OLDEST L AW

J OURNAL

@hye Legal ntelligencer

UNITED

STATES 1 843-2020

PHILADELPHIA, TUESDAY, AUGUST 4, 2020

VOL 262 ¢ NO. 24

An ALM Publication

INSURANCE LAW

Allocating Between Covered and Uncovered
Damages—What Is an Insurer To Do?

BY ANTHONY L. MISCIOSCIA
AND TIMOTHY A. CARROLL
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o pays? In most civil
cases, that is the ulti-
mate question. But, in

many cases involving an insured
defendant, a jury’s verdict does not
fully answer the question. Often, the
insurer defends under a reservation
of rights because the plaintiff seeks
both covered and uncovered damag-
es. The presence of both covered and
uncovered damages creates a need to
allocate any judgment between cov-
ered and uncovered amounts or
claims—either at trial or thereafter—
to determine what amounts are the
responsibility of the defendant, and
what amounts the defendant’s insur-
er must indemnify.

This need to allocate, in turn, rais-
es questions of who has the burden of
the
insured—and when, and in what
forum, allocation should be decided.

allocation—the insurer or

Case law on this issue is sparse.
But, earlier this year, in a span of two
three different
addressed the issue. In doing so, they

months, courts

identified reasons why intervention

may be needed, highlighted the
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practical and ethical problems pre-
sented by insurers intervening in a
case against their own insureds, and
offered guidance on how insurers can
navigate these waters.

The concept of intervention obvi-
ously is not new. In Pennsylvania,
the leading cases on an insurer’s need
to intervene are now over 25 years
old. In Stidham v. Millvale Sportsmen’s
Club, 421 Pa. Super. 548 (1992), the
estate of a bar patron whom the
insured had shot and killed brought a
wrongful death action against the
insured. The insured pleaded guilty
to third degree murder and aggra-

vated assault. The insurer then

‘ ‘ 1he regulations

may present a
significant challenge
for many utilities and
other dischargers, as
the regulation of PFAS
has largely outpaced
the development of ef-
fective and inexpensive
methods and systems
for treating PFAS,
which is still a work
in progress.

denied coverage based on an expect-
ed or intended exclusion. It did not
seek to intervene. The case went to
trial, resulting in a verdict against the
insured. In the garnishment proceed-
ing commenced by the estate to
recover the verdict from the insurer,
the Superior Court held that the
insurer was estopped from litigating
the insured’s intent for purposes of
determining the applicability of the
exclusion. The insurer could have
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litigated the issue in the underlying
action, the court reasoned, but it
failed to do so.

A few years later, in Butterfield v.
Giuntoli, 448 Pa. Super. 1 (1995), the
Superior Court held that once an
insured proved the existence of a
judgment and policy that covered it,
the burden shifted to the insurer to
prove what portion was excluded.
The court further suggested that an
insurer defending under a reserva-
tion of rights should intervene and
request special jury interrogatories,
or risk being precluded from contest-
ing coverage for a general verdict.

In Butterfield, the jury awarded
punitive damages against the insured,
but did not specify whether they
were based on direct or vicarious
liability. Pennsylvania law prohibits
coverage for punitive damages based
on direct liability. The insurer argued
there was no coverage because the
insured could not establish that the
damages were based on vicarious lia-
bility. The trial court agreed.

On appeal, the Superior Court
reversed, concluding that the insurer,
whose representative attended the
trial, did not act to have the “direct
liability”

resolved, but should have done so.

versus vicarious i1ssue
The Court admonished the insurer
for not intervening or taking other
action to request that the trial court
address the issue. The insurer, thus,
was held liable for the full award.
Since Stidham and Butterfield,
Pennsylvania courts generally have
disfavored an insurer’s attempt to
intervene. Judges will not allow
insurance issues to be interjected into
their cases. Plaintiffs do not want to
alter the presentation of their case to

account for insurance concerns. And,
insureds do not want any verdict
form or interrogatories that would
have multiple places for a jury to
award damages, or would clearly
identify noncovered awards.

But, then, how do an insured and
insurer effectuate their rights under
the insurance policy, in a way that
requires the insurer to indemnify the
insured only for covered amounts?
Three recent cases suggest two ways
that this necessary allocation can be
addressed—shifting the burden of
proof by attempting intervention, or
a post-judgement declaratory judg-
ment action.

Rockhill  Insurance v. CFI-Global
Fisheries Management, 2020 U.S. Dist.
LEXIS 35209 (D. Colo. March 2,
2020), reinforces the dangers should
an insurer not attempt to intervene.
There, the insurer and insured dis-
puted coverage for a general arbitra-
tion award. The insurer defended the
insured under a reservation of rights,
filed a separate declaratory judgment
action, and argued that the award
could be allocated between covered
and uncovered amounts. Emphasizing
that the insurer controlled the defense,
the court concluded that it “had a cor-
responding duty to ensure that the
damages were allocated between those
that were covered under [the] policy
and those that were not.” Because the
insurer failed to request an allocated
award, the arbitrators issued a stan-
dard award without explaining their
reasoning. Under those circumstanc-
es, the court held that the damages
were presumed to be covered.

QBE Specialty Insurance v. Scrap,
2020 U.S. App. LEXIS 8015 (11th

Cir. March 13, 2020) suggests

intervention in the underlying action
is not required. In Scrap, the plaintiff
sued the insured for nuisance, alleg-
ing that the operation of its metal
shredding facility created loud nois-
es, offensive odors and fumes, and
vibrations to neighboring homes.
QBE agreed to defend the insured
under a reservation of rights.
Numerous times during the case,
QBE advised the insured of its need
for special jury interrogatories and
verdict forms. And, QBE twice
moved to intervene for the limited
purpose of requesting such interrog-
atories and verdict forms, but the
trial court denied intervention. The
insured was later found liable and
QBE
Highlighting QBE’s prior efforts to
allocate including repeated, but

sued to deny coverage.

unsuccessful, attempts to intervene,
the U.S. Court of Appeals for the
Eleventh Circuit held that an insurer
need not successfully intervene.
Rather, it need only advise the
insured of the need for an allocation
and take steps (even if unsuccessful)
to bring about that result. “The stan-
dard is notice, not successful inter-
vention,” the court explained, and
“that standard was certainly met
here.” QBE “had a duty to inform
Scrap of the availability and advis-
ability of a special verdict, lest the
burden shift; QBE did so; the burden
thus did not shift, but remained on
Scrap, which is unable to meet it.”
So, QBE ultimately won by placing
the

insured, even after failing to inter-

burden of allocation on the

vene in the underlying action.
In the last and most recent of the

cases, Builders Mutual Insurance v.
Island Pointe, 2020 S.C. LEXIS 68
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(S.C. May 13, 2020), the Supreme
Court of South Carolina offered a
different solution to the allocation
problem — a post-judgment declara-
tory judgment action addressing
allocation. There, the insured faced a
$17.5 million construction defect
claim involving a property owners’
association, construction contrac-
(the

insureds). The insurers provided

tors, and subcontractors
independent defense counsel to the
insureds pursuant to a reservation of
rights to later contest whether any
damages awarded were covered.
About three years later, just before
discovery closed, the insurers moved
to intervene “for the limited purpose
of participating in the preparation of
a special verdict form or a general
verdict form accompanied by answers
to interrogatories for submission to
the jury during trial.” The trial court
denied the motions to intervene, and
the insurers appealed.

On appeal, the Supreme Court
upheld the lower court’s denial of
intervention, holding that the insur-
ers were not entitled to intervene as a
matter of right because they did not
show that they had a direct interest
in the underlying litigation. The
court also ruled that the trial court
did not abuse its discretion in deny-
ing permissive intervention, because
the record supported the court’s
finding that the insurers’ interven-
tion would unnecessarily complicate
the action, possibly delay the trial,
and create a conflict of interest for
the insureds’ counsel. The court
explained that, absent the insurers’
intervention, the plaintiff association
had no need to parse its damages into
categories corresponding to the

coverage provided in a CGL policy,
over-burdening the plaintiff. As to
the conflict of interest, the court
explained that permitting a verdict
form with special interrogatories
would place the insureds’ counsel in
the untenable position of conceding
liability so as to focus instead on
damages. Defense counsel argued
that a special verdict would force
them to alter their presentation of
evidence to describe as much of the
association’s damages as possible as
consequential water intrusion (which
they believed to be covered) as
opposed to faulty workmanship
(which would not be). To do so,
counsel feared they would have to
concede that the insured’s work was
faulty.

Mindful of these concerns, the
South Carolina Supreme Court sug-
gested an alternative to intervention:
the insurer may contest coverage in a
post-judgment declaratory judgment
action, in recognition that insurers
have a right to a determination of
what part of a damages award is cov-
ered under a policy. In such an action,
neither the insureds nor the insurers
are precluded from introducing evi-
dence about which damages are cov-
ered (or excluded from coverage) by
the policy, the court explained. But,
the court added, the parties cannot
contest the total amount of any jury
verdict, and are to use the transcript
of the merits hearing as the primary
source of evidence in the declaratory
judgment action. However, addition-
al evidence that is relevant to deter-
mining coverage can be presented,
such as expert testimony.

These three recent decisions dem-
onstrate the importance of an insurer

doing what it can to seek allocation
between covered and uncovered
damages before the underlying action
concludes. Insurers defending under
a reservation of rights should advise
their insureds of the need and ability
to allocate through special jury inter-
rogatories or verdict forms. Should
an insured refuse, insurers should
consider intervening to do so them-
selves, assuming the facts presented
to the fact-finder allow for allocation
and that the costs of allocation make
financial sense when compared to the
potentially uncovered damages. If
intervention is denied (as it often is),
insurers then should argue that the
insured bears the allocation burden
(as in QBE) or, alternatively, that
they should be permitted to litigate
allocation in a subsequent declarato-
ry judgment action (as proposed in
Builders). While the recent cases still
leave many questions unanswered
(such as what to do with the underly-
ing plaintiff now holding a judg-
ment), they also highlight that insur-
ers which do nothing risk liability for
the whole damages award. It’s not a
question of successful intervention,
but rather, whether an attempt has
been made. ®
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