the allegations i ¢tbmplaint to determine if
cover existd?® The court will not stretch the allegations beyoeasort’® In some jurisdictions, it is said that the insisreluty is
determined by the allegations in the claim and gbkcy, without regard to consideration of extrangeevidence of potential
inapplicability of the policy, so that, unless #leged facts support an exclusion, it is immatevizether the insurer can show the
a particular exclusion is applicabf¥.

The insurer must show that each and every claim isnambiguously not covered or unambiguously excludeérom cover.
The rule favouring the insured in respect of amibigslis even stronger in respect of an exclusiwhia the context of the issue o
a duty to defend. The factual allegations areddilierally interpreted, and the test is not whethe allegations unambiguously

assert cover, but rather whether they do not unguhisly exclude it*?

%8 In re Worldcom In005 US Dist LEXIS 1466.

9 WwilloughbyHills v Ciccinnati Insce Cd59 NE 2d 555 (Ohio 1984).

100 Preferred Risk Insce CoGill 507 NE 2d 1118 (Ohio 1987¢incinnati Insce Co v Andei®89 NE 2d 1094 (Ohio 2003).

101 pojaroid Corpn v Travelers Indemnity &40 NE 2d 912, 916 (Mass 1998eneral Motors Corpn v Royal & Sun Alliance Insce
Group plc2007 Mich App LEXIS 1113.

102 General Motors Corpn v Royal & Sun Alliance Insge@ plc2007 Mich App LEXIS 1113.

108 E_Z Loader Boat Trailers Inc v Traveles Indemnity@26 P 2d 439 (19867J;ruck Insce Exchange v Vanport Homes38d° 3d

276 (2002)Holly Mountain Resources Ltd v Westport Insce C@@@5 Wash App LEXIS 59.
104 Desrosiers v Royal Insce Co of A®8 NE 2d 625, 62Federal Inse Co v Raytheon @605 US App LEXIS 22742.
105 peterson v The Ohio Casualty Gro2@06 Neb LEXIS 172Naddeo v Allstate Insce G383 SE 2d 501, 506 (NC 2000).

106 Open Software Foundation Inc v United States Rigl€liGuaranty Ca2002 US App LEXIS 20873.EXIS 6100.

107 por example, letters from the claimant.

108 Open Software Foundation Inc v United States Rigleli Guaranty C02002 US App LEXIS 20873LEXIS 6100. In some
jurisdictions, the limitation on extrinsic evidenisemuch stricter than thiJrinity Universal Insce Co v Employers Mutual Cagpa
Co 2008 US Dist LEXIS 39581, where it is said that ty exceptions to the exclusion of the evideneethe clarification of
ambiguity in the underlying allegations, and whie proffered evidence is relevant only to the issieover and neither overlaps
with the merits of the underlying suit nor conticsdithe allegations in the pleading of the claim.

109 |pig.,
119 cardiothoracic & Vascular Surgical Specialists lmdravelers Indemnity C2006 Ohio App LEXIS 6857.
11 yount v Maisan®27 So 2d 148 (La 1993)yarnke v Brick Oven Pizza & Pasta Café 2007 US Dist LEXIS 17186.

112 Vaughn v Franklir785 So 2d 79, 84 (La App'Tir 2001);v State Farm Insce 82 So 2d 736, 743 (La 1994)ptorola Inc v
Associated Indemnity Corpn 200216 (La App 1 Cir 06/25/04) 2004 La App LEXIS 164ny doubts are resolved in favour of the
insured:West Bend Mutual Insce Co v Sundance Home238clll App 3d 335; 606 NE 2d 326 (lll 1992)ssociation of Trial
Lawyers Assce v TsaD04 Miss LEXIS 1012.



¢ If the insurer wishes to contestits obligation to defend a claim tendered to ittbg insuredit must either defend it under a
reservation of rights and afterwards contest its kbility to provide indemnity for any adverse judgmentiit may reserve its
rights and at once seek a declaratory judgmenthat it is not obliged to conduct the defehte.Wrongful failure to do so*'*
may lead to an estoppefrom denying that the claim is covered; but sustogpel will not arise when the insurer has noabned
its duty to defend, which does not arise when tigeoéearly no covet®

« If theinsurer defends and enters into a settlement undea reservation of rightsin respect of a denial of cover, and theured
is aware of the conflict of interest bddes not seek separate representatiptheinsurer is not later estoppedfrom seeking to
recover its payment to the third party and expeirsasred in the defence if the claim is found &vé been outside the cové?.

¢ In some jurisdictions, a unilateral defence under a ervation of rights may amount to a refusako provide a defence. This
would enable the insured to reject the defenceretzih its own lawyers without jeopardising itshrig to indemnity’

¢ In order to enforce this indemnitihe insured must electo have it by tendering the defence to the insimatr lateness in doing sc
does not matter if the insurer is not prejudit¥d.

. Theinsurelrl’gs reservation of rights does not amount t@ repudiation that relieves the insured from compliance withtérens of
the policy.

e A determination that the insurer is not obliged to déend the insuredwill also mean that the insurer is not bound tovjate
indemnity on the clain?°

«  Defence costs will be shared between all insurershase policies cover the causes of actigmcluded in the actidi; but this
does not apply when the claim is plainly and tgtalérivative from an excluded circumstance, eveugh the cause of action
pleaded does not itself answer the exclusion.

There ismuch morein the fine print that you would need to becomguainted with, but this is enough to demonstragecimplexity of the
matter and some of the dangers to be aware of bainly aware, to avoid.

A Danger in Proportionate Liability Clauses

If a policy contains a@rovision to the effect that if there is another operative cover for the clatheinsurer will be liable for only a
proportionate share of the indemnity, and if the provision applies in the circumstangesause there is another insurer with a polich &it
similar limitation, a difficulty arises if thésurer voluntarily pays out the whole of the claimand then tries to recover from the othi
insurer its proportionate share of the liabifitg.

In such a case, thiBsurer’s liability under the cover is limited to the specified proportionof the loss and thether insurer’s liability is
limited to the other proportion of the loss. It is not as though they are baiblé for the whole of the loss and entitled to dbation
between themselves. Because its liability is mutdid, that is, it does not cover the balance,ibluntarily pays more than it is obliged to
pay, it cannot claim contribution from the other insurer. This is because their policies do not coversame loss. They cover differer
proportions or parts of the loss.

113 Association of Trial Lawyers Assce v T28D4 Miss LEXIS 1012.

14 That is, although in the end the claim is not wittfie cover, the insurer may have been in the wfonfailing to defend because

at that time, the claim may have been potentialtiiw it.

115 Employers Insce of Wausau v EHLCO Liquidating Ti@® NE @d 1122, 1135 (lll 1999%t Paul Fire & Marine Insce Co v
Village of Franklin Park2008 US Dist LEXIS 8718.

116 American Guarantee & Liability Insce Co v CNA Re€02005 NY App Div LEXIS 2258,

17 Aguero v First American Insce @905 Fla App LEXIS 14055, where the conflictingrarities are discussed.

118BB| -McCarthy LLC v Baldwin Paving C2007 Ga App LEXIS 419.
119 Motiva Enterprises LLC v St Paul Fire & Marine Irs€02006 US App LEXIS 7649.
120 NCMIC Insce Co v Johnsd@006 US Dist LEXIS 20108.

121 Hartford Insce Co v Everest Indemnity Insce Zo®6 Il App LEXIS 1227;Liebovich v Minnesota Insce QD07 Wisc App
LEXIS 34.
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Further, because thesured will have been fully indemnified it will haveno remaining loss for which it may claim indemnity and so
there isno right against the ‘other insurer’ to which the ‘payimgirer’ might besubrogated

Warning: If you are the paying insurer, do not payre than your share. If you are the other inswend the paying insurer a “thank yot
note.

Puzzle:

If a potentially faulty pacemaker is implanted amdemoved by operation as a precaution:
Is there an “occurrence”?

Is there bodily injury?

When did it occur?

Is the operation to remove it “deliberate” bodigrm?



