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The Devil is in the Details:
Mitigating Franchise Risk Through Effective Insurance Programs’

Franchise systems face a unique challenge in selecting and implementing appropriate
insurance programs. The task of understanding available insurance packages is daunting.
Acquiring outside assistance should be considered, especially if the decision maker is not an expert
in insurance. Once the exposures are fully understood, the challenge of building an effective risk
management program begins. This requires a holistic review of the space in which the franchisor
and franchisees operate, the structure of their respective businesses, and the risks facing the

franchisees. The utility of an effective risk management program can be invaluable to a franchisor.

This paper first guides franchisors and franchisees through various types of coverages
available to their businesses. Next, the paper discusses how to properly implement an effective
risk-management structure to adequately protect the franchise system. Finally, the authors discuss
the importance of insurance coverage in the real world with an emphasis on the litigation aspects

of insurance.

L. What’s in a Name? A Primer on Insurance Coverage

Any successful insurance program begins with an understanding of the coverages. A
functional overview of risk coverage requires a working knowledge of both insurance coverage
and unique exposures of the franchise industry. It is critical that the franchise risk manager also
fully understands what the policies include or omit, as well as grasp how endorsements, retentions,

terms, conditions and limits will apply. This section provides franchise brands with the basic

! The authors would like to thank Thomas Dyer and Zachary Sell from Alexius, LLC, and Jeff Edwards and Tim
Connolly from Preti Flaherty for their assistance in preparing this paper.
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knowledge of the various types of insurance, as well as a broad view of how the policies function

and what they can actually cover in franchising.

Defining Key Insurance Terms

A “Claim” is a demand made by the insured to the insurance company or companies for
payments of coverage conferred by the policy. “Coverage” is the scope of protection provided
under an insurance policy. “Exclusions” are conditions not covered by the insurance contract.
“Occurrence” (Wrongful Act) is an event which results in an insured loss. A “Policy” is the written

contract that confers insurance upon the insured.

Basic Business Insurance Coverage Explained

In the environment in which franchisors operate, basic insurance coverages can be
narrowed into two types: General P & C Insurance and Management/Specialty Insurance. General
P & C Insurance would include General Liability, Property, Workmans® Comp, and Umbrella.
Management/Specialty Insurance would include; Franchisors’ Malpractice, Directors’ & Officers’
Liability, Employment Practices, Crime and Cyber. Each form of insurance provides unique
benefits and should be carried for differing reasons. Ultimately, franchisors need to be aware of

both types in order to properly understand their risk transfer, insurance policies and protections.

General Liability Insurance
General liability insurance is what most business professionals envision in a typical
insurance package. A GL policy traditionally covers liability arising from bodily injury, property

damage, and advertising and personal injury.



Property Insurance
Property insurance protects the insured against damage of insured’s property, most often
buildings. The coverage may include perils, such as fire, wind, earthquake, etc.

Worker’s Compensation

Workers' compensation is a form of insurance providing wage replacement and medical
benefits to employees injured in the course of employment in exchange for mandatory

relinquishment of the employee's right to sue their employer for the tort of negligence

Umbrella

Designed to help protect from major claims and lawsuits, this policy provides extra limits

of liability (insurance) for many, but not all perils.

Management/Specialty Risk Coverage Explained

In addition to the traditional insurance coverages, management risk coverages are critical
to understand in the franchising environment. These types of policies offer specific protection to
significant exposures that potentially have devastating impact. Management/Specialty insurance
coverages have become increasingly necessary in recent years and provide critical protection for

the franchisor and its directors and officers.

Franchisors’ Malpractice (Errors and Omissions Insurance)

The concept of errors and omissions (malpractice) insurance exists in many business
models, but the franchise industry creates unique challenges not faced by other industries.
Comprehensive Malpractice (E & O) insurance protects a franchisor from numerous types of
litigation filed against the company by prospective, current, and former franchisees, regulatory

agencies, competitors, and consumers.



Franchisor Malpractice insurance is intended to protect a franchisor against claims arising
primarily out of breach of contract, allegations of services not rendered, misstatements and
misrepresentations in the FDD, statements made during the franchise development process, and
issues arising out of non-competition covenant claims. These types of allegations traditionally
arise when a franchisee fails or is otherwise unhappy with being a part of the franchise system.

Both large and small franchisors face litigation from numerous sources.

Employment Practices Liability Insurance

Employment practices liability insurance provides protection against litigation brought
alleging violation of employment laws. Also known as Human Resources” Malpractice Insurance,
EPLI protects employers from claims arising from discrimination laws, wrongful termination,
failure to hire an applicant, and retaliation in the workplace, amongst other threats. Be sure to
include franchisor-owned locations. Joint Employer has become a significant exposure which
needs to be addressed under EPLI, but most insurance companies do not address joint employer

issues.

Directors and Olfficers Liability Insurance

Directors and Officers liability insurance protects the franchisors’ balance sheet AND the
personal assets of the directors and officers arising out of litigation alleging mismanagement
(business malpractice), illegal acts, fraud, mis-statement, misleading statement, and other
management-related claims committed by the directors and officers of the company acting in their
professional capacity. Specifically, it protects the personal assets of these individuals along with

the company itself.

D & O Insurance operates in tandem with the indemnification provisions in the franchisor’s

bylaws. These provisions themselves ensure officers and directors will not be held personally.



D & O Insurance packages are comprised of three insuring clauses, each applicable to a
certain type of litigation. The first clause, known as “Side-A,” provides coverage to directors and
officers when state or federal laws or financial inability prevents the corporation from
indemnifying them. These types of claims are significant because the personal assets of the
directors and officers are at stake. Second, D & O insurance policies contain a “Side-B” clause.
This language provides coverage for a company when it does have an indemnification provision
shielding directors and officers from liability. This, similar to property insurance, makes the
franchisor whole. With litigation costs and fees usually in the six to seven figure range, Side B is
important protection for the balance sheet. The third common clause is referred to as a “Side-C”.
Under this provision, coverage is granted to the company itself for entity’s legal liability. Side-C
clauses require the scrutiny and review by the insured to ensure the coverage reaches the areas it

is intended to cover.

Cyber Insurance

One of the most popular types of specialized insurances is Cyber Insurance. Initially
offered to protect intellectual property, the focus and primary concern has shifted to privacy. As
the technology, legal environment, and hackers continues to expand Cyber Insurance becomes

increasingly necessary.

Cyber Insurance is divided into two coverage types, first-party and third-party. First-party
insurance covers a potential or real data breach. This policy would cover the costs of notifying
clients of the breach, purchasing credit monitoring services for customers who were exposed by
the data breach, forensic costs to determine the significance, and a public relations campaign to
restore the reputation of the company after the breach, amongst other services. Third-party cyber

insurance protects the franchisor from litigation brought by third parties, including victims of the



breach, regulatory agencies, etc. The frequency and severity of cyber has grown each year since

the late 1990s.

Understanding Coverage Exclusions

Securing the appropriate types of insurance coverage is only half the battle. Far too often,
franchisors acquire coverage without fully understanding what is covered, and equally important,
what is not. Many insurance policies come with exclusions that potentially undercut the purpose

of carrying insurance.

Franchisee Exclusion

The most glaring exclusion to be aware of is one excluding suits brought by franchisees.
This exclusion most often appears in the D & O coverage. The franchisee exclusion exempts any
litigation arising out of a controversy with a franchisee. Having this coverage is compulsory
because the most frequent litigation is one brought by a failed or unhappy franchisee. Franchisee
suits pose a significant threat to the franchisor’s financial ability to survive. This type of
sophisticated litigation is very costly and settlements are frequently large.

Breach of Contract Exclusion

A specific exclusion often found in policies which requires special attention is the breach
of contract exclusion, which uniformly appears in all D & O and E & O policies. These exclusions
remove protection from the insured for any claim of breach of a contract by the franchisor.
Essentially, if the company failed to abide by a contract, this exclusion exposes it to defense and

settlement.

While a franchisor is unable to remove this exclusion from the policy completely, it should
ensure claims related to the FDD and franchise agreement are not included in this exclusion. As

a practical matter, almost all franchisor litigation is directly or indirectly related to the FDD and



franchise agreement. The process for drafting the FDD and franchise agreement is complicated
and arduous. An innocent mistake can easily be made when drafting either document. The
franchisor should therefore insist that claims related to these two documents are not included in an

exemption.

Property Damage Exclusion

Franchisors’ Malpractice (E & O) insurance contains a property damage exclusion, which
can be problematic for franchisors with a business model that could result in property damage in
the course of business. The purpose of this exclusion is that in most industries the Property
Insurance would address this peril; however, the correct Franchisors’ Malpractice policy would be

tailored to cover the vicarious liability that arose out of the property damage.

For a franchisor who does not operate in a space where property damage is common, this
exclusion does not require deletion. However, if a franchisor can reasonably expect that a
franchisee (or more often the employee of a franchisee) may damage property at some point,
eliminating this exclusion is necessary to shield the franchisor from vicarious property-based
claims. With this exclusion in place, the franchisor is exposed to suits arising out of conduct over
which it has no control, and therefore cannot prevent. This lack of protection is unnecessary since

the provision can be negotiated out of the policy.

Bodily Injury Exclusion

Similar to a property damage exclusion, bodily injury exclusions in the Franchisors’
Malpractice (E & O) policy should be closely analyzed. Traditionally, bodily injury is covered
under General Liability insurance, but the franchisor model and resultant potential vicarious
liability often necessitate coverage in the E & O policy as well. The General Liability coverage

does NOT provide coverage for allegations of vicarious liability. With this exclusion in place, the



franchisor could be vicariously liable for any bodily injury that occurs in relation to the operation
of a franchisee’s location. This is a broad net, which is why it should be avoided in any franchise
insurance policy. Franchisor owned locations should also be included when this exclusion is

negotiated out of the insurance policy.

If franchisees are operating in an industry in which bodily injury is a likely possibility, then
franchisors should ensure there is no bodily injury exclusion in the E & O insurance policy. Any
franchise system that operates in the food, lodging, activity, beverage, remodeling, cosmetic, or
message industries is a candidate for bodily injury vicarious liability. To these businesses, the
exclusion is more important than to others which are less likely to face threats of litigation resulting
from bodily injuries. Both models, though, should attempt to remove this clause from their
policies. If the exclusion is present, the franchisor is left exposed to potential major lawsuits,

threatening its longevity.

Regulatory Exclusion

The regulatory exclusion, specifically for actions commenced by the Federal Trade
Commission (“FTC”), as well as state attorneys general, removes any coverage from federal and
state enforcement of rules and regulations. In addition to the rules franchisors must comply with,
the industry in which the franchisees operate may expose the franchisor to further risk via vicarious
liability for failure to comply with the industry-specific rules. Recently, international regulatory
bodies are taking a more assertive effort to enforce their laws against U.S. franchisors. For

international franchisors, please be aware of this potential gap in coverage.

This clause should not just be altered but avoided entirely. Protecting one’s self against

these actions is one of the primary purposes for acquiring insurance for many franchisors. In



addition, certain regulatory actions may directly affect the personal assets of the directors and

officers of the franchisor.

Hammer and Settlement Clauses

Hammer Clauses and Settlement Clauses apply when the insurance company recommends
a company accept a settlement offer. If the insured subsequently rejects the offer, it becomes liable
for any additional costs above what that settlement would have been if the company had accepted.
Without a modified “settlement™ provision in place, the franchisor might be forced to settle on
otherwise unfavorable terms for the system in order to avoid the risk of a large potential unfunded

liability.

This provision gives insurance companies a motive to recommend a settlement early in the
litigation process, even if reaching settlement has a long-lasting negative impact on the brand.
Unfortunately, most, but not all, insurance companies are unwilling to eliminate the clause entirely.
In these circumstances, the holder should try to negotiate the clause to cover various costs arising

after a rejected offer instead of exempting all post-settlement offer costs from the policy.

Dishonest Acts Exclusion

A Dishonest Acts Exclusion will always be included in a policy. Insurance companies are
unwilling to eliminate it, and not without reason. Provisions of this sort preclude liability based
on knowingly wrongful or fraudulent conduct on the part of the policy holder. Some courts have
held that such insurance would in any event be against public policy. Some of these types of
exclusions withhold liability from acts arising in whole or in part from this type of action, while

others do not include any coverage.



There are ways to advantageously modify this exclusion. One way is to include a clause
which protects individuals until a final adjudication determines that the insured is actually guilty
of intentional misconduct, rather than permitting the insurance company to deny coverage merely
because of allegations in the complaint. Some insurance companies may have an incentive to
declare the act “dishonest,” since this allows the insurer to escape having to make the insured
whole. Hedging the company’s coverage or lack thereof on a final determination by the enforcing

entity will be fair to the business and provides greater protection.

Understanding How Endorsements and Limits Work

Endorsements are provisions within an insurance policy which extend or amend coverages.
Traditionally, an endorsement adds an area of coverage at an additional cost to the insured, but a
rider can work in an exclusionary manner as well. Standard policies normally do not allow for
customization beyond the simple selection of deductibles and coverage amounts; but, in the

business context, riders do become relevant occasionally.

While not every policy carries a rider, nearly all business insurance plans come with limits.
The structure of limits varies based on the insurance policy. Some policies will have one singular
limit for all liabilities covered under the policy, while others will split the limits into different
categories, and potentially by claim types. Understanding how the limits are structured is crucial
when acquiring a policy so that a business can evaluate exactly how much coverage it will have.
While all the terms included in the policy may be favorable, a lower limit provides little protection.
Naturally, a higher limit comes with a higher cost. Weighing a particular business’ risks and

exposure plays a key role in determining where the limit should be in a coverage package.
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I1. Building the Perfect Beast - Creating Effective Programs for Franchisors and
Franchisees

Formulating an effective risk management strategy presents a daunting and unique task for
franchisors. The owners of franchise systems face additional levels of risk to which traditional
businesses are not exposed. This section of the paper identifies the various types of risks
franchisors encounter, discusses how to effectively plan for those risks, and outlines the benefits
of having a well-crafted strategy. Ultimately, the following analysis provides franchise brands
with guidance, regardless of their size, and addresses how to efficiently protect franchise brands

in light of the current business environment.

-Managing Risk

Franchise organizations, like many businesses, are continually exposed to a diverse set of
risks. While franchisors and their franchisees experience different risk factors than other business
models, a similar approach to strategic risk management is warranted. Strategic risk and insurance
planning, if done properly, can mitigate risks to franchise systems, thereby providing a security

blanket.

Under the guidance of internal and external subject matter experts, risk management
programs can go beyond providing an added level of protection, and affirmatively create an
invaluable competitive advantage. In order for a system to avail itself of these benefits, upper
level management must engage in a planning process involving all management and employee
levels. This enables a business to proactively identify and plan for events that may affect the
system, and to manage risk in a deliberate manner. Including all levels of employees enables a
business to properly determine what its “risk appetite” may be, and to craft a plan to manage the

identified risks within that level of risk. Further, different levels of employees have knowledge

11



pertaining to their daily operations which may help identify risk that was hidden from upper level
management. Finally, an enterprise-wide strategy for risk and insurance transforms the process
from an upper-level management task to a truly all-encompassing effort with more involvement

and attention.

Engaging in a thorough process can, in turn, help provide a reasonable level of assurance
to the organization’s stakeholders that entity objectives will be achieved rather than disrupted or
thrown off course. The latter tends to occur as a result of a failure to plan, because the leaders of
a brand merely kept their fingers firmly crossed and hoped for the best. While certain business
owners may enjoy this romanticized view of business operations, they are in the minority. The
realities of the modern business environment are rooted in the realization of some risk. Instead of
worrying fingers are not crossed tightly enough, the operators of franchise systems can enjoy peace
of mind when a well thought out risk management system is in place. Even if trouble strikes the

business, the response and eventual outcome are known and adequately planned.

Engaging in a methodical planning process is the equivalent of fire prevention in other
industries. All franchise brands, whether emerging or firmly established, will agree that fire
prevention is smoother, more efficient, and generally more preferable than firefighting. Perhaps
Benjamin Franklin was more eloquent: “[a]n ounce of prevention is worth a pound of cure.”
Ultimately, once an incident does occur, retroactive protection is impossible. The brand’s only

option is to implement a crisis response plan® with the aim of resolving the crisis quickly with

2 Crisis management response and plans go beyond the scope of this paper. The focus here is insurance and risk
planning before an incident or crisis strikes.
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minimal damage. Even a poorly-designed risk management program will yield better results than

any response plan.

The following sections guide franchise brands, irrespective of their size or sophistication,
as they begin their own strategic pre-incident risk assessment efforts and provide a general model
for the continual development of intentional risk mitigation, management, and communication
plans. When things do “go bump in the night,” as they most certainly will, brands that have taken
time to plan will hold higher ground in managing, surviving, and quickly recovering from incidents

that may sink competitors who have failed to implement similar programs.

Risk Assessment

The threshold step in developing a plan to mitigate and manage risk effectively is to take
stock of the potential threats facing the brand. This is initially where a company-wide effort pays
dividends. A brand can accomplish this by identifying areas of vulnerability in all sectors. A
franchise system faces vulnerability in a variety of forms. For example, vulnerability may come
in the form of exposures, which pose the biggest threat to the company’s ability to operate
successfully over time. In addition, vulnerability may take the form of reputational damage or

impacts on the company’s viability.

Many of the risks faced by franchise systems are shared by nearly every other business.
These include economic and market forces, accidents, and natural events. A plethora of other risks
stem specifically from the product or service industry in which the franchisor operates. There are
also risks specific to franchise systems which require special attention in the assessment process.
Franchise systems have a unique challenge in managing each independently owned and operated
franchise unit. This creates operational and compliance risks not faced in a distribution system

comprised entirely of corporate-owned units.
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Establish a Brand’s Risk Philosophy and Appetite

Once a brand has identified its vulnerabilities, the franchisor needs to establish the brand’s
risk philosophy and appetite, which should align with its corporate culture. A company needs to
engage in a similar process as the risk assessment in order to determine this overarching
philosophy. The assessment begins with a systemic approach to evaluate and prioritize the

identified vulnerabilities faced by the business while considering three factors.

In order to evaluate a brand’s risk philosophy, a franchisor must first determine its general
tolerance for risk. Certain systems may face exposure to unique risks that require a large amount
of investment to defend. In the franchisor’s discretion, the benefits may not outweigh the risks in
various circumstances. Regardless of the level of risk the franchisor is willing to tolerate, the
determination should be purposeful, intentional, and methodical. The resultant level of tolerance

provides the framework for further analysis of a brand’s risk philosophy.

Secondly, the brand needs to run an analysis focused on the probability of each risk actually
occurring. These evaluations can involve statistical considerations, similar experiences from other
franchisors in the same sector, and individual conceptions. Ideally, empirical data will serve as
the foundation for these types of determinations. With individual franchisees, however, a more
nuanced, less objective evaluation may be appropriate. Human behavior is unpredictable, which
is one of the greater difficulties franchisors face in determining the probability of these risks

coming to fruition.

The final step in this process is to determine the potential severity of any such risk should
it ever materialize. Primarily, this analysis encompasses the penalties or damages that would occur
in a worst-case scenario. Accurate identification of the risk serves a large purpose at this juncture.

Failure to properly diagnose the risk leads to a faulty determination of the severity of
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consequences. Once all of this information is gathered, then appropriate risk responses can begin

to develop.

Risk Responses

By aligning a brand’s risk appetite with its enterprise-wide strategic objectives, a brand
enhances its risk response decisions and reduces operational, financial, and compliance surprises.
In order to implement proper risk response strategies, the risk must be properly identified.
Generally, risks can be divided into four distinct categories. A risk is classified as “High Risk”
when the impact of the event is high, and the probability the risk will occur is high. “Medium
Risk™ arises in two scenarios: (i) when the impact of the risk is low, but it is accompanied by a
high level of occurrence, and (ii) when the impact is high, but the probability is low. Lastly, a
“Low Risk™ is one that has a low probability of occurrence and would theoretically have a low

impact.

In addressing a “High Risk™ event, the company has three available responses: (1) avoid
carrying the product in the first place, (2) drop the product from the system, or (3) price the risk
into the product or service. An example of a High Risk event is an outbreak of E. coli or some
other foodborne illness. In many restaurants, the idea of micro managing all employees at all times
is impossible. Likewise, it is impossible to watch over all suppliers at all times. As the news bears
out, many food-based franchise systems are faced with a similar type of problem with the safety
of their food from time to time. These events are likely to occur and create significant brand
damage. Food franchises cannot cease selling food, so their only option is to price these risks into

their products.

The first subset of Medium Risk events, which have a low impact, yet high probability, are

dealt with through mitigation and control. A franchise system should develop processes and
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accountability protocols to reduce exposure to this risk. For example, in many franchises, floors
are occasionally slippery. The likelihood of someone falling at some point during the operation
of the franchise is very high, but the impact is fairly low. A franchise should implement reasonable
procedures to attempt to reduce the frequency of an event like this, though they certainly do not

need to overhaul their business model or pricing to accommodate for this.

The second subset of Medium Risk requires a different response. For these low probability,
high impact events, a franchise should attempt to shift some risks to others through insurance,
outsourcing, joint ventures, or exiting altogether. A terrorist attack is an example which would
qualify under this category. The likelihood of this happening is extremely low, yet the effects
could be devastating. The appropriate way to deal with this type of risk is to purchase insurance
to ensure the event does not crumble the business to the ground and cause irrecoverable losses

throughout the system.

Responding to Low Risk events requires the least amount of planning and efforts. If an
event that has a low probability of occurring and results in a low impact, does occur, the
prospective strategy should be to accept and absorb the consequences. The franchise system does
not need to take any affirmative action to counter this type of event other than paying and accepting
the consequences. This type of risk is generally unforeseeable. For example, if an under-aged
drinker brings in an alcoholic beverage into a franchise location that does not serve alcohol, the
franchise should pay the fine and proceed with its business. This type of event is difficult in nature

to predict, and does not warrant consideration in planning a risk strategy.
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Brokers and Insurance Policies

As previously alluded to, shifting a substantial portion of a brand’s risk through the
purchase of insurance is an often used and effective technique to respond to and manage risk.
Under the right circumstances, insurance can be a very meaningful risk management tool.
However, too often insurance policies are procured without even being vetted by legal counsel or
a broker to ensure the coverage and other policy terms actually cover the risks for which a company
believes it is receiving insurance. All too often, companies only learn of the limits or exclusions

in their coverage after they pursue coverage for a claim.

Remember, insurance policies are contracts, albeit complex ones. As such, companies
should approach these policies with the same diligence as any other material contract. When
negotiating insurance policies, companies must avail themselves of the required subject matter
experts. The experts may be in-house or external counsel, or could be a broker with the industry
background and experience needed to ensure the policies being procured actually provide the
coverage and contain the policy terms which align with the company’s risk assessment and

appetite.

In this regard, a broker can provide tremendous support to a brand that does not have
internal or readily available external legal counsel familiar with the nuances of insurance policies
and the claims reporting and management process. Before engaging a broker, the company must
determine what kind of broker support it requires and whether it will issue a Request for Proposal

(“RFP”) for those services.

Selecting a broker for assistance hardly ends the company’s process, however. Once a
broker is selected, the company’s counsel must ensure the broker is bound by a written agreement

which explicitly outlines the scope of services that the company seeks from the broker. In all
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instances, the broker agreement must set forth lines of coverage that the broker is authorized to
obtain. Companies will engage some brokers, for example, because of their expertise in assessing
an enterprise’s coverage needs and analyzing policies that purport to provide said coverage. If
engaged for those purposes, the contract should specifically state that the broker is expected to
provide such services as opposed to being hired to simply shop for the insurance the company has
requested. The aforementioned services are very different. Clarity in which service the broker
will provide helps delineate where responsibility lies if the coverage procured later turns out not
to meet the insured’s needs. However, not all companies need or desire to engage a broker to
select an appropriate insurance plan, and not all brokers have the requisite skill set or expertise to

accomplish this task.

Additionally, companies need to analyze the insurance companies being offered. Legal
counsel potentially plays a vital role at this juncture. After review, the company should feel
confident the terms in the contracts cover the intended losses and exposures for which it is paying
for protection. Specifically, the reviewers, acting for the company, must pay close attention to any
exclusions that may significantly limit or even eliminate coverage which the insured believes it is
ultimately acquiring. They should further advise of changes to standard insurance forms from year
to year in order to provide the company with complete information. The level of review shrinks
significantly when the policy being acquired is an “excess policy.” These policies follow the same
terms of the initial coverage, but add greater financial protection against the same risks. If this is
truly the case, the policy is said to be acquired on a “followed form™ basis. If, however, the excess
policy provides changes to a few material terms, which often happens, then the policy does not

follow form, but is still an excess policy rooted in the original coverage. Naturally, a policy done
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on a followed form basis requires the least additional analysis, while other excess policies demand

a deeper level of scrutiny.

In the initial draft of an insurance policy, two types exist which each require different levels
of involvement from various parties. “Standard forms” are traditional insurance policies which
are essentially generic, and may be altered before the parties proceed to a final agreement through
manuscript provisions. Standard forms do not call for involvement from any counsel or broker in
the drafting phase, but their review will still be necessary before any agreement is finalized. On
the other hand, manuscript provisions are drafted with a particular insured party in mind. The
broker, along with legal counsel, should be heavily involved in the negotiating of these provisions.
The lack of counsel input will not be immediately noticeable, but as previously alluded to, often
is apparent when a claim is denied. At that point, the damage will have been done. Counsel is of

the utmost importance when negotiating manuscript provisions.

What oftentimes gets lost in this process is the difference in the role of legal counsel and
that of brokers. While both are necessary to effectuate the right risk-management plan through the
insurance acquisition process, each should be left to handle their specific role. Leaning on just
one to fulfill both roles is a dangerous proposition, and should be avoided at all costs. Brokers
should assist with sourcing the coverage and completing the applications, while legal counsel
should be ultimately responsible to ensure that complete and proper disclosures are made. Material
omissions in the application can result in the insurance policy’s rescission, a consequence which
should not be risked. Any known claims against a company, losses, and risk exposures must
appear in the disclosures. Traditionally, in-house counsel (if such a position exists) is best
positioned to identify these as well as any omissions in the disclosure which may have been

prepared by other in-house departments.
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Developing and Implementing Risk and Insurance Programs for Franchisees

An effective and all-encompassing strategic risk and insurance management plan for a
franchised brand needs to go beyond the four walls of a franchisor’s headquarters and corporate
units. It must account for the vicarious liability, joint employer, cyber security, privacy, and brand
risks, which are distinct and inherent vulnerabilities for franchisors of franchise systems. A
franchisor cannot account for a majority of the actions and decisions made within its system, which

is where these plans provide their value.

Franchise systems are often prominent consumer brands. A common investment in the
brand by franchised and company-owned units allows for system wide marketing efforts, which
establishes and then enhances the brand’s image. Traditionally, this is a good thing, until it is not.
Contrary to the view espoused by many of today’s media moguls, there really is such a thing as
bad publicity. Adverse publicity relating to the brand, however it arises, can immediately lead to
a loss of consumer confidence in the brand and thus lost sales at each corporate and franchised
location. Likewise, lawsuits or government investigations, which tarnish a brand name and
reputation, can do long-lasting harm to a franchise system as a whole. (See Section III of this
paper for more discussion on this topic.) The consuming public and media do not distinguish the
behavior of a franchisee or his/her employee from the brand as a whole, whether from a legal or
public relations perspective. Unfortunately for franchisors, consumers’ legal counsel (including
class-action counsel), regulators, and enforcement agencies all refuse to distinguish the two entities

as well.

In today’s environment, every franchised organization—public or private, big or small—
must plan for the inevitable risks that its franchisees and the franchisor will face on a near

consistent basis. While strategic risk and insurance planning cannot alone insulate the system from
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an incident that arises, it can serve as a critical tool to help a franchisor and its afflicted franchisees
mitigate and manage risks on the front end. This will better prepare both parties to identify, isolate,
and resolve any incident or risk as it unfolds. What does not kill a brand in times of trouble, if

properly planned for and managed after occurrence, can indeed make it stronger.

Insurance Requirements for Franchisees

Virtually all franchise agreements require that franchisees comply with system standards
and applicable laws, but just what that means can vary widely. Often system standards are defined
as some combination of mandatory specifications, standards, operating procedures, and/or rules
that a franchisor may periodically prescribe for the development and operation of a franchised
location. These standards may be found in the franchise agreement as well as in system operation

and related procedural manuals.

Most franchisors universally consider the following to be system standards that it may and
should regulate: (i) design, layout, décor and appearance of a franchised location; (ii) remodeling
and replacement of obsolete or worn-out leasehold improvements, fixtures, furnishings, equipment
and signs at a franchised location; and (iii) required standards and specifications for products,
equipment, materials, and supplies and services that a franchised location uses and/or sells.
Whether, and the extent to which, franchisors address insurance requirements as system standards

in franchise agreements or system manuals, however, is much less certain or consistent.

As a best practice, franchisors should regard insurance requirements for franchisees as
system standards that it has the right to, and in fact should, regulate. At the outset of its franchising
business and on a regular cadence thereafter (often annually), franchisors should consider the
types, amounts, terms and conditions of insurance coverage that it will require its franchised units

to obtain and maintain at the franchisee’s expense. A franchisor should call on its internal
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resources, such as its legal, risk, finance and operations team, and its external resources, such as
its corporate insurance program brokers, to assess the goods and services offered at the franchised
units and the various risks posed to the franchisee, the franchisor and the brand as a result thereof.
Often, corporate insurance program brokers can provide insurance program services to franchisees
on a unit by unit basis based on their already established relationship with and understanding of
the franchisor and its business. Franchisors working with experienced franchise system brokers
might find this to be a compelling value add service (for the benefit of both the franchisee and
itself) that it may wish to make available on either a preferred or mandated basis to its franchise

system.

Irrespective of the type of franchised business or the goods and services it offers, it is
typically appropriate to require that franchisees carry property, professional liability, general
liability and motor vehicle liability insurance. Franchisors should consider other types of
insurance based on the industry within which the franchised units operate and the risks inherent
thereto, as well as the franchisor’s risk philosophy and appetite as discussed above. Any required
liability insurance should cover claims for bodily injury, death and property damages caused by or
occurring in connection with a franchised location’s operation or the activities of the franchisee’s

personnel in the course of their employment (within and without the location’s premises).

Franchisors should also consider whether to mandate or at least strongly recommend that
its franchisees purchase supplemental liability insurance products that can provide tailored
protection for information security risks associated with data breaches, Payment Card Industry
Data Security Standards (or PCI compliance) and other similar risks. Such risks have been steadily
increasing in both cost and frequency over the past few years as demonstrated by the near constant

media reports of organizations that have experienced a data breach or other information security
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incident and suffered financial losses, been faced with significant liabilities as a result thereof and
incurred significant legal and other remediation costs such as the cost or reissuing new payment

cards to consumer impacted by the incident.

Information security risks pose serious concerns for all organizations - no company or
brand is immune - but such risks are even greater for retail businesses, so many of which are
franchised. Franchise systems must deal with the additional challenge that any information security
incident at a single franchised unit will inevitably have a negative impact on the entire system and
brand. Requiring that franchisees purchase supplemental insurance products to help mitigate the
financial exposure associated with such risk benefits both the single unit franchisee and the
franchisor and brand as a whole. In the absence of this supplemental coverage, the franchisee,
many times a smaller independent business owner whose unit was the purported cause or location
of the security incident, may find themselves facing financial ruin and as a result, permanent
closure and even personal bankruptcy. For example, the franchisee may be inadequately prepared
to pay the significant costs needed to defend any regulatory or consumer actions resulting
therefrom, including those types of actions that may be brought against the franchisor under
vicarious or other theories of liability and for which the franchisee will owe the franchisor
indemnification under their franchise agreement. Furthermore, the franchisee will likely be facing
substantial penalties, fines or other damages such as losses for fraud or payment card replacement

costs, all for which supplemental insurance coverage of this type may provide some coverage.

All policies, whether customary or supplemental in nature, should contain the minimum
coverage that the franchisor may prescribe from time to time and should not have deductibles that
exceed an amount specified by the franchisor. The franchisor should periodically consider whether

to increase the amounts of coverage required under these insurance policies and/or require different
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or additional insurance coverage to reflect such things as inflation, newly identified risks, changes
in law or standards of liability, higher damage awards or other relevant changes in circumstances.
Additionally, a franchisor may want to require that the insurer under any required policy maintain
a specified rating (typically at least an “A” or better) as rated by Best’s Insurance Reports or a

similar rating designated by the franchisor.

In addition to obtaining and maintaining the types and amounts of insurance coverage
prescribed by the franchisor, franchisors should require that its franchisee designate the franchisor
and its affiliates as named additional insureds on any such policies. As another best practice,
franchisors should mandate that these insurance policies provide for 30 days’ prior written notice
to the franchisor of a policy’s material modification, cancellation or expiration. Furthermore, all
such insurance policies should contain a waiver of subrogation rights against the franchisor, its

affiliates and its and their successors and assigns.

As noted above, these requirements can be included within franchise agreements, as well
as system operation and related procedural manuals. To help ensure compliance with such
requirements, a franchisor should require franchisees to routinely furnish it with copies of their
certificates of, or other evidence of, the required insurance coverage, as well as the payment of the
insurance premiums. Should a franchisee fail or refuse to maintain the required insurance or fail
to furnish satisfactory evidence of such insurance (as discussed further below), the franchise
agreement should provide that such a failure constitutes a default of the franchise agreement that
can give rise to termination if not cured within a specified period of time following notice. A
franchisor should also specify in its franchise agreement or system manuals that if a franchisee
fails or refuses to obtain and maintain the mandated insurance, then in addition to any other

remedies available to it (including termination), the franchisor may (but need not) obtain such
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insurance for the franchisee and its franchised location on franchisee’s behalf, and as noted above,
any such insurance policy will designate the franchisor and its affiliates as named additional
insureds. In any such event, the franchise agreement should also specify that the franchisee must
cooperate with and reimburse franchisor for all premiums, costs and expenses it incurs in obtaining
and maintaining the insurance. A franchisor might also consider charging a reasonable fee for the

time it incurs in obtaining such insurance on a franchisee’s behalf.

As a means to confirm compliance with the foregoing requirements, a franchisor should
mandate that its franchisees furnish it with copies of their certificates of insurance or other
evidence that they maintain the minimum required insurance coverage and are paying their
premiums. In particular, a franchisor should require that its franchisees provide it or its designated
agent (such as a corporate insurance broker), as a condition to opening the franchised location for
business, with certificates of coverage evidencing the insurance policies. In the case of retail and
restaurant-based franchise systems, it is important for the franchisee to provide evidence of

insurance even before the franchisee begins construction of the franchised location.

Tracking franchisee compliance with insurance requirements, however, is another matter
altogether. How and to what extent to do this depends entirely on the size of the franchised system
and the internal and external resources available to a franchisor. In larger, more developed
systems, a franchisor might handle this process in a formal, automated fashion through an internal
risk management team or professional, an insurance broker or an insurance certificate tracking
company. In smaller, start-up systems, the tracking process may be more informal and manual

and may be managed by franchise administration, sales or similar professionals.
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Crisis Management for Franchisees

Strategic risk and insurance planning in franchise systems requires addressing more than
just insurance requirements at franchised locations. Wise franchisors should also address crisis
management preparedness throughout their franchise systems, and not just at corporate

headquarter or corporate unit level locations.

In this regard, once a franchisor has developed a contingency plan for its brand in the event
of a crisis, it needs to consider which franchise stakeholders (e.g., the franchisee and the
franchisee’s unit level personnel) should be trained on it, how those different franchisee
stakeholders should be trained and when they should be trained (e.g., annually; as significant

changes are made to the plan; as an individual on-boards with the franchise system).

As a best practice, any crisis training program that is designed for franchisees and their
employees should stress the importance of those parties coordinating with the franchisor and its
employees in preparation for, during and in the recovery phase of any crisis. This is critically
important because, depending on the nature of the crisis, franchisees and their employees may be
on the front-lines fielding customer questions and answering media calls with respect to the issue
at hand. One way to manage this issue is to provide high level training to franchisees and their
employees on the brand’s crisis management and communication strategy, coupled with a
summary crisis guide that is written in user friendly language. The summary crisis guide can then
be prominently housed in all franchised locations and can serve as the initial response blueprint in
the event of a crisis impacting the location itself. The benefit of the summary guide is that is
extremely user friendly — it contains just enough information to allow the unit level team to manage

a safe environment in the acute, initial stages of the crisis.
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III.  When the Rubber Meets the Road - The Importance of Insurance Coverage in the
Real World

Other than trial lawyers, no one enjoys litigation. For the individuals involved, it can be
time consuming, distracting, and emotionally draining. For franchisors, it can be expensive and

pose a high degree of financial risk even if the company prevails.

Fortunately, civil litigation rarely begins with the filing of a lawsuit. It is commonly
preceded by discussions among the parties to try and resolve the dispute. Settlement discussions
create an opportunity for franchisors to simultaneously inventory and assess the risks and rewards

of the pending litigation.

When assessing the financial impact of a dispute, the discussion will logically include the
topic of insurance. More specifically, the question of whether the franchise company has insurance
to cover the attorney’s fees, costs and any potential settlement or unfavorable judgment arising out
of or related to the dispute must be analyzed and answered. The answers to these questions will

positively or negatively impact how the company views the risks and rewards of the dispute.

Franchisors with a risk management strategy that includes liability insurance will be much
better positioned to aggressively defend their rights when disputes arise. Those who do not will
be creating unnecessary and in some instances catastrophic risks for what is an inevitable reality

for most franchise companies.

-Risk Assessment

Large franchisors generally have a standardized process for managing and performing a
risk assessment of new litigation matters. The fundamental issue to be decided is one of “fight or

flight.” Whether or not the franchisor has a standardized process, at a minimum, the company
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should consider the following types of question when performing a risk assessment related to new

litigation matters:

>

Litigation Strategy & Assessment

What are the legal issues involved in the dispute?
What is the dispute really about?

What strategy will put us in the best possible position to prevail?
What do we have to gain if we win?

What is the best possible outcome?

What is the most likely outcome if we win?
What do we have to risk if we lose?

What is the worst possible outcome?

What is the most likely outcome if we lose?
What are the odds of winning?

What are the odds of losing?

Damage & Cost Assessment

Do we have any financial or non-financial leverage early in the process to help persuade
our opponent to resolve the dispute on favorable terms prior to litigation?

How long is the dispute likely to last?

How much is the dispute likely to distract us from our core business?

How much time will we need to dedicate to the dispute to put us in the best possible position
to win?

How much, if at all, will the dispute impact the growth and bottom line of our core
business?

How much money is the opposing party likely to be awarded if we lose?

How much money can we afford to pay to the opposing party if we lose?

What are our options if we cannot afford to pay the judgment awarded to the opposing
party and how will the options impact our core business?

How much money are we going to have to budget and likely pay in attorneys’ fees and
costs to put us in the best possible position to win?

Do we have enough money to fund the litigation budget?

Can we recover some or all our attorney’s fees and costs if we prevail?

How much money can the opposing party afford to pay us in attorneys’ fees and costs if
we prevail?

What are the chances of collecting the money awarded to as attorneys’ fees and costs us if
we win?

What are the non-financial benefits if we win?

How important are the non-financial benefits to our company?

What are the non-financial risks if we lose?

How important are the non-financial risks to our company?
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How important is the dispute to our franchise company?
o Will the dispute have a negative impact on the image of our company?
If so, how and what can we do to minimize any such public relations issues.

A separate but equally important part of the risk-benefit analysis of litigation involves

questions related to insurance, including:

e Have we tendered the claim to our insurance broker to determine whether we have
insurance coverage?

e Do we have insurance to cover some or all the attorney’s fees and costs we are going to
incur in this dispute?

e Do we have insurance to cover all or some of the judgment we may have to pay in the most
likely outcome if we lose?

¢ Do we have insurance to cover all or some of the judgment we may have to pay in the worst
-case scenario if we lose?

e Do we have insurance to cover all or some of the attorney’s fees and costs we may have to
pay to the opposing party if we lose?

The answers to these insurance related questions will have a significant impact on how a

franchise company assesses the risks, benefits, and appetite for litigation.

If the answers to these questions is yes, then the risk assessment process will not be
burdened with the questions of how to pay for attorneys’ fees and judgments. Instead, it will more
appropriately be focused on whether the dispute is important to the future of the company and
what needs to be done to prevail. As discussed below, the insurer may exercise some level of
control over the course of the litigation and may elect to settle the case, even cases involving
matters of principle for the company. At the same time, most insurance policies restrict the

insured’s right to settle a case without the consent of the insurer.

If the answers to these questions are no, then the burden of how to pay for attorney fees or

potential adverse judgments may force the franchisor to agree to an unfavorable compromise or
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forego the enforcement of its rights, even if it may hurt the long-term viability of the franchise

company.

To illustrate the impact insurance coverage may have on a company’s decision-making

process, consider the following hypotheticals:

Bone Dry

Bone Dry is an emerging regional franchise chain located in the Northwest that specializes
in the sale of rain coats, umbrellas and water proof hats. Just last week a lawsuit was filed
by an independent reporter from Seattle claiming he was severely injured when he slipped
and fell on a wet floor when he went to the corporate headquarters in Pullman, Washington
for a scheduled interview with the company President, Dan Mulhern. The reporter has
demanded an out of court settlement in the amount of $900,000. The Road Runner
Insurance Company has appointed legal counsel to defend the claim and has agreed to pay
an unfavorable judgment up to the general liability policy limit of $1,000,000. Bone Dry
intends to vigorously defend this claim and base its defense on the testimony of their
receptionist, Douglas White, who is expected to testify that the reporter was actually
injured when he tripped over his own camera bag after he got up from his chair in the
reception area to meet with President Mulhern.

Smooth

Smooth is an emerging chain of tapioca pudding franchises operating in the states of
Alabama, Florida and Georgia. Recently, a lawsuit was filed against the company and its
Founder/President, Eric Edinger. The lawsuit was filed by their former officer manager
who is claiming the she was a victim of sexual abuse, subjected to a hostile work
environment, and terminated due to her gender. She is seeking damages of $1,000,000
plus the cost of her attorney’s fees. President Edinger has adamantly denied the claims
made against him and the company. The Acme Insurance Company has appointed legal
counsel to defend the claim but reserved its right not to pay an unfavorable judgment
because Smooth did not purchase this type of employment law claim coverage.

The primary difference in these hypotheticals is whether the insurance company will
indemnify their insured against an unfavorable judgment. The examples illustrate the importance
of having sufficient insurance coverage in the event of a claim. On one hand, there is going to be

minimal financial risk or distraction associated with Bone Dry defending against the Seattle
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reporter’s questionable personal injury claim. The company has adequate insurance to pay an
unfavorable judgment and defend against what appears to be a frivolous lawsuit. The absence of
adequate insurance coverage, however, has created a real quandary for Smooth. Regardless of
what happens, the founder/president of its company is going to be embroiled in a sexual
harassment, hostile work environment, and gender discrimination claim. To make matters worse,
the company will most likely have to pay any adverse judgment because Smooth did not purchase
employment law insurance to cover these types of claims. So, while Smooth is in the midst of a
public relations quagmire, the company will need to set aside valuable working capital to pay a

potentially adverse judgment, instead of being free to use the cash to help grow the company.

The forgoing hypotheticals demonstrate that it is important to have the appropriate
insurance coverages in place in order to defend and indemnify the company for third-party claims.
It is too late to secure insurance coverage after the claim has been asserted. The appropriate
insurance coverages should reflect the foreseeable risks and exposures, arising out the Company’s

operations.

Selection of Counsel

The general rule is that the liability insurer who has an obligation to defend the insured
under the policy will also have the right to select defense counsel. An exception to this would be
director & officer liability policies, where the insured is usually permitted to select defense counsel
subject to insurer approval and is reimbursed. When negotiating and purchasing insurance,
franchisors would be wise to try and negotiate the right to select their own attorney in the event of

litigation.

As a practical matter, it will be challenging to negotiate the right to select counsel when

purchasing standard insurance products such as general liability or automobile liability policies.
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This industry reality is commonly attributed to the belief among insurance companies that claims
arising from those types of policies can be handled by almost any moderately experienced trial
attorney and does not require a particularized education, training or expertise. This has led to a
framework where insurance companies create working relationships with law firms in each state
(often known as “panel counsel”) who agree to work for below market rates in exchange for the
hope of a steady volume of cases over time. The “below market” rates for these types of cases are
often materially below the market rates for more sophisticated and specialized litigation disputes
paid for by insurance companies, and grossly below market rates for sophisticated commercial

litigation disputes.

In contrast, franchisors may have more success when negotiating the purchase of specialty
coverage such as errors & omissions coverage, and franchisor-franchise litigation coverage. The
reason is that insurance companies are more likely to appreciate and acknowledge the need for
trial counsel with specialized education, training and experience to handle the complex legal issues
involved for these types of cases. Even if the insurance company will not allow the company to
choose its own trial counsel, the insurer may still give the franchisor input or agree to select counsel
with the expertise and training that is needed to handle the types of cases covered by a specialized

policy.

While it may seem like a burden, the time invested on the front-end negotiating for these
rights will pay dividends in the long run (see Section II above). For example, by developing long-
term working relationships with experienced and talented trial attorneys, franchisors will get the

added benefit of counsel who understand and appreciate their business and corporate culture.

Another tool in the franchisor’s toolbox may be the law in the state where the franchise

company is located. While some states grant insureds no flexibility when it comes to the selection
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of defense counsel, in other states an insured may be able to select defense counsel when an insurer
reserves rights on matters critical to the claim or in the event of certain types of unfavorable
judgments. The statutes and case law that grant these rights are based on the premise that by
reserving rights while providing a defense, an inherent conflict exists between the insurer and
insured during the litigation, so the insured must be able to select its own independent counsel as

opposed to a member of the insurer’s panel counsel.

An example of statutory authority for selecting independent counsel due to a conflict
between insurers and insureds can be found in California. The conflict issue was raised by
California courts as early as 1971, in the case of Executive Aviation, Inc. v. National Insurance
Underwriters, 16 Cal. App. 3d 799, 810. In Executive Aviation the court held that in a conflict-of-
interest situation, “[t]he insurer’s desire to exclusively control the defense must yield to its
obligation to defend its policyholder,” allowing the insured to control the defense of its own case.
In 1984, the court in San Diego Federal Credit Union v. Cumis Ins. Soc’y, Inc., 162 Cal. App. 3d
358, determined that when an insurer reserves rights on issues critical to the defense of the case, a
conflict of interest arises for the attorney appointed by the insurer to defend and gives rise to the
right of an insured to hire independent counsel at the insurer’s expense. In 1987, California
codified the decision in Cumis creating California Civil Code § 2860 which outlines the rules for

rights and obligations with respect to independent counsel. Section 2860 states the following:

§ 2860. Provision of independent counsel to insured; Conflicts of interest;
Selection of counsel; Waiver of right to counsel

(a) If the provisions of a policy of insurance impose a duty to defend upon an
insurer and a conflict of interest arises which creates a duty on the part of the insurer
to provide independent counsel to the insured, the insurer shall provide independent
counsel to represent the insured unless, at the time the insured is informed that a
possible conflict may arise or does exist, the insured expressly waives, in writing,
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the right to independent counsel. An insurance contract may contain a provision
which sets forth the method of selecting that counsel consistent with this section.

(b) For purposes of this section, a conflict of interest does not exist as to
allegations or facts in the litigation for which the insurer denies coverage; 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, a conflict of interest may exist. No conflict of interest shall be deemed to
exist as to allegations of punitive damages or be deemed to exist solely because an
insured is sued for an amount in excess of the insurance policy limits.

(¢) When the insured has selected independent counsel to represent him or her,
the insurer may exercise its right to require that the counsel selected by the insured
possess certain minimum qualifications which may include that the selected
counsel have (1) at least five years of civil litigation practice which includes
substantial defense experience in the subject at issue in the litigation, and (2) errors
and omissions coverage. The insurer's obligation to pay fees to the independent
counsel selected by the insured is limited to the rates which are actually paid by
the insurer to attorneys retained by it in the ordinary course of business in the
defense of similar actions in the community where the claim arose or is being
defended. This subdivision does not invalidate other different or additional policy
provisions pertaining to attorney's fees or providing for methods of settlement of
disputes concerning those fees. Any dispute concerning attorney's fees not resolved
by these methods shall be resolved by final and binding arbitration by a single
neutral arbitrator selected by the parties to the dispute.

Id. (emphasis added).

It is important to note that if independent counsel is selected they must still work within

the compensation framework previously established by the insurer. More importantly, the statute
makes clear in subsection (a) that not every conflict of interest requires independent counsel. This
has generally been interpreted by California Courts to mean that a conflict must be “significant,
not merely theoretical, actual, not merely potential.” Dynamic Concepts. Inc. v. Truck Insurance
Exchange, 61 Cal. App. 4th 999 (1998). In other words, it is not a reservation of rights itself that
triggers the right to independent counsel. It must be a reservation of a right that deals directly with
the issues being litigated in the underlying case. See, e.g., McGee v. Superior Court, 176 Cal. App.

3d 221 (1985) (reservation of rights regarding resident relative exclusion does not give rise to
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rights to independent counsel); Blanchard v. State Farm Fire & Casualty Co., 2 Cal. App. 4th 345,
347 (1991) (reservation of rights that certain types of construction-related damages were not

covered by the insurance policy does not give rise to right to independent counsel).

Maine provides similar protection to insureds based on several rulings of the Maine
Supreme Court, sitting in its capacity as the Law Court. In Travelers Indem. Co. v. Dingwell, the
Law Court opined in dicta that insurers have an obligation to provide independent legal counsel to

its insureds when a conflict arises:

Of course, the insurers’ obligation to defend can lead to a serious dilemma for the
insurer. In some cases, the parties may agree that the insurer hire independent
counsel for the insured...The difficulties which these cases may pose will have to
be addressed as they arise. For the case at bar, it is sufficient for us to hold that the
complaint here does generate a duty to defend, because it discloses a potential for
liability within the coverage and contains no allegation of facts which would
necessarily exclude coverage.

414 A.2d at 227 (citing Magoun v. Liberty Mut. Ins. Co., 346 Mass. 677, 195 N.E.2d 514 (1964))

The Maine Supreme Court directly addressed the issue again in Patrons Oxford Ins. Co. v.
Harris, 905 A.2d 819 (Me. 2006). The Patrons Oxford case 