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DEFINING KEY TERMS:  EXCESS 

Primary 

Excess 

- Indemnity 

- Defense, usually Supplementary 

  Payments in addition to limits 

 

-  Supplements the Coverage Limits of            

Primary, subject to additional terms 

E.g., Megonnel v. USAA, 796 A.2d 758, 

765 n.6 (Md. 2002); Am. Resources Ins. 

Co. v. H&H Stephens Constr., Inc., 

 939 So.2d 868, 871 (Ala. 2006) 
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DEFINING KEY TERMS:  UMBRELLA 

Primary 

Auto 
Primary 

Homeowners 
 
 
 

Umbrella - Serves as Excess Coverage 

- Broader than Underlying Primary 

- Drops Down to Fill Gap; acts as 

   “primary” within gap (“retained loss”) 

E.g., Kajima Constr. Servs. v. 

St. Paul, 227 Ill. 2d 102 (2007); 

Aetna v. Centennial Ins., 838 

F.2d 346, 350 (9th Cir. 1988) 
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TACTICAL EXAMPLE 

 
Primary 

 with  
(possibly 
applicable) 
exclusion 

 and matching 
deductible  

Primary 
 
 

Umbrella 
(w/o exclusion) 

If the primary “provided” 

coverage, the client 

would have a 100 

percent deductible. We 

took position that the 

“exclusion” applied, 

therefore no underlying 

coverage – and 

therefore the umbrella 

had a duty to defend 

(ala a primary) in the 

gap. 
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ORDINARY EXAMPLE 

Excess 

Primary 

Exhaust underlying (primary) 

insurance and then access excess 

E.g., Whitehead v. Fleet Towing, 

110 Ill. App. 3d 759, 764 (Ill. App. 

1982); Maine Bonding & Cas. v. 

Centennial Ins., 693 P.2d 

1296,1297-1302 (Or. 1985) 
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 EXHAUSTION OF UNDERLYING 

Ordinary Course: 
Judgment in tort case exceeds primary policy’s 

indemnity limits 

Primary pays defense costs in excess of policy limits 
(“supplementary payments”) 

Excess policy pays the portion of the judgment 
exceeding primary indemnity limits 

Prima Facie Case 
Proof of underlying exhaustion 

Amounts incurred within “Ultimate Net Loss” 
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PROOF OF UNDERLYING EXHAUSTION 

Premise I:  If policyholder cannot prove 
underlying exhaustion, it has failed to prove 
a necessary element of its prima facie case 
for coverage. 

Premise II:   Primary insurance cannot 
“tender” limits or prematurely exhaust and 
accelerate payment obligations of excess 
carrier. 
 Duty to Appeal? IICNA v. Hawkeye Sec.  Ins., 260 F.2d 361 (10th 

Cir. 1958). 
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PROOF OF UNDERLYING EXHAUSTION 

 Actual payment by underlying is presumptive proof of proper 

exhaustion.  See generally St. Paul Fire & Marine v. American Int’l 

Spec. Lines Ins. Co., 365 F.3d 263, 274 (4th Cir. 2004); Keystone 

Shipping Co. v. Home Ins. Co., 840 F.2d 181, 184-86 (3d Cir. 

1988); Drake v. Ryan, 514 N.W.2d 785, 789 (Minn. 1994) 

 Overlying not bound to interpretation by underlying, if plain 

language contradicts:  Allmerica Fin. Corp. v. Certain 

Underwriters, 449 Mass. 621, 630-31 (2007). 

 Payment by underlying presumed to be in good faith and 

reasonable, cf. Independent Ins. Co. v. Republic Nat’l Life Ins. 

Co., 447 S.W.2d 462, 469 (Texas App. 1969) 

 Overlying can review (not “audit”) to confirm payment, but not de 

novo; excess bound by reasonable performance of underlying.  

Everest Re v. Maremont Corp. (Ill. Ch. Ct. May 24, 2004); 

American Ins. Co. v. St. Jude Medical (D. Minn. Sept. 20, 2010). 
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IF UNDERLYING EXHAUSTION PROVED 

Does “Ultimate Net Loss” include “expenses”? 

  Aetna Cas. & Sur. Corp. v. Lloyd’s, 129 Cal. Rptr. 47 

(Cal. App. 1976); State Farm v. Foundation Reserve 

Ins., 431 P.2d 737 (N.M. 1967); Maryland Cas. v. 

Marquette Cas., 143 So. 2d 249 (La. App. 1962). 

 Compare Stonewall Ins. v. ACMC, 73 F.3d 1178, 1218 (2d Cir. 

1995). 

Does the excess policy disclaim any defense obligation? 

  Signal Cos. v. Harbor Ins., 27 Cal. 3d 348, 362 (1980). 

 Power to participate in defense     duty to defend 
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PAYMENT OF DEFENSE WITHIN 

LIMITS? 

Primary Policies:  “Supplementary 

Payments” provision  

Excess:  “Ultimate Net Loss”, “Loss”, 

“Expense” 

 “Loss” refers to sums paid in settlement or 

judgment 

Policy excludes “expense” from loss subject to 

policy limits, Affiliated FM Ins. v. Owens-Corning, 

16 F.3d 684 (6th Cir. 1984); Continental Cas. V. 

Pittsburgh Corning, 917 F.2d 297 (7th Cir. 1990). 
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TIMING OF PAYING DEFENSE I 

Only After Liability Case Is Over, American 
Excess v. MGM Grand Hotels, 729 P.2d 1352 
(Nev. 1986). 

Only If Liability Case Is Actually Covered, In 
Re Kenai, 136 B.R. 59 (S.D.N.Y. 1992) 

But some authority for advancement of 
defense costs (i.e., potentially covered claims), 
Gon v. First State Ins. Co., 871 F.2d 863 (9th 
Cir. 1989). 
 But see Cinergy Corp. v. St. Paul Surplus Lines Ins., 

838 N.E.2d 1104 (Ind. App. 2005). 
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TIMING OF PAYING DEFENSE II 

Only after Consent? Or after Notice?  

Coastal Iron Works v. Petty Ray Geophysical, 

783 F.2d 577 (5th Cir. 1986); Pickering v. Am. 

Employers Ins. Co., 292 A.2d 584, 591 (R.I. 

1971);  cf. Belleville v. Farm Mut. Bureau, 702 

N.W.2d 468 (Iowa 2005). 

But see Crown Center Redevelopment Corp. v. 

Occidental Fire, 716 S.W.2d 348  (Mo. App. 

1986). 
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EXCESS DOES NOT DROP DOWN, BUT STILL 

PAYS XS OF UNDERLYING LIMITS FOR 

COVERED LOSS: 
Primary Expired 

 Kelley v. Midwestern Indem., 670 N.E. 2d 510, 510 (Ohio App. 
1995) 

 “Maintenance of Underlying” Clause 

Primary insolvent, but insured pays in stead 
 Polygon Northwest Co v. Am. Nat'l Fire Ins. Co., 189 P.3d 777, 

786-88 (Wash. App. 2008);  Zurich Ins. v. Heil, 815 F.2d 1122, 
1125 (7th Cir. 1987). 

Defense Costs Incurred in Excess of Retained 
Limit 
 Coleman v. Cal. Union Ins., 960 F.2d 1529 (10th Cir. 1992); cf. 

Vons Cos. v. US Fire Ins., 78 Cal. App. 4th 52, 52 (2000). 

Check Following-form Provisions 
 Johnson Controls Inc. v. London Market, 784 N.W.2d 579 (Wis. 2010). 
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SETTLEMENT OF UNDERLYING COVERAGE (< 

100%) = PROPER EXHAUSTION ?  

Primary/Underlying settled with policyholder, and 

policyholder incurs loss “exhausting” primary or 

underlying (thus “making up the difference”) 

 Zeig v. Mass. Bonding & Ins., 23 F.2d 665 (2d Cir. 1928); 

Koppers Co. v. Aetna Cas. & Sur. Co., 98 F.3d 1440, 1454 (3d 

Cir. 1996) ("[T]he widely-followed rule [is] that the policyholder 

may recover on the excess policy for a proven loss to the extent 

it exceeds the primary policy's limits."); Archer Daniels Midland 

Co. v. Aon Risk Servs., 356 F.3d 850, 853 (8th Cir. 2004) (excess 

insurer has duty to pay when insured settled with underlying 

policies "for a partial sum and absorb[ed] the balance"); Trinity 

Homes LLC v. Ohio Cas. Ins. Co, 629 F.3d 653 (7th Cir. 2010); 

Lexington Ins. Co. v.  Tokio Marine & Nichido Fire Ins. Co. Ltd., 

No. 11 Civ. 391 (S.D. N.Y. March 28, 2012);  Maximus Inc. v. 

Twin City Fire Ins. Co., No. 856 F. Supp.2d 797 (E.D. Va. 2012). 
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SETTLEMENT OF UNDERLYING COVERAGE 

(<100%) ≠ PROPER EXHAUSTION – New 

Majority Rule? 

 If underlying does not fully perform, policyholder 

forfeits excess coverage.  Forest Laboratories v. Arch 

Ins. Co., 984 N.Y.S.2d 361 (App. Div. 2014); Ali v. 

Federal Ins. Co., 719 F.3d 83 (2d Cir. 2013); Citigroup 

v. Federal, 649 F.3d 367 (5th Cir. 2001); Comerica v. 

Zurich American Ins., 498 F. Supp. 2d 1019 (E.D. 

Mich. 2007);Qualcomm v. Lloyd’s, 161 Cal. App. 4th 

184 (Cal. App. 2008) 
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INSURANCE AS CONTRACT 

 Recent “blockbuster” cases suggest ascendance of stricter 

contract approach (policy by policy, wording) 

 Pending California Supreme Court (yet another Montrose case) 

 Nooter v Allianz (Mo. Ct. App. Oct 2017) 
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 Hiccoughs toward coherent, consistent recoveries 

 Need to check ex ante 

 Consent 

 Notice 

 Exhaustion 

 Policy years (Noncontemporaneous exhaustion) 

 Follow form 

 Need to manage – INSURANCE IS NOT AN AFTERTHOUGHT! 



Fundamental & Emerging Issues 

In Umbrella & Excess Insurance 
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An Excess Insurer Generally  

Has No Duty To Defend 

 There is no common law duty for an excess insurer to provide a 

defense.   

 Most cases across the country recognize that the excess insurer’s 

duty to defend is strictly contractual.  Unless the excess insurer 

undertakes to defend in the contract, there is no duty to defend.   

 Many excess contracts expressly disclaim a duty to defend.   

A commonly used expression is:  “The company shall not be called 

upon [obligated] to assume charge of the defense.”  

 Such language should not be required.  However, there are a 

minority of decisions that hold that there is a duty to defend unless 

the excess contract expressly provides to the contrary.  See, e.g., 

Legacy Vulcan Corp. v. Superior Court of Los Angeles County, 

185 Cal. App. 4th 677 (Cal. App. 2010); Johnson Controls, Inc. v 

London Market, 2010 WL 2520941 (Wisc. 2010). 
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Some Umbrella Policies Provide For 

A Defense In Some Circumstances  

 Some umbrella/excess contracts do provide for a duty to defend 

upon the exhaustion of the underlying insurance. 

(Occurrence/Aggregate)  

 For example, “If the underlying insurance is exhausted by any 

occurrence, the company shall be obligated to assume charge of the 

settlement or defense of any claim resulting from the same 

occurrence.” 

 See Stonewall Ins.. Co. v. National Gypsum Co., 1992 WL 296435 

(S.D.N.Y. 1992); American Family Life Ins. Co. v. United States Fire 

Co., 885 F.2d 826 (11th Cir. 1989). 
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Umbrella Policies “Not Covered” By 

Primary Insurance 

 Many umbrella policies obligate the insurer to defend lawsuits that 

are covered under the umbrella policy, but not under the primary 

policy. 

 “Not Covered” applies only to risks not within the scope of the 

underlying coverage, but within more expansive coverage afforded 

by the umbrella policy (e.g., advertising liability).   

 “Not Covered” refers to the fact of coverage, not the extent of 

coverage.   

 Accordingly, exhaustion of the primary policy does not trigger the 

obligation to defend on the part of the umbrella insurer based upon it 

being “not covered.”    
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The Right To Associate  In The 

Defense 

 Many excess policies provide the excess insurer with a right to 

“associate” in the defense of a lawsuit against the policyholder.   

 This allows the excess insurer to become involved in defending 

the insured in lawsuits that could impact its layer of coverage.   

 The vast majority of decisions recognize that this right or option 

to associate in the defense does not impose a duty to defend or 

to reimburse defense costs. 
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Why Might An Excess Insurer 

Associate In The Defense? 

Its limits are at risk and 

• The primary insurer is not mounting a strong defense; 

• The insured is defending under an SIR or a captive insurer is 
defending; 

• As a way of monitoring when it is not receiving sufficient 
information;  

• As a placeholder, pending assumption of the defense by a 
primary insurer; 

• To focus on a particular issue/aspect of the defense; or  

• Where the policyholder is impecunious or primary insurer 
insolvent (recent examples come from asbestos context where 
the policyholder with an SIR bankrupt or a primary insurer is 
insolvent to avoid default judgments, assignment of rights, etc.).   
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How Does An Excess Insurer 

Associate In The Defense? 

 There is a distinction between reserving the right to associate and 

exercising the right to associate in the defense. 

 By exercising this right, the excess insurer may be assuming duties 

to policyholder/other insurers in addition to protecting its interests. 

 The excess insurer cannot prejudice the insured. See, e.g., Home 

Ins. Co. v. Three I Truck Line, Inc., 95 F.Supp.2d 901 (N.D. Ill. 2000) 

(excess insurers associated under ROR, appointed counsel and 

advised insured’s selected counsel he was no longer needed, did not 

handle experts and damages issues properly, $42.5M verdict, 

insured estopped from denying coverage based upon late notice).  

 Multiple counsel, conflicting positions, or defenses. 

 Cost sharing and equitable contribution/subrogation claims.   
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Reimbursement Of Defense Costs 

Under An Excess Policy 

 Few excess contracts contain a defense obligation. 

 Many excess contracts do not obligate the excess insurer to 

reimburse defense costs. 

 Some excess contracts obligate the excess insurer to 

reimburse defense costs.   

 The duty to reimburse defense costs is different from the duty 

to defend: an insurer can have a duty to reimburse/indemnify 

a policyholder for defense costs without assuming a duty to 

defend.     
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Distinctions Between Defense 

Obligation & Reimbursing Costs 

 There are important distinctions between the duty to defend 

and reimbursement of defense costs. 

 Actions:  assigning and paying counsel to defend versus 

reimbursing defense costs incurred by the policyholder. 

 Control of defense:  insurer (generally controls absent 

Cumis/Peppers situation) versus policyholder. 

 Timing:  insurer pays defense counsel versus policyholder 

pays and insurer reimburses. 

 Standard:  defense for potentially covered claims versus costs 

associated with claims actually covered.   
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The Consent Requirement  

 Many excess and umbrella contracts require the insurer’s 

consent prior to the incurring of defense costs in order for 

defense costs to be reimbursable.  Mutual consent/insurer 

consent/jointly incurred/prior consent. 

 These provisions are for the benefit and protection of the 

insurer.  They allow the insurer to elect to participate in 

payment of defense costs if it wishes to save indemnity limits. 

 Overwhelming majority of courts enforce consent 

requirements and hold the insurer has the absolute right to 

consent or not consent. 
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The Consent Requirement  

 Policyholder can request that the insurer consent to the incurring 

of costs, many times they do not.   

 Policyholders often argue that the insurer cannot unreasonably 

withhold consent to the incurring of costs. 

 A minority of courts have held that the insurer cannot 

unreasonably withhold consent.  

 An umbrella/excess insurer that otherwise may have a duty to 

reimburse defense costs may be relieved of the obligation (as 

well as the obligation to indemnify for settlement or judgment) by 

virtue of the policyholder’s non-compliance with the notice or 

voluntary payment provisions.  See, e.g., Westchester Fire Ins. 

Co. v. G. Heileman Brewing Co., 747 N.E.2d 955 (Ill. App. 2001).  
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Whether Defense Costs Are Included 

Within “Loss” Or “UNL” 

 

 Many excess contracts contain definitions of “loss” or “ultimate 

net loss” that specifically exclude costs and expense.  

 The contracts plainly and unambiguously exclude defense costs, 

and the vast majority of courts considering the issue have so 

held. 

 Policyholders have taken numerous shots at the language:  

ambiguity; “follow-form;” the parenthetical; reasonable 

expectations; etc.   

 The language has been upheld repeatedly notwithstanding 

vigorous challenges by policyholders.   
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Defense Costs Payable Within Limits 

Or In Addition To Limits 

 When defense costs are payable, often an issue is presented 

concerning whether defense costs are payable as part of limits 

(wasting limits) or in addition to limits.  

 Varies a great deal in excess contracts and is very policy specific.  

Sometimes, even insurers participating in the same layer may afford 

different treatment to defense costs.   

 Some courts have held, when the umbrella insurer is required to 

defend, the costs it incurs in defending are supplemental even when 

defense costs are included within UNL.  See, e.g., Planet Ins. Co. v. 

Mead Reinsurance Corp., 789 F.2d 668 (9th Cir. 1986); Grunewald 

& Adams Jewelers, Inc. v. Lloyds of London, 700 P.2d 288 (Ariz. Ct. 

App. 1985).  
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Recent New Jersey Appellate Court 

Decision On Defense Costs 

 Continental Ins. Co. v. Honeywell Intl., Inc., No. A-1071-13T1 (N. J. 

App. Ct. July 20, 2016). 

 Plain language excluding costs from definition of loss enforced.  

 The condition allowing insurer to participate in “defense of any 

claim” is an "option” not a requirement.   

 Court rejected policyholder's "follow form" argument and its 

argument that the insurer cannot unreasonably withhold consent 

without violating its implied duty of good faith. 

 Policy language unambiguously required exhaustion of all 

underlying indemnity limits of all quota share policies before  an 

excess insured is required to provide coverage.    
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Allocation Of Defense Costs Between 

Primary & Excess 

 Sometimes there are battles between primary insurers and excess 

insurers regarding who must pay for defense costs.  

 Typical scenario is the primary insurer is incurring significant 

defense costs on suits that are likely to exhaust (but have not yet 

exhausted the primary policy) and claims that the excess insurer 

should contribute because it is the beneficiary of the defense effort.  

 Sometimes the primary insurer attempts to tender limits or settles for 

less than limits.    
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Majority View:  The Primary Insurer 

Must Pay 

 The traditional and still majority view is that an excess insurer is 

not required to contribute to the defense of the policyholder as 

long as the primary insurer is required to defend.  See, e.g., 

Home Ind. Co. v. General Accident Ins. Co. of Am., 572 N.E.2d 

962 (Ill. App. 1991); Occidental Fire & Cas. Co. of N.C. v. 

Schneider National Transport v. Ford Motor Co., 280 F.3d 532 

(5th Cir. 2002); Planet Ins. Co. v. Mead Reinsurance Corp., 789 

F.2d 668 (9th Cir. 1986); Hartford Accident & Indemnity Co. v. 

Continental National American Ins. Co., 861 F.2d 1184 (9th Cir. 

1988); Texas Employers Ins. Ass’n v. Underwriting Members of 

Lloyds, 836 F. Supp. 398 (S.D. Tex. 1993); Keck, Mahin & Cate 

v. National Union Fire Ins. Co. of Pittsburgh, 20 S.W.3d 692 

(Tex. 2000).  
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Majority View:  The Primary Insurer 

Must Pay 

 The primary policy has a duty to defend until it has 

exhausted.  Primary insurer received premium for 

defending and has the primary duty to defend and pay 

defense costs.   

 The protection afforded by the excess policy does not 

begin until the primary policy is exhausted.   

 Equitable contribution does not apply because primary 

and excess insurers are not insuring the same risk on the 

same basis. 
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Minority Of Courts Require Sharing 

Of Costs 

 A minority of courts have permitted a pro rata or other 

“equitable” division of defense costs based upon notions of an 

equitable distribution of the costs of litigation among insurers.  

See, e.g., Celina Mutual Ins. Co. v. Citizens Ins. Co. of 

America, 349 N.W.2d 547 (Mich. App. 1984); Hartford 

Accident & Indemnity Co. v. United States Fire Ins. Co., 710 

F. Supp. 164 (N.D.N.C. 1989), aff’d 918 F.2d 955 (4th Cir. 

1990).  

 Distinguish cases that involve primary policies that are 

“excess by coincidence.”   
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Tender Of Limits/Exhaustion By 

Payment Of Less Than Limits 

 Where the indemnity limits are relatively low as compared to the costs of defense or 

where the defense costs are high and the primary insurer believes it is only a matter 

of time before its limits are exhausted, there may be incentive for the primary insurer 

to cut and run.  Usually efforts to “tender limits” and cease defending are not 

successful if challenged by the policyholder.   

 When the primary insurer and policyholder settle, then a question may be presented 

as to whether an excess insurer must assume the defense of an insured/indemnify 

the policyholder where a primary insurer’s indemnity limits are exhausted by 

settlement for less than limits. 

 Compare Teigen v. Jelco of Wisconsin, Inc., 367 N.W.2d 806 (Wis. 1985) (not 

unreasonable for excess insurer to defend claim) and Archer Daniels Midland Co. v. 

Aon Risk Services, 356 F.3d 850 (8th Cir. 2004) with United States Fire Ins. Co. v. 

Lay, 577 F.2d 421 (7th Cir. 1978) (under Indiana law, “sham” settlement for less 

than primary limits did not trigger excess insurer’s obligation), Comerica v. Zurich 

American Ins., 498 F.Supp.2d 1019 (E.D. Mich. 2007), and Qualcomm v. Lloyd’s, 

161 Cal. App. 4th 184 (Cal. App. 2008). 
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“Drop Down” Due To Insolvency Of 

Primary Insurer 

 Generally an excess insurer is not obligated to “drop down” 

due to the insolvency of the primary insurer. 

 Courts have relied upon the nature of excess insurance; not a 

guarantee of competitors’ solvency; premiums do not reflect 

assumption of risk of primary insurer’s insolvency. 

 Most courts look to the specific language of the excess policy, 

such as “other insurance” clauses, “maintenance” of 

underlying coverage provisions, and “limits of liability” 

provisions.  

 We have organized the decisions based upon contract 

language.   

 



42 

“Drop Down” Due To Insolvency Of 

Primary Insurer 

 Coverage in excess of a stated amount of “applicable” 

insurance – no “drop down.” 

 Coverage in excess of “collectible” or “recoverable” insurance 

– cases going both ways. 

 Exhaustion clauses (continue in force as underlying insurance 

in the event of the exhaustion or reduction of underlying 

limits) – most courts hold no “drop down.” 

 Maintenance clause – further supports no “drop down.” 

 Anti-drop down provision – further supports no “drop down.”  
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New Jersey Sup. Ct. Decision 

 In Farmers Mut. Fire Ins. Co. of Salem v. New Jersey 

Property-Liability Ins. Guaranty Ass’n., 74 A.3d 860, 2013 WL 

5311272 *1 (2013), the New Jersey Supreme Court 

addressed the issue of allocation of environmental cleanup 

costs when one of two insurance companies on the risk 

became insolvent.  In this case, the solvent insurer paid the 

loss and sought reimbursement from the Guaranty 

Association.   

 The court held that the 2004 amendments to the New Jersey 

Property-Liability Insurance Guaranty Association Act requires 

exhaustion of the solvent insurers’ policy limits before the 

Guaranty Association is required to provide any 

reimbursement.  
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New Jersey Sup. Ct. Decision 

 The court rejected the argument that, in those years in which the 

Guarantee Association is standing in the place of an insolvent insurer in 

a long-tail environmental contamination case, the policyholder – and not 

the solvent insurer – is required to pay under New Jersey’s Owens-

Illinois allocation scheme before accessing statutory benefits under the 

Act.  The court pointed out that Act was intended to minimize the 

financial loss to policyholders from an insurer's insolvency and that “aim 

would be defeated by making the insured bear the loss for the carrier’s 

insolvency before the insured received any statutory benefits from the 

Guaranty Association.”  

 Ward Sand & Materials Co. v. Transamerica Insurance Co,  (N.J. App. 

Div., January 12, 2016) (holding the 2004 amendments were 

prospective and, because the underlying pollution occurred prior to the 

amendments, the policyholder must first pay the insolvent insurers’ 

allocated costs and then seek recovery from the fund). 
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The Fundamental Requirement Of 

Exhaustion 

• Excess insurance is secondary insurance coverage that 
attaches only after a predetermined amount of primary 
insurance or self-insured retentions has been exhausted.  
Exhaustion is not only a matter of contract language, but also a 
function of the nature and role of excess insurance.  

• Claims of premature exhaustion can arise under a variety of 
circumstances or relate to a variety of issues apart from 
settlement for less than policy limits. 

• Many times the policyholder is involved in the dispute and the 
issues are addressed in the coverage litigation through 
declaratory judgment claims and allocating the loss.   

• Other times the issue is presented in the context of insurer vs. 
insurer claims for declaratory judgment or equitable 
contribution/subrogation claims.    
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The Two Major Legal Issues 

Concerning Exhaustion 

 The first issue is whether only exhaustion of the limits of insurance contracts 

and retentions directly underlying the subject excess insurance contract must 

be exhausted (vertical exhaustion) or whether all underlying limits and 

retentions for all periods implicated by a loss must be exhausted (horizontal 

exhaustion) before an excess insurance contract is obligated to respond.  

 There is general agreement that the attachment point of the excess contract 

must be reached before an excess contract is required to respond.  But, the 

second common area of dispute concerns whether the underlying exhaustion 

required to reach an excess contract can be satisfied solely by payment of 

claims by the underlying insurer(s) or whether some type of “functional” 

exhaustion will be accepted.  These disputes exist with respect to both 

traditional and long tail claims.   

 Look to:  the contract language for requirements with respect to exhaustion; 

principles of excess insurance; the facts; and the law.  The conflicting 

decisions cannot always be reconciled by differences in contract language. 
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Exhaustion Of All Underlying Limits – 

Horizontal Exhaustion 

 The doctrine of horizontal exhaustion is the majority rule.  

Horizontal exhaustion is the near universal rule in states applying a 

pro rata allocation methodology.   

 Even in states with some law permitting an “all sums” or “horizontal 

spike” the policyholder is required to exhaust the underlying 

coverage in the year it selects.  

 Even some states employing the “all sums” fiction recognize the 

distinction between primary and excess insurance.  For example, 

Illinois’ Targeted or Selective Tender Rule does not trump the 

requirement of horizontal exhaustion. Kajima Const. Services, Inc. 

v. St. Paul Fire & Marine Ins. Co., 858 N.E.2d 234 (Ill. 2006). 

 Self -Insurance. 
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Non-Cumulation Clauses 

 Several courts have grappled with the interplay between 

allocation methodology and non-cumulation clauses.   

 A couple of decisions have relied, in part, upon non-

cumulation clauses in support of an “all sums” allocation.  

Chicago Bridge & Iron Co., v. Certain Underwriters at 

Lloyd’s, London, 797 N.E.2d 434 (Mass. App. 2003); 

Plastics Eng'g Co. v. Liberty Mut. Ins. Co., 759 N.W.2d 

613 (Wisc. 2009); Plastics Eng’g Co. 797 N.W.2d __, 

626 (Wisc. ___); Riley v. United Services Auto. Ass’n, 

871 A.2d 599 (Md. Ct. Spec. App. 2005), aff’d 899 A.2d 

819 (2006).   
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Non-Cumulation Clauses 

 Other courts have recognized the inconsistency between 

a pro rata allocation and non-cumulation clauses and 

have refused to enforce non-cumulation clauses 

because they run counter to a pro rata allocation.  

Spaulding Composites Co., Inc. v. Aetna Cas. and Sur. 

Co., 819 A.2d 410 (N.J. 2003); Outboard Marine Corp. v. 

Liberty Mut. Ins. Co., 670 N.E.2d 740 (Ill. App. 1996), 

appeal denied 675 N.E.2d 634 (1996). 
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The New York High Court's Recent 

Decision In Viking Pump 

 Non-cumulation clauses figured prominently in In Re Viking 

Pump Inc,. 2016 WL 1735790 (N.Y. May 3, 2016).  In this 

case, after accepting questions on certification from the 

Delaware Supreme Court, the New York Court of Appeals 

ruled that the excess insurers of Viking Pump and Warren 

Pumps may be held liable on an “all sums” basis for asbestos 

claims against the pump manufacturers and that vertical, 

rather than horizontal exhaustion, applies due to the non-

cumulation and prior insurers contained in or incorporated into 

the policies.  

 New York has been a pro rata allocation jurisdiction at least 

since Consolidated Edison of N.Y. v. Allstate Ins. Co., 98 

N.Y.2d 208 (N.Y. 2002).   
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Pro Rata Allocation Remains The 

Presumptive Rule In New York 

 The Viking Pump decision reaffirms that the pro rata method 

of allocation remains the preferable method of allocation for 

long-tail claims that will apply in the absence of specific 

contract language requiring a different result.   

 The court stated:  "[t]o be sure, we also suggested that, in the 

absence of language weighing in favor of a different 

conclusion, pro rata allocation was the preferable method of 

allocation in long-tail claims in light of the inherent difficulty of 

tying specific injuries to particular policy period." 

 However, the court rules that the non-cumulation clauses 

contained in the excess policies alters the result.   
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The Non-Cumulation Provisions 

 "If the same occurrence gives rise to personal injury, property 

damage or advertising injury or damage which occurs partly 

before and partly within any annual period of this policy, the 

each occurrence limit and the applicable aggregate limit or 

limits of this policy shall be reduced by the amount of each 

payment made by [Liberty Mutual] with respect to such 

occurrence, either under a previous policy or policies of which 

this is a replacement, or under this policy with respect to 

previous annual periods thereof." 

 The New York Court of Appeals stated such cases are 

persuasive authority for the proposition that, in policies 

containing non-cumulation clauses, “all sums” is the 

appropriate allocation method.  
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Vertical Exhaustion 

 The court next ruled that vertical verses horizontal 

exhaustion.  The court noted that the excess policies at 

issue primarily hinge their attachment on the exhaustion 

of underlying policies that cover the same policy period 

as the overlying excess policy and vertical exhaustion is 

more consistent than horizontal exhaustion with this 

language.  Further, the court stated that vertical 

exhaustion is conceptually consistent with an “all sums” 

allocation, permitting the policyholder to seek coverage 

through the layers of insurance available for a specific 

year.  
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 Apart from arguing ambiguity, policyholders often argue that, whether the 

policyholder pays the difference between the amount actually paid by the 

underlying insurer and the attachment point of the excess policy, the 

excess insurer is no worse off by reason of functional exhaustion by 

settlement and it would be unjust to limit the policyholder’s ability to settle.   

 The argument, however, may not comport with the contract language and it 

does not comport with the realities of excess insurance.  Excess insurers 

receive only a small premium relative to the large limits of liability provided, 

making excess insurance available at reasonable costs.  The excess 

insurer does not solely rely upon claims being settled for an amount in 

excess of the attachment point of the policy, it relies upon the claims 

implicating the excess contract after being subjected to the claims 

adjustment process of the underlying insurers such that the underlying 

insurers have reviewed and analyzed the claim, determined that there is 

coverage, and determined that the settlement is reasonable such as to pay 

the settlement amount. 

 
 

 

 

Functional Exhaustion Versus Actual 

Payment By Underlying  
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Cases Permitting Functional Exhaustion   

● Zeig v. Massachusetts Bonding & Ins. Co., 23 F.2d 665 (2d Cir. 

1928) (old decision involved a burglary loss under a first-party 

insurance contact determining that the policy was ambiguous and 

recognizing that a different result would attain where warranted by 

the contract language); Reliance Ins. Co., v. Transamerica Ins. 

Co., 826 So.2d 998, 999 (Fla. Dist. Ct. App. 2001) (primary 

insurer paid $15,000 less than limits); Pereira v. National Union 

Fire Ins. Co. of Pittsburgh, Pa., 2006 WL 1982789 (S.D.N.Y. July 

12, 2006); Rummel v. Lexington Ins. Co., 123 N.M. 752, 945 P.2d 

970 (N.M. 1997); Drake v. Ryan, 514 N.W.2d 785, 789 (Minn. 

1994) (policyholder settled with underlying insurers for less than 

the full limits of their professional liability insurance policies and 

agreed to “fill in the gap” by absorbing the difference between 

what the insurers agreed to pay and their actual policy limits)  
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More Cases Permitting Functional 

Exhaustion 

● Maximus Inc. v. Twin City Fire Insurance Co., 2012 U.S. 

Dist. LEXIS 32970 (E.D. Va. 2012); Trinity Homes LLC v. 

Ohio Casualty Ins. Co., 629 F.3d 653 (7th Cir. 2010); 

Maximus Inc. v. Twin City Fire Ins. Co., (E.D. Va. March 

2012); Plantation Pipe Line Co. v. Highlands Ins. Co., 

444 S.W.3d 307 (Tex. Ct. App. 2014) appeal pending 

(policyholder settled with underlying insurers for less 

than limits and excess policy provided it would pay “only 

after the Underlying Umbrella Insurers have paid or been 

held liable to pay the full amount of their respective 

ultimate net loss liability”). 
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 Several decisions have not permitted “functional” exhaustion and have 

held that exhaustion of the underlying limit must be by the actual 

payment of the amount by the underlying insurer.  See, e.g., Comerica, 

Inc. v. Zurich Am. Ins. Co., 489 F.Supp.2d 1019 (E.D. Mich. 2007) 

(rejecting functional exhaustion by insured’s payment of the difference 

between the amount paid by primary insurer and policy limit and holding 

actual payment of losses by the underlying insurer is required); 

Qualcomm, Inc. v. Certain Underwriters at Lloyds, 161 Cap. App. 4th 

184. 73 Cal. Rptr. 3d 770 (Cal. App. 2008) (finding language of excess 

contract, when read in context of function of excess contract, requires 

actual payment by underlying insurer of no less than the underlying 

limits); Great Am. Ins. Co. v. Bally Total Fitness Holding Corp., 2012 WL 

2542191 (N.D. Ill. June 22, 2010) (where, as here, policy language 

clearly defines exhaustion, courts tend to enforce the policy as written); 

Citigroup Inc. v. Federal Ins. Co., 649 F.3d 367 (5th Cir. 2011)  

(underlying insurer must make actual payment of underlying limits to 

constitute exhaustion);  

  Cases Rejecting Functional Exhaustion 
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More Cases Rejecting Functional 

Exhaustion 

 Federal Ins. Co. v. The Estate of Irving Gould, 2011 WL 4552381 

(S.D.N.Y. Sept. 28, 2011)(policies require actual payment and noting if 

the insured “were able to trigger the Excess Policies simply by virtue of 

their aggregated losses, they might be tempted to structure inflated 

settlements with their adversaries…that would have the same effect as 

requiring the Excess Insurers to drop down…”); Allstate Ins. Co. v. 

Dana Corp., 759 N.E.2d 1049 (Ind. 2001); United States Fire Ins. Co. v. 

Lay, 577 F.2d 421 (7th Cir. 1978) (applying Indiana law) (“sham” 

settlement for less than primary limits did not trigger excess insurer’s 

obligation); JP Morgan Chase & Co. v. Indiana Harbor Ins. Co., (N.Y. 

App. Div 2012); Forest Labs, Inc. v. Arch Ins. Co., 116 A.D. 3d 628 

(N.Y. App. Div. 2014) (policyholder settled with underlying insurers for 

less than limits and excess policy provided it would pay “only after the 

insurers of the Underlying Policies shall have paid in legal currency the 

full amount of the Underlying Limits”). 
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Second Circuit Case 

 Ali v. Federal Ins. Co.,719 F.3d 83, 94 (2d Cir. 2013).  The excess 

contract language of one of the excess insurers policies provided that 

excess liability coverage “shall attach only after all . . . ‘Underlying 

Insurance’ has been exhausted by payment of claim(s)” and “exhaustion” 

of the ‘Underlying insurance occurs “solely as a result of payment of 

losses thereunder.” The Second Circuit agreed with the District Court that 

the express language “establishes a clear condition precedent to the 

attachment of the Excess Policies” by expressly stating that coverage 

does not attach until payment of the underlying losses. 

 The Second Circuit distinguished its earlier Zeig decision, noting there is 

nothing errant about interpreting an exhaustion clause in an excess 

liability policy differently than a similar clause in a first-party property 

policy, that the “freestanding federal common law” Zeig interpreted and 

applied no longer exists, and that excess insurers have good reason to 

require actual payment up to the attachment points of the relevant policies 

to deter the possibility of settlement manipulation. 
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New Jersey – Functional Exhaustion By 

Payment Of Owens Illinois Allocated Share 

 In IMO Industries Inc. v. Transamerica Corp., 2014 WL 4810047 

(N.J. Sup. Ct. App. Div. Sept. 30, 2014), the New Jersey appellate 

court chose not to apply contract language requiring exhaustion by 

payment of limits, finding some policies exhausted by payment of 

their allocated share to the theoretical detriment of the policyholder 

and to the actual detriment of some excess insurers.  

 The TIG policies stated that the insurer would “not be obligated to 

pay any claim or judgment or to defend any suit after the applicable 

limit of the company’s liability has been exhausted by payment of 

judgments or settlements.” 
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New Jersey – Functional Exhaustion By 

Payment Of Owens Illinois Allocated Share 

 The full indemnity limits of these policies were not consumed by 

actual payments.  IMO (and some of the excess insurers) 

contended that, because the full indemnity limits were not paid, 

TIG had a continuing obligation to pay defense costs. TIG, in 

contrast, maintained that these policies were fully exhausted 

because TIG had reimbursed IMO by payment of amounts far 

exceeding TIG’s obligations under the Owens-Illinois/Carter-

Wallace loss allocation model.  

 The appellate court decision states it was undisputed that TIG 

made payments that exceeded the aggregate of its Owens-

Illinois/Carter-Wallace allocations and found that TIG did not 

have a continuing obligation to pay defense costs. 
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Is Consistency Required? 

 A recurring issue presented in various forms is the extent to which the 

policyholder must be consistent in allocating to insurers and in 

exhausting coverage. 

 Sometimes policyholders allocated to primary policies on one basis and 

later seek to allocate to excess policies on another basis or they alter 

their “occurrence” theory when they perceive an advantage in doing so.  

 In the IMO case, the New Jersey appellate court refused to allow the 

policyholder to reverse course and seek to impose an allocation scheme 

contrary to the one it previously advocated and acted under.    

 Although the doctrine of unclean hands rarely has been employed to 

support coverage rulings, the court’s refusal to allow the policyholder to 

“reverse course” is entirely proper and is supported by principles of 

requiring consistency, avoid duplicity, and achieving fairness in allocating 

losses.  
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Generally Excess Insurers Are 

Entitled to Challenge Exhaustion 

● Exhaustion also requires examination of the claims and facts as well as the 

method required or permitted in the pertinent jurisdiction. 

● Numerous courts have allowed excess insurers to challenge payments and 

settlements of claims in which the excess insurers did not participate.  See, 

e.g., Colony Nat. Ins. Co. v. Sorenson Medical Inc., 2011 WL 6740537 (E.D. 

Ky. Dec. 21, 2011) (applying Utah law); Goodyear Tire & Rubber Co. v. 

National Union Fire Ins. Co., 694 F.3d 781 (6th Cir. 2012) (applying Ohio 

law); American Ins. Co. v. St. Jude Medical, Inc., 2010 WL 3733009 (D. Minn. 

Sept. 20, 2010); Royal Indemnity Co. v. C.H. Robinson Worldwide Inc., 2009 

WL 2149637 (Minn. Ct. App. 2009) (unpublished); D.R. Horton Inc. v. 

American Guar. & Liab. Ins. Co., 864 F.Supp.2d 541, 548 (N.D. Tex. 2012), 

appeal dismissed, (5th Cir. 2012). 

● This comports with realities of excess insurance.  Excess insurers generally 

do not have a duty to defend and usually are not involved in the claims 

handling and settlement process prior to their contacts being implicated.   
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Legal/Practical Limits On Excess Insurer’s 

Ability To Challenge Prior Payments 

● In the IMO case, several of the insurers challenged the trial court’s 

ruling that coverage issues could not be relitigated for each individual 

asbestos claim.  The appellate court affirmed based upon language in 

the New Jersey Supreme Court’s decision in Owens-Illinois, prohibiting 

the insurers from relitigating already settled claims after refusing to 

defend them.   

● The appellate court affirmed, stating:  “It stands to reason that 

accommodating a challenge to coverage in tens of thousands of 

individual claims would not only prove daunting but would compromise 

the integrity of the framework Owens-Illinois offers for efficient and 

equitable allocation of losses among policies. As we have stated, 

policy terms and traditional principles applicable to ordinary coverage 

litigation must bend insofar as they conflict with application of the 

Owens-Illinois framework.  Benjamin Moore, 179 N.J. at 104, 843 A.2d 

1094.  
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Legal/Practical Limits On Excess Insurer’s 

Ability To Challenge Prior Payments 

● The court could thus impose a greater obligation on the part of excess 

insurers than specifically stated in their policies to participate in the 

insured’s defense, or risk losing the right to challenge coverage 

decisions. Nor is our conclusion inequitable. IMO put the excess 

insurers on notice of the thousands of claims against it, and Owens-

Illinois put them on notice of the necessity of participating in order to 

preserve their right to challenge coverage determinations.” 

● Presumably, even under New Jersey law, the result may be different 

where there were not reasonable procedures employed to settle 

claims, where the excess insurers were not provided with notice, 

where the files were not made available to the excess insurers, or 

where the claims universe did not involve thousands of underlying 

claims.  
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The Exhausting Examination 

 The policyholder generally bears the burden of proving exhaustion of 

underlying coverage or SIRs.  

 Other determinations such as assignment of date of loss (trigger), 

allocation, treatment of number of occurrences, multi-year policies, etc. 

may be involved. 

 The determination of exhaustion often runs deeper than an 

understanding of the applicable legal principles (e.g., horizontal/ vertical 

and actual payment/functional exhaustion), involving review of the 

policies, facts, and items involved.  

 The mechanics may include a full audit, a review of a sample of claims, 

full file reviews, reviews of invoices, cancelled checks, or loss runs. 

 Practical considerations:  costs/benefits; the extent to which 

policyholders and courts will permit review and challenges; no one-size-

fits-all approach to evaluating underlying exhaustion.   
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Application Of Proper Limits  

• A determination of proper exhaustion requires an understanding 

of the various limits of liability and a determination as to whether 

the claims/payments have been applied properly against the 

limits.     

• Indemnity limits:  per occurrence, per claimant, per accident, per 

claim, and aggregate limits; apply separately to property damage, 

bodily injury, or personal injury or “combined single limits;” are 

there aggregate limits, do they apply to all losses under the 

contract or only to some types of losses such as operations, 

premises, or products/completed operations claims; do the 

aggregates apply on a policy basis or an annual basis; multi-year 

policy limits.  

• Asbestos products/non-products example. 
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Defense Verses Indemnity Costs 

 Usually it is easy to identify whether costs are defense costs 

(e.g., counsel fees) or indemnity (e.g., settlement payments 

or payments made to satisfy a judgment against the 

policyholder).   

 Other times, such as in the case of evaluating 

environmental remedial investigative and feasibility study 

costs, the answer requires reference to the law in the 

controlling jurisdiction as well as analysis of the costs 

themselves to determine whether they are defense costs or 

indemnity.   

 



69 

Review Of Specific Items 

 The review of specific items may establish that some 

components of an otherwise covered claim are improperly 

included.   

 Many corporate policyholders are aggressive in the costs for 

which they seek recovery from their insurers and may include 

items that are not covered.   

 Costs of doing business, maintenance, regulatory compliance, 

economic loss, civil fines, and facility improvements, for 

example, may not be covered damages under third-party 

liability contracts.   

 Future cost issues.   
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Reasonableness Of Costs  

 Defense costs (as opposed to indemnity, costs of 

prosecuting counter claims, business costs, internal 

costs, etc.). 

 Defense costs as opposed to costs pursuing coverage.  

 Counsel rates. 

 Reasonable fees/costs.  

 Review of fees/invoices; legal fee audit; billing 

guidelines; reasonable controls; adequately documented; 

not otherwise reimbursed. 
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Impact Of Reformation Of The 

Underlying Contract 

 Where the policyholder and primary insurer seek to reform the 

primary policy after the loss takes place, the excess insurer 

may object. 

 Generally, courts have rejected the excess insurer’s 

objections unless it shows that it actually relied upon the 

terms subject to reformation at the time of issuing the excess 

policy.   

 Threshold reliance issues:  Did the excess insurer have the 

primary policy?  Did it review the primary contract? Did the 

excess insurer rely upon the provisions being reformed? 


