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Conflict of Interest; Right to Independent Counsel; Civil Code section 2680

This insurance coverage dispute arises from underlying construction defect
litigation in which Corona homeowners have sued the developer, plaintiff and
appellant Centex Homes (Centex), for work performed by Centex’s
subcontractors. One of the subcontractors, Oak Leaf Landscape, Inc. (Oak Leaf),
is insured by defendants and respondents, St. Paul Fire & Marine Insurance
Company and St. Paul Mercury Insurance Company (Travelers). Centex is
named as an additional insured on the Oak Leaf policy issued by Travelers.

Centex appeals from an order and judgment sustaining without leave to
amend defendants” demurrer to the seventh and eighth causes of action of the
original complaint filed by Centex. The seventh and eight causes of action for
declaratory relief are about insurance coverage and Centex’s right to

independent counsel pursuant to Civil Code section 2860.
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Centex alleges that it was a developer of single-family residences in
Corona. In May 2012, Centex was sued by Corona homeowners in Riverside
County Superior Court for construction defects. Centex tendered the defense to
Travelers, which accepted the defense subject to a reservation of rights, including
the right to choose defense counsel. The Riverside litigation was stayed pending
the Corona plaintiffs” compliance with the prelitigation procedures of the Right
to Repair Act, Civil Code section 895 et seq. In April 2013, the Corona plaintiffs
served Centex with a notice of violations.

In June 2013, Centex filed this action against 57 subcontractors, alleging six
causes of action for breach of contract to indemnify, defend, and obtain
insurance, for equitable indemnity, and for contribution and repayment. The
complaint specifically alleges that Centex “has incurred, is incurring, and will
incur defense fees and costs” to defend the Corona plaintiffs” claims, all of which
are recoverable through defense and indemnity provisions in its agreements with
its subcontractors and through various insurers who named Centex as an
additional insured under general liability policies issued to the subcontractors.

The seventh and eighth causes of action are for declaratory relief against

Travelers. In the eighth cause of action, Centex alleges that Travelers breached



its duty to provide Centex “with a full, complete, immediate, and conflict free
defense,” causing Centex to incur defense costs. Centex further alleges that, by
defending Centex under a reservation of rights and appointing its own “panel
defense counsel,” Travelers has created a conflict of interest with Centex,
triggering the right to independent counsel. In particular, Centex contends
Travelers is trying to limit the scope of its coverage to the work of its named
insured, Oak Leaf. Furthermore, Travelers denies there is any covered
“occurrence” or “property damage” under its policy. Centex argues Travelers is
also competing with Centex by seeking recovery or reimbursement from other
subcontractors and forcing Centex to share counsel with the subcontractors,
while disadvantageously controlling and manipulating Centex’s defense,
particularly the use of experts. For those reasons, Centex alleges it has an
immediate need for independent counsel.

In its demurrer, Travelers argued that Centex had not alleged any specific
facts to demonstrate Travelers is manipulating the defense, thus entitling Centex
to independent counsel. Furthermore, the allocation of defense costs and fees is
premature because the amount of fees, the parties involved, and the relevant

facts are still unknown. Centex, of course, adopted a contrary position. The trial



court found that in the eighth cause of action, there is “no actual present conflict
of interest requiring independent counsel.”

Centex argues that, to the extent Travelers controls the defense of both the
subcontractors and Centex, Travelers can manipulate the litigation against
Centex’s interests, creating an ethical conflict requiring independent counsel:
“There is a large block of authority recognizing what also seems relatively
obvious: when an insured is obligated to provide defenses for two or more
insureds with adverse interests, there is a sufficient conflict of interest that the
insurer must provide independent counsel for each insured at its own expense.”
(14 Couch on Insurance (3d ed. 2014) § 202:24.) Additionally, Centex claims that,
when Travelers seeks reimbursement of defense fees, its right to reimbursement
and the issue of allocation must be resolved as part of the action against the
subcontractors. Therefore, Centex maintains the trial court erred in sustaining
the demurrer and finding that Centex could not amend its complaint to state a
cause of action against Travelers.

Centex argues an actual and present controversy exists about whether a
conflict of interest with Travelers requires independent counsel. The trial court

concluded that no such conflict existed yet at the pleading stage. Centex asserts,



in so ruling, the court disregarded California’s strong public policy protecting
the right to independent counsel.

Civil Code section 2860 (Section 2860) and California case law provide
Centex, as an insured, with the right to obtain independent counsel paid for by
Travelers, as Centex’s insurer, whenever their competing interests create an
ethical conflict for counsel. “The insurer is required to provide its insured with
independent counsel of the insured’s choosing ‘who represents the insured, not
the insurer.”” (Long v. Century Indemnity Co. (2008) 163 Cal. App.4th 1460, 1469.)
Where an insurer asserts a reimbursement claim for defense costs, “the potential
for conflict requires a careful analysis of the parties’ respective interests to
determine whether they can be reconciled . . . or whether an actual conflict of
interest precludes insurer-appointed defense counsel from presenting a quality
defense for the insured.” (Dynamic Concepts, Inc. v. Truck Ins. Exchange (1998) 61
Cal.App.4th 999, 1007-1008; Federal Ins. Co. v. MBL, Inc. (2013) 219 Cal.App.4th
29,42.) An attorney’s duty of loyalty to the client is so strong that it “forbids any
act that would interfere with the dedication of an attorney’s ‘entire energies to
[the] client’s interests.”” (Flatt v. Superior Court (1994) 9 Cal.4th 275, 289, quoting

Anderson v. Eaton (1930) 211 Cal. 113, 116.)



A reservation of rights by an insurer does not necessarily constitute a
conflict of interest requiring the insurer to provide independent counsel. The
conflict must be “significant, not merely theoretical, actual, not merely potential.”
(Dynamic Concepts, Inc. v. Truck Ins. Exchange, at 61 Cal. App.4th at p. 1007; Gafcon,
Inc. v. Ponsor & Associates (2002) 98 Cal.App.4th 1388, 1421; James 3 Corp. v. Truck
Ins. Exchange (2001) 91 Cal. App.4th 1093, 1101-1102) Nor is a general reservation
of rights sufficient to trigger the right to independent counsel: “Where the
insurer has not expressly reserved its right to deny coverage under a particular
exclusion in its policy, there can be no actual conflict based on the application of
that exclusion during the pendency of the action.” Independent counsel may be
required, however, “when an insurer reserves its rights on a given issue and the
outcome of that coverage issue can be controlled by counsel first retained by the
insurer for the defense of the claim.” (Civ. Code, § 2860, subd. (b); see Long v.
Century Indemnity Co., supra, 163 Cal. App.4th at 1472.) In San Diego Federal Credit
Union v. Cumis Ins. Society, Inc. (1984) 162 Cal.App.3d 358, the court held, in such
cases, the “insurer may be subject to substantial temptation to shape its defense

so as to place the risk of loss entirely upon the insured” and “no matter how



honest the intentions, counsel cannot discharge inconsistent duties.” (Cumis at p.
366.)

Centex alleges the interests of Centex, Travelers, and Oak Leaf are
irreconcilably adverse to each other. Centex specifically alleges that Travelers
will control Centex’s defense in the underlying action to prejudice the present
coverage dispute between Centex and itself. The express conflicts of interests
include Travelers instructing the defense counsel: (1) to sue Oak Leaf, the
subcontractor insured by Travelers; (2) to retain and direct the work of experts;
(3) to evaluate the contracts between Centex and Oak Leaf to determine what
Oak Leaf should contribute towards any settlement with the Corona
homeowners; (4) to allocate Centex’s defense fees and costs among the
subcontractors; (5) to negotiate settlements between Centex and the
subcontractors; and (6) to ascertain whether the work performed by Oak Leaf
caused property damage. In other words, Centex asserts that, to the extent panel
counsel can challenge the liability of Oak Leaf, it creates a direct conflict of
interest by enhancing Travelers’s reimbursement claims against Centex.
However, these anticipated circumstances have not occurred yet in the

underlying litigation.



The Fourth District Justices conclude the facts alleged by Centex do not
support its claim of a conflict of interest with Travelers. An insurer has the right
to control a defense. (James 3 Corp. v. Truck Ins. Exchange, at 91 Cal.App.4th at
pp- 1102-1103.) Centex argues Travelers will manipulate experts to its advantage
without giving any explanation about how that will be accomplished. Similarly,
Centex offers a host of allegations about how Travelers will control the litigation
without describing how this is occurring in the underlying construction defect
litigation. Centex is alleging conclusions without substance, not facts. As
Gertrude Stein famously said about Oakland, there is no there there.

In Blanchard v. State Farm & Casualty Co. (1991) 2 Cal. App.4th 345, the
appellate court stated that insurance counsel had no incentive to attach liability
to the insured and that it was in the interest of both the insurer and the insured
to minimize the insured’s liability. Here, Travelers and Centex’s interests may be
slightly different because Travelers’s liability is limited to Oak Leaf’s work and
Travelers claims a right to reimbursement against Centex for all defense fees
unrelated to property damage caused by Oak Leaf. Centex asserts that, unlike
counsel in Blanchard, Travelers’s panel counsel has an incentive to control the

defense so as to increase Travelers’s reimbursement claim —a conflict which



requires the appointment of independent counsel. The DCA disagrees because it
does not recognize the interests of Centex and Travelers to be adverse.
Depending on the eventual degree of liability among the subcontractors,
Travelers may be liable for damages but Centex will receive coverage from
Travelers or the other insurers covering the other subcontractors. Centex’s
liability is derivative and Travelers has the same interest in defending the
underlying claim. These circumstances do not cause a conflict requiring
independent counsel. (Foremost Ins. Co. v. Wilks (1988) 206 Cal.App.3d 251, 261;
Blanchard, at p. 350.) The demurrer to the eighth cause of action was properly
sustained —although these claims may also be renewed if they become actual and
present.

Centex argues that it should be allowed to amend its complaint. Public
policy dictates that leave to amend be liberally granted. If there is any
reasonable possibility that the plaintiff can state a cause of action, it is error to
sustain a demurrer without leave to amend. (Youngman v. Nevada Irrigation Dist.
(1969) 70 Cal.2d 240, 245; Sheehan v. San Francisco 49ers, Ltd. (2009) 45 Cal.4th 992,
998.) As an alternative, Centex requests a reversal to allow Centex the

opportunity to amend its complaint.



Unfortunately, Centex did not request leave to amend from the trial court.
On appeal, it does not sufficiently propose how the complaint could be amended
to state a claim based on an actual, present, existing, or ripe controversy. For that
reason, the Justices reject this argument. (Schifando v. City of Los Angeles, supra, 31
Cal.4th at p. 1081.)

The Appellate Court affirms the judgment and orders that Travelers, the

prevailing party, recover its costs on appeal.
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This case study is provided in the hope it may prove useful in your practice
or in the handling of litigated cases. If you receive a forwarded copy of this

message and would like to be added to the mailing list, let me know.

Mediation and Binding Arbitration are economical, private and final.
Alternative dispute resolution will allow you to dispose of cases without the
undue time consumption, costs and risks of the courtroom. Your inquiries

regarding an alternative means to resolve your case are welcome.
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