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 Business entities may have many kinds of insurance.  Typically, they have fire insurance, 
auto insurance, other property and casualty insurance, business interruption insurance, 
comprehensive general liability insurance, fidelity or crime insurance and/or directors’ and 
officers’ liability insurance, to name some.  Depending on the nature of the business, a company 
may have other, more exotic forms of insurance, including political risk and kidnapping 
insurance and pollution liability insurance.  And engineers, architects, accountants, lawyers, 
physicians and other professionals will have professional liability insurance. 
 Let’s say your company and a number of its directors or officers get sued for securities 
fraud or professional malpractice, or the company discovers its warehouse is missing a great deal 
of inventory.  You want to know what to do, when to do it, and what to watch out for in your 
relationship with your insurers. 
 The policy language itself is always of paramount importance.  The discussion below 
describes terms and principles which are generally applicable, but which may not apply in all 
cases and under all policies.  Also, while the discussion below describes some issues which 
might arise, the list is far from exhaustive. 
I.  THE NOTICE OF CLAIM 
 Your broker can help you provide notice, which is generally easy enough to do when the 
situation is straightforward.  If a complaint is served at corporate headquarters, for example, it 
can simply be forwarded to the insurer by the policyholder or its broker, with appropriate 
references to the policy involved.  Notice usually need be no more formal than that in these 
circumstances. 
 But sometimes the situation is not so straightforward.  For example, it is sometimes less 
than clear whether and when a “claim” has been made against a policyholder.  (“Claim” is used 
in this article in two ways:  a claim against a policyholder is one kind of claim; the insurance 
claim a policyholder lodges with its insurer is another.) 

A. What Triggers The Obligation To Give Notice? 
 Under a liability policy, a “claim” against the policyholder is ordinarily what triggers the 
need to give notice.  But what is a “claim?”  Under other policies, a “loss” or “discovery” of a 
loss starts the notice clock.  But when does the policyholder know of a “loss?” 

1. What is a claim? 
 A “claim” is usually understood to be a demand on the policyholder for monetary relief, 
and sometimes for non-monetary relief, such as a demand to cease and desist from trademark 
infringement or other objectionable conduct.  The service of a complaint in a lawsuit is a claim.  
A letter from a customer expressing an intent to sue the policyholder (or to sue if demands are 
not met) is usually a claim. 
 But what if a customer writes a letter complaining about the policyholder’s conduct, but 
expressing an intent only to write a letter to the newspapers about it, or to post comments on the 
internet? 
 Or what if a federal or state agency merely advises that it is opening an investigation of 
certain of the policyholder’s practices?  The expense of dealing with a government investigation 
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can be enormous.  Whether the investigation is a “claim” can be an extremely important 
question. 
 Some policies define “claim” in a way which answers questions such as these.  Some 
policies don’t.  If there is doubt, give notice, or make sure your decision not to give notice has 
been on an informed basis and carefully considered.  It is seldom wise to omit notice merely 
because of fear of increased premiums.  Insurance underwriters are generally more interested in 
actual loss history (required payouts) than in claim frequency.   

2. What If The Loss Or Exposure Seems Small? 
 You may have no idea of the true size of your exposure or loss, or you may be convinced 
that your exposure or loss, while of a type that is covered, nevertheless won’t exceed your 
deductible.   
 Damages recoverable on account of a fraud or other tort allegation in a lawsuit are 
frequently uncertain.  That is no reason not to give notice, especially since most liability policies 
provide some form of coverage for defense costs, which can be very high even if your company 
is innocent or if the plaintiff suffered no damage at all. 
 What about the case of the missing inventory?  This sort of loss may be covered by a 
different kind of policy such as a fidelity bond or crime policy.  You may be able to place a value 
on the missing inventory and it may be less than your deductible. 
 But are you sure you’ve uncovered everything? 
 Fidelity and crime policies, which cover employee theft or embezzlement as well as 
certain other kinds of loss, frequently provide that all losses caused by the dishonest conduct of a 
single employee or person are considered to be one loss (even if the employee sometimes acted 
with other employees or non-employees). 
 You may think you know the value of all missing inventory, and you may be right.  But 
an employee who would steal inventory might also embezzle cash, sometimes using 
sophisticated computer-based manipulations and cover-ups. 
 If you have failed to give notice, and subsequently discover much larger losses caused by 
the same employee’s dishonesty, it may then be too late to give timely notice.  More on late 
notice in the next section. 
 Also, most fidelity and crime policies call for notice triggered by the insured’s discovery 
of facts pointing to dishonest acts by an employee which may have caused a loss even if the 
amount of loss is not known.  These policies thus require notice, although the facts have not been 
completely nailed down and both the insurer and the insured may doubt that an insurance claim 
(or a claim above the deductible) will materialize.  One reason for this is that coverage under 
most fidelity and crime policies will terminate as to any employee at the time he is discovered to 
have committed dishonesty, regardless of whether loss has resulted.  (Sometimes there is a low 
loss ceiling, for example $2,500, below which an employee’s coverage will not terminate.) 

B. When Must The Notice Of Claim Be Submitted? 
1. When does the insured know about the claim? 

 Most policies require notice of claim to be filed “promptly” or “as soon as practicable” or 
“within [a stated number of days]” after the insured becomes aware of the claim or loss.  In the 
corporate context, it is not always easy to determine when the “insured” has become aware of a 
claim.  If the receptionist at a small branch office of the company a thousand miles from 
headquarters is handed a summons and complaint, has the “insured” become aware?  It may take 
days or weeks before the lawsuit makes its way to headquarters. 
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 Some policies solve the problem by providing that the insured becomes aware only when 
its general counsel or its corporate insurance manager or some other high corporate executive has 
knowledge.  If your policy does not contain such a provision and you need one, ask for a rider 
containing it.   
  “Discovery” of a loss for purposes of starting the time period for filing notice under a 
fidelity or crime policy, as mentioned above, is usually defined more broadly than you might 
expect.  It often means “discovery by the insured [or specified officers of the insured] of facts 
which would lead a reasonable person to believe that a fraudulent or dishonest act by an 
employee has been committed and that a loss may result,” or words to that effect.  The looseness 
of such provisions should be seen as a warning to the policyholder:  Don’t wait for absolute 
certainty before submitting a notice of loss. 
 Note also that fidelity and crime policies often contain very objective time limits for 
filing notice, despite the very subjective nature of their “discovery” definitions.  They usually 
require that notice be given “as soon as practicable but in no event later than 30 days after 
discovery,” or something similar. 

2. What happens if notice is late? 
 The consequences of late notice can be disastrous.  In some states, an insurer cannot 
disclaim liability, i.e., deny coverage, for late notice unless it has been prejudiced by the delay, 
such as by the loss of important witnesses or evidence.  In others, notably New York, although 
there has been some erosion at the edges of the doctrine, late notice supports a disclaimer even 
without a showing of prejudice.  Even in the states where prejudice is required, the insurer will 
likely send a reservation of its rights regarding the late claim, and will thereafter be on the 
lookout for items of prejudice as it investigates the claim.   

3. Suppose there are circumstances which might result, but clearly have not 
yet resulted, in a “claim?” 

 
 Imagine the following situation:  The inside general counsel of a public company learns 
that the published financials are materially false because of reliance on an obscure accounting 
rule which has been rescinded.  The accounting firm which gave a clean opinion on the financial 
statements is similarly exposed, and for the same reason.  The financials may have to be restated, 
but at this point no one can predict how the restatement will affect the price of the company’s 
stock, and thus the likelihood of a lawsuit. 
 Or imagine that a corporate executive confesses to general counsel that he has acted in a 
way which might be considered sexual harassment of an employee, but there is no way to know 
whether the object of his affections saw things the same way, or will choose to make a 
complaint. 
 In these situations, is there anything that can or should be done?  The answer is, maybe. 
 Unlike many applications for initial liability policies, some renewal applications for 
liability policies are careful not to ask whether the insured has “knowledge of circumstances 
which might lead to a claim” against it.  This happens most frequently when renewal of a “claims 
made” policy is being sought.  Insurers like to be able to close the books on a “claims made” 
policy year, without the concern that there may yet be a claim referrable to that policy. 
 A “claims made” policy covers claims made against the insured and reported to the 
insurer during the policy period, even though the events underlying the claim may have occurred 
in a prior period.  (An “occurrence” policy covers the insured for claims arising from events 
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which occurred during a policy period, even if that policy has expired at the time the claim is 
made.)   
 There are a few policies, however, notably certain professional liability policies and 
certain directors’ and officers’ (“D&O”) liability policies, which permit, but do not require, the 
insured to give the insurer a “notice of circumstances which might give rise to a claim.”  The 
effect of sending a “notice of circumstances” is to make sure that the eventual claim, if there is 
one, is referrable to the policy year in which the notice is given, even though the claim might be 
“made” in a later year. 
 Why might a policyholder give a “notice of circumstances?”  It might be a good idea to 
do so if the policyholder is about to close down some or all of its operations, or to reduce the 
scope of its business substantially, and expects to buy no D&O coverage, or reduced D&O 
coverage, in the next year.  It is also a good idea if current trends, or the particular loss 
experience of the insured company, suggest that the insurer may want to lower the dollar limits 
of liability at the next renewal, or even decline to renew. 
II.  THE PROOF OF CLAIM OR LOSS 
 Policies which provide coverage for loss sustained by a policyholder such as a casualty 
loss or a loss resulting from employee dishonesty sometimes require a “proof of loss” in addition 
to the notice of loss.  The policyholder will have a longer time period in which to file a proof of 
loss, usually in the range of three-to-six months from discovery, and extensions are possible. 
 The proof of loss is the instrument by which the policyholder lays out the basic facts, 
with documentary support where available, showing it is entitled to indemnification from the 
insurer for the loss it has suffered, and showing the amount of loss and how it was calculated.  It 
should tell the story, and the story it tells should fit within the policy coverage terms. 
 Assuming the proof of loss is all that it should be, nevertheless that does not mean the 
insurer will send a check by return mail.  The insurer will conduct an investigation, both to verify 
the facts and to find out whether there are other facts which might cast doubt on coverage or the 
amount of loss, or which might support the invocation of an exclusion. 

 
 

III.  THE INSURER’S HANDLING OF THE CLAIM 
A. The Insurer’s Investigation of the Claim 

 Here, we are talking about the insurer’s investigation of the insurance claim, i.e., the 
policyholder’s demand on the insurer to be indemnified for loss or potential loss, and sometimes 
to be defended by counsel paid for by the insurer. 
 Except where a policyholder’s insurance claim very clearly fails to fit any of the policy’s 
coverage terms (or clearly fits an exclusion), an insurer has a duty to investigate.  That is, if an 
insurer turns down a colorable insurance claim without investigating, it may be guilty of “bad 
faith,” which can lead to monetary consequences for the insurer beyond the terms of the policy 
(“extra-contractual liability”), such as the obligation to reimburse the policyholder for its legal 
costs in establishing coverage, and occasionally punitive damages.  “Bad faith” is a term which 
stems from the almost universally accepted doctrine that every contract contains an implied term 
of “good faith and fair dealing.”   
 In the course of its investigation, the insurer may request a great many documents and 
items of information.  These requests may eventually seem onerous to the policyholder, but in 
most cases it is best to comply.  That is because many policies have a term requiring the 
policyholder to “cooperate” in the insurer’s investigation.  A breach of this obligation, in extreme 
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cases, may cause the insurer to disclaim liability.  Even if there is no “cooperation” clause, the 
policyholder’s recalcitrance may cause the insurer to suspect the policyholder is hiding 
something which might affect coverage.  This can create, at the least, an insurer-insured 
relationship which is more adversarial than it needs to be.   

 
 
B. Engagement of Counsel 

 If the insurance claim is large in a dollar sense, the insurer may engage outside counsel to 
assist in its investigation or to provide legal advice as to the effect of the facts being uncovered.  
This does not necessarily mean the insurer is preparing to deny the insurance claim.  But it does 
suggest that the insurer thinks there may be substantial legal questions surrounding coverage.  
The policyholder should consider engaging its own counsel.  An argument about the meaning of 
relevant policy terms or about the significance of relevant facts could ensue, and the policyholder 
should have its own advocate. 
 If a liability policy is involved, and the insurer has appointed counsel to defend the 
insured in connection with a claim which has been made against it, the insurer is obliged to pay 
the insured’s defense counsel.  If the insurer nevertheless has doubts about coverage and is 
investigating, neither the insurer nor the insured can rely on defense counsel for help in 
connection with coverage issues.  His duty is to the policyholder, and he cannot (because of 
conflict of interest) advise the insurer on matters in which the insurer is at odds with the 
policyholder.  At the same time, he cannot advise the policyholder on a coverage issue which 
may be the subject of a disagreement with the insurer, because the insurer is paying his bills. 
 It is very common for insurers to engage their own counsel to monitor cases, especially 
large stockholders’ cases, in which the insurer is paying for the defense of corporate directors 
and officers under a D&O policy.  That is because, in addition to the possible presence of legal 
coverage issues, most sizeable lawsuits against corporate officers and directors are settled, 
usually by means of a payment by the insurer.  D&O policies ordinarily give the insurer the 
right, therefore, to participate in settlement negotiations, which it may do through its counsel. 

 
 
C. The Insurer’s Obligation to Take a Coverage Position 

 Within a reasonable time, the insurer should react to the claim and inform the 
policyholder.  What is reasonable, as you might expect, depends on the circumstances.  If the 
claim is for a loss already incurred, the insurer can, of course, simply pay it.  If the insurer has 
decided to refuse payment, it should tell the policyholder why, in writing.  If it has not decided 
one way or another, but is investigating, nevertheless a time may come when silence is not 
appropriate, even if the insurer’s inability to reach a definitive coverage position to that point is 
not unreasonable.  In that circumstance, the insurer should at least explain to the policyholder 
what issues remain open, and how it is attempting to resolve them.   
 Whatever the insurer does by way of investigation and analysis of the facts in light of the 
policy language, its efforts should be documented in its claim file.  If litigation should ensue 
between insurer and insured, the insured will be entitled to review all non-privileged documents 
in the claim file.  (What may be subject to the attorney-client privilege or attorney work product 
doctrine when an insurer has engaged counsel during a claim investigation can become a very 
complex question.)   

D. Reservation of Rights v. Disclaimer of Liability 
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 If the policyholder is being sued and is seeking to be defended and indemnified under a 
liability policy, the insurer may disclaim liability entirely.  But that is rare, because the insurer 
may thus open itself up to bad faith accusations and the consequent possibility of extra-
contractual liability.  It is a bromide in the liability insurance world that “the duty to defend is 
broader than the duty to indemnify.”  For example, if there is only a single count which presents 
a covered claim (or even a potentially covered claim) against the insured in a multi-count 
complaint, the insurer is usually obliged to provide a defense to the entire complaint.  If it walks 
away, it is leaving its policyholder exposed in circumstances which are still fluid, and where the 
policyholder’s liability is not yet fixed and theoretically could be ruinous.  If the insurer turns out 
to have been unreasonable in disclaiming liability, the insurer may end up paying out a much 
greater sum than the amount listed on the face of the policy. 
 It is much more common for the insurer in these circumstances to undertake the defense 
of the insured, but to issue a “reservation of rights” letter.  A reservation letter will list all the 
grounds on which the insurer may in the future, depending on how the facts develop, seek to 
disclaim liability or seek to reduce the amounts it might otherwise have to pay out. 
 Some reservations of rights are relatively innocuous.  An insurer might, for example, 
warn that it might disclaim if the facts trigger a policy exclusion for damages from leaks of 
nuclear radiation.  But if the claim against the insured is based on employment discrimination, 
such a reservation should not trouble the policyholder overmuch. 
 D&O policies typically promise indemnification and payment or reimbursement of 
defense costs where claims against directors and officers involve “actual or alleged wrongful 
acts.”  Professional liability policies typically provide for indemnity and defense in connection 
with claims against the insured in his professional capacity.  But both types of policies also 
typically contain exclusions for acts which are found to be “deliberate, dishonest, fraudulent, or 
criminal in fact” (emphasis added), or words to similar effect.   
 Some form of fraud is very frequently alleged in stockholders’ suits against directors and 
officers, and is often alleged in professional liability claims against lawyers and accountants.  It 
is alleged much less often in claims against physicians, architects, engineers and designers.   
 If dishonesty, fraud or intentional conduct is alleged, the D&O or professional liability 
insurance carrier will almost certainly include a reference to the “fraudulent acts exclusion” in its 
reservation of rights letter.  It will thus reserve its right to disclaim liability if there is an 
adjudication that the policyholder has in fact committed fraud or dishonesty. 
 It is not worth getting exercised about such a reservation.  It is unavoidable.  Nothing can 
be done about it.  And insurers will not refuse to defend or pay for defense costs on the sole basis 
that fraud or dishonesty has been alleged but not yet proved. 
 Insurers are not above referring to the fraudulent acts exclusion, however, in an effort to 
get the settlement price down when negotiating with the party who has sued the policyholder.  
Not infrequently, the insurer will point out that if the plaintiff tries the case and successfully 
proves fraud or dishonesty, it will by that very success deprive itself of the ability to look to the 
policy for payment of the judgment. 

E. Defending v. Paying for Defense Costs 
 It may have been noticed that a distinction has been drawn in the above discussion 
between “defending” the policyholder, on the one hand, and “paying for defense costs,” on the 
other. 
 For most purposes, there are few differences between a “defense” policy and a policy 
which pays defense costs.   
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 The insurer selects and pays defense counsel, and has the right to control defense 
strategy, under most defense policies.  (Policyholders with clout, i.e., those who pay mega-
premiums and absorb multi-million dollar deductibles like Big Four accounting firms, can 
sometimes obtain the right to select their own counsel, or to select counsel from a list of blue-
chip law firms compiled by the insurer.) 
 Under an insurer-pays-defense-costs policy, the insurer has less control of the defense, 
though it would be wrong to say it has no control.  Some such policies provide, for example, that 
the insurer has the right to “associate itself” with the defense.  And the policies almost always 
require the insurer to pay only “reasonable” legal fees and expenses.  The policyholder selects 
counsel under most of these policies, but usually does so by reference to a list of “panel counsel” 
compiled by the insurer.  All firms on this list, in addition to having the necessary credentials, 
also have negotiated fee rate schedules with the insurer. 
 One interesting difference, at least in New York, between “defense” policies and insurer-
pays-defense-costs policies is this:  If the insurer concludes that there is no coverage and sues the 
policyholder for a court declaration to that effect but loses, the insurer must pay the 
policyholder’s legal expenses incurred in establishing that there was indeed coverage – if the 
policy promised to “defend” the policyholder in connection with claims arising from covered 
matters.  The coverage lawsuit is simply regarded as one of such claims. 
 Not so in the case of a lawsuit by an insurer against a policyholder for a declaration of no 
coverage under a policy which merely promised to pay for the policyholder’s costs of defending 
itself.  Such a policy is not a “defense” policy, so the same reasoning does not apply.  This may 
seem to be an overly subtle distinction, but there it is. 
 Under either kind of policy, if the policyholder starts a lawsuit to resolve a coverage 
dispute, it pays its own counsel, even if it wins, provided the insurer’s arguments, though wrong, 
were not so devoid of reason as to be in bad faith.  Insurers can be wrong without being in bad 
faith, but if they are in bad faith, one of the penalties may be the obligation to pay the 
policyholder’s counsel fees in establishing coverage. 

* * * 
 There are pitfalls for policyholder in the claim process.  But there are ways to avoid them 
as well. 


