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State high court issues landmark 
insurance decision 
By Kirk Pasich 

On	Thursday,	the	court	addressed	the	importance	of	California’s	so‐
called	“notice‐prejudice”	rule—an	issue	critical	in	many	insurance	
coverage	disputes.	

On August 29, 2019, the 
California Supreme Court 
issued a decision on an issue 
critical in many insurance 
coverage disputes.  In Pitzer 
College v. Indian Harbor 
Insurance Co., 2019 DJDAR 

8347 (Cal. 2019), the Court addressed the importance of California’s so-called 
“notice-prejudice” rule.  Under this rule, as the Court explained, an insurer 
must prove that “the insured’s late notice of a claim has substantially prejudiced 
its ability to investigate and negotiate payment for the insured’s claim. A finding 
of substantial prejudice will generally excuse the insurer from its contractual 
obligations under the insurance policy, unless the insurer had actual or 
constructive knowledge of the claim.”  As the Court emphasized, “‘California law 
is settled that a defense based on an insured’s failure to give timely notice 
requires the insurer to prove that it suffered substantial prejudice. The insurer 
must show actual prejudice, not the mere possibility of prejudice’” (citations 
omitted).   

However, California courts have held that this notice-prejudice standard 
does not apply to one condition in insurance policies—a common condition that 
the insured not incur expense or settle a suit without the insurer’s consent.  In 
other words, courts have held that barring exigent circumstances, if an insured 
incurs expense without its insurer’s consent, those expenses are not insured 
even if the insurer has suffered no prejudice. 

Pitzer marks a substantial change in the law.  In Pitzer, the policy contained 
a choice-of-law clause stating that New York law applied.  The Court noted that 
under New York law, “policies issued and delivered outside New York [as in this 
case] are subject to a strict no-prejudice rule under New York common law, 
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which denies coverage where timely notice is not provided.”  The insured 
argued that this rule should not apply, invoking a choice-of-law analysis.   

The Court started by addressing the choice-of law clause, stating, “The crux 
of this case lies in the choice of law provision” and its enforceability.  It noted 
that “the parties’ choice of law generally governs unless (1) it conflicts with a 
state’s fundamental public policy, and (2) that state has a materially greater 
interest in the determination of the issue than the contractually chosen state.”  
Therefore, the Court considered whether the notice-prejudice rule constituted a 
fundamental public policy.  It declared that “California’s notice-prejudice rule is 
a fundamental public policy of California. The rule is based on the rationale that 
the essential part of the contract is insurance coverage, not the procedure for 
determining liability, and that the notice requirement serves to protect insurers 
from prejudice, . . . not . . . to shield them from their contractual obligations 
through a technical escape-hatch” (citations and internal quotation marks 
omitted). 

The Court then emphasized that “Prejudice is a question of fact on which the 
insurer has the burden of proof,” commenting, “The insured’s delay does not 
itself satisfy the burden of proof.”  Instead, as the Court stressed, “The insurer 
establishes actual and substantial prejudice by proving more than delayed or 
late notice. It must show a substantial likelihood that, with timely notice, and 
notwithstanding a denial of coverage or reservation of rights, it would have 
settled the claim for less or taken steps that would have reduced or eliminated 
the insured’s liability. In the context of third party coverage, for example, the 
insurer must show that timely notice would have enabled it to achieve a better 
result in the underlying third party action” (citation and internal quotation 
marks omitted).  This means that if an insurer denies coverage on grounds in 
addition to the insurer’s failure to obtain its consent, it may fail to meet its 
burden of proving prejudice from an insurer’s non-compliance with a has 
consent condition.   

The Pitzer court did not resolve the choice-of-law issue.  It declined to do so 
because the questions before it were certified by the U.S. Ninth Circuit Court of 
Appeals, and that court did not ask it to resolve whether New York or California 
had the greater interest in having its law apply.  Suffice it to say, though, that no 
longer can an insurer point to a choice-of-law clause and conclude that simply 
because some law other than California law is designated, California’s notice-
prejudice rule cannot apply. 

As significantly, the Court then addressed whether the notice-prejudice rule 
applies to consent conditions in first-party insurance policies (that is, policies 
insuring an insured for its own losses, as opposed to third-party policies 
protecting insureds against claims or suits by third parties).  The Court 
observed, “No California court has addressed whether the notice-prejudice rule 
should be extended to a consent provision in the context of first party coverage.”  
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Thus, in a ruling is one of first impression, the Court held that the notice-
prejudice rule applies to consent conditions, at least in first-party policies.  It 
stated, “the notice-prejudice rule makes good sense for consent provisions in 
first party policies just as it does for notice provisions.”   

The Court did not extend the rule to third-party policy consent conditions.  
It noted that third-party policies present somewhat different issues:  “Because 
the insurer’s right to control the defense and settlement of claims is paramount 
in the third-party context, California appellate courts have generally refused to 
find the notice-prejudice rule applicable to consent provisions in third-party 
policies.”  However, the Court did not say what its view would be in a third-
party context where the insurer did not have a right to control the defense or 
settlement of claims (for example, when California Civil Code section 2860 
applies because of conflicts of interest between insurer and insured, entitling 
the insured to be represented by independent counsel who controls the 
defense).   

In fact, what the Court did say in applying the notice-prejudice rule in the 
first-party policy context could apply in the third-party policy context:  “Strict 
enforcement of a notice provision permits the insurer ‘to reap the benefits 
flowing from the forfeiture of the insurance policy’ despite a lack of prejudice.  
In addition to this unfair windfall, the inequitable forfeiture has consequences 
that fall not only on the insured but also on the general public. Indeed, we have 
recognized that ‘[t]he field of insurance so greatly affects the public interest that 
the industry is viewed as a “quasi-public” business, in which the special 
relationship between the insurers and policyholders requires special 
considerations.’  Where an insured fulfills its primary duty under the parties’ 
bargain, failure to give timely notice will not excuse the insurer’s reciprocal 
obligations unless the insurer demonstrates prejudice from the failure” 
(citations omitted).  Perhaps, in an appropriate setting, the Court will address 
some of these third-party issues.  The door appears to be open for it to do so. 

For now, though, the Court’s decision marks a material change in the 
insurance landscape in California.  No longer can an insurer contend that a 
choice-of-law clause automatically precludes the application of California’s 
notice-prejudice rule.  No longer can an insurer assert that a consent condition 
in a first-party policy now bars coverage even if the insurer was not actually and 
substantially prejudiced by its insurer’s failure to obtain its consent.  In short, 
California public policy is now unequivocally clear that such forfeitures of 
coverage are to be avoided. 
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