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In a case of importance to the insurance industry, on August 17, 2010, the Supreme Court of Pennsylvania held that an insurer is not entitled to be reimbursed for defense costs, absent an express provision in the written insurance contract. This case will provide guidance and clarity to carriers seeking reimbursement of defense costs requested in reservation of rights letters. 

Procedural History

In American and Foreign Insurance Company, Royal Insurance Company of America, et al. v. Jerry’s Sport Center, Inc., et al., 2010 Pa. LEXIS 1803 (2010), Jerry’s Sport Center, Inc (“Insured”) is a firearm wholesaler-distributor and Royal Insurance Company (“Royal”) is its commercial liability insurer. Royal and the Insured entered into a commercial liability primary and umbrella insurance contract that insured against bodily injury.  It also obliged Royal to pay all expenses it incurred defending the Insured. Importantly, this policy contained no language granting Royal the right of reimbursement of defense costs for a claim ultimately held not to be covered by the insurance contract.

In June 2000, the National Association for the Advancement of Colored People (“NAACP”) and the National Spinal Cord Injury Association (NSCIA) filed a civil action against eighteen firearms wholesalers and distributors in the United States District Court for the Eastern District of New York (“NAACP action”). The NAACP and NSCIA sought to hold the firearms industry liable for injury, death, and other damages to association members through the negligent creation of a public nuisance by virtue of the industry's failure to distribute firearms reasonably and safely. In May 2001, the NAACP added the Insured as a defendant, alleging that the defendants had caused bodily injury to their members. In its prayer for relief, the NAACP sought injunctive relief and monetary damages to establish a fund for the education, supervision and regulation of gun dealers. 

The Insured notified Royal of the NAACP action and requested defense and indemnification, claiming that the complaint fell under the "bodily injury" coverage provided by the liability insurance. Royal retained the New York City law firm of Leahey & Johnson to represent Insured in the NAACP action; choosing this firm because of its expertise and past representation of gun industry defendants in a similar action brought by the NAACP. Royal believed that Insured would fair better with independent counsel than in a group defense assembled by other defendants. Royal sent a number of letters reiterating its reservation of rights and intention to seek reimbursement of defense costs.
On September 7, 2001, Royal issued a final coverage determination letter informing the Insured that pursuant to their insurance contract, Royal "may be under no duty to defend or indemnify [Insured]." Royal then filed a declaratory judgment action to seek a declaration that it was under no duty to defend, and that it may seek reimbursement for some or all of the defense costs incurred after the filing of the declaratory judgment action. On February 25, 2003, the trial court granted summary judgment in Royal's favor.

Royal then pursued reimbursement of defense fees expended on the Insured's behalf in the NAACP action from the date Royal filed the declaratory judgment action on September 12, 2001. On August 2, 2004, the trial court found that Royal was entitled to the remedy of restitution, based on the equitable doctrine of unjust enrichment. Following two hearings on this issue, the trial court entered a verdict in favor of Royal of $ 309,216, plus pre-judgment interest.

The Insured appealed to the Superior Court, arguing that the trial court erred in finding unjust enrichment that entitled Royal to recoup the defense costs where the parties' relationship was governed by a written insurance contract that was silent on the issue of reimbursement of defense fees. A panel of the Superior Court agreed with Insured and reversed the trial court. 
Supreme Court of Pennsylvania

The Supreme Court of Pennsylvania granted allocatur to decide whether an insurer is entitled to reimbursement of defense costs, when a court has determined that the insurer had no duty to defend the insured and the insurer has claimed a right to reimbursement only in a series of reservation of rights letters. 

The Supreme Court noted that whether a complaint raises a claim against an insured that is potentially covered is a question to be answered by the insurer upon receiving notice of the complaint by the insured. Although the question of whether the claim is covered (and therefore triggers the insurer's duty to defend) may be difficult, the Supreme Court stated that it is the insurer's duty to make that decision, and noted that insurers are in the business of making this type of decision. The insurer's duty to defend exists until the claim is confined to a recovery that the policy does not cover. If the insurer is uncertain about coverage, then it should provide a defense and seek declaratory judgment about coverage. 

The Supreme Court further noted that in a declaratory judgment action to determine whether a claim is covered, the court resolves the question of coverage. If the insurer is successful in the declaratory judgment action, it is relieved of the continuing obligation to defend. The court's resolution of the question of coverage does not, however, retroactively eliminate the insurer's duty to defend the insured during the period of uncertainty. 
Royal received notice of the NAACP action and the Insured's request for defense and indemnification, and undertook an investigation into whether the claim was covered while it provided a defense. An examination of the insurance contract between the parties reveals that under the policy, Royal was obliged to pay damages because of bodily injury, and had the "right and duty to defend the insured against any 'suit' seeking those damages." The policy further provided that it had no duty to defend the insured against any suit seeking damages for bodily injury to which the insurance does not apply. Pursuant to the contractual language, therefore, Royal had the right and the duty to defend covered claims for bodily injury against the Insured, and no duty to defend non-covered claims. Regardless of whether it was obligated to defend the Insured pursuant to the insurance contract, Royal did, in fact, provide a defense. Under the plain language of the contract, therefore, the Supreme Court held that the insurer was obligated to pay for the expenses it incurred in connection with the defense, an obligation that would be eviscerated if the Insured had to reimburse Royal. 
It was not immediately apparent whether the claim against the Insured for bodily injury was or was not covered. It was immediately apparent, however, that the claim might potentially be covered. Facing uncertainty about coverage, Royal appropriately activated its right and met its duty to defend under the policy when it was presented with a claim that may or may not have been covered. At the same time, Royal appropriately exercised its right to seek a declaration that it had no duty to defend. 

The Supreme Court held that where the insurance contract is silent about the insurer's right to reimbursement of defense costs, permitting reimbursement for costs the insurer spent exercising its right and duty to defend potentially covered claims prior to a court's determination of coverage would be inconsistent with Pennsylvania law. It would amount to a retroactive erosion of the broad duty to defend in Pennsylvania by making the right and duty to defend contingent upon a court's determination that a complaint alleged covered claims, and would therefore narrow Pennsylvania's long-standing view that the duty to defend is broader than the duty to indemnify.

Finally, the Supreme Court was not persuaded that there are any equitable bases upon which to grant a right to reimbursement. The Insured was not unjustly enriched by Royal's payment of defense costs. The duty to defend benefited the Insured to protect it from the cost of defense, while the right to defend allowed Royal to control the defense to protect itself against potential indemnity exposure. As the Third Circuit explained in Terra Nova Ins. Co. Ltd. v. 900 Bar, Inc., 887 F.2d 1213 (3d Cir. 1989), an insurer faced with uncertainty about its duty to indemnify offers a defense under a reservation of rights "to avoid the risks that an inept or lackadaisical defense of the underlying action" may expose it to if it ultimately turns out there was a duty to indemnify. By defending the Insured, Royal was protecting itself from the potential of a bad faith claim. 
Accordingly, if the insurer could recover defense costs from its insured, then the insured would be paying for the insurer to protect itself. By providing a defense to the Insured, therefore, Royal acted as much in its own interest as it did in the Insured's. It would be unjust to require the Insured to reimburse Royal for the cost of the defense where Royal invoked its right to defend in part to protect its own interest.

Conclusion

Based upon the above, the Supreme Court of Pennsylvania held that an insurer may not obtain reimbursement of defense costs for a claim for which a court later determines there was no duty to defend, absent an express provision in the policy, even where the insurer attempted to claim a right to reimbursement in a series of reservation of rights letters.  
Comment

Reservation of rights letters are often sent by insurers when there is a question of coverage.  These letters often take the position that the insurer will provide a defense, but will seek reimbursement of defense fees and costs from the insured if there is a determination of no coverage.  This decision may potentially limit the ability of an insurer to recoup defense costs when the policy is silent on that issue, even if the insurer is successful in a declaratory judgment action.
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