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DISABILITY  
BENEFITS

Insurer Cannot Offset Disability Benefits  
After Malpractice Settlement

T he U.S. District Court for the District of 
Montana grants the plaintiff employee and 
benefits plan participant’s motion for sum-

mary judgment. The plaintiff alleges that the de-
fendant employer and insurance provider wrong-
fully offset her disability benefits based on a 
settlement for a below-the-knee amputation re-
sulting from negligent medical care.

The plaintiff is the former employee of a medi-
cal center and a participant in an employer-spon-
sored long-term disability plan governed by the 
Employee Retirement Income Security Act of 
1974 (ERISA). The defendants include her em-
ployer and the disability insurance underwriter 
that is the claims fiduciary for the plan. The plain-
tiff was diagnosed with multiple sclerosis (MS) in 
1996 and suffered a below-the-knee amputation in 
2010 as the result of negligent medical care. She ap-
plied for disability benefits under the plan, which 
the defendant underwriter ultimately granted. In 
determining the reason for granting the disabil-
ity benefits, the defendant underwriter changed 
its position numerous times regarding whether 
MS or the amputation was the primary reason for 
her disability. The plaintiff submitted supporting 
evidence that the amputation, not the MS, was 
the primary disability. After switching its position 
numerous times over the course of several years, 
the defendant underwriter ultimately decided that 
the plaintiff ’s primary injury causing disability 
was MS, not the amputation. In 2014, the plaintiff 
informed the defendant underwriter of a pending 
third-party settlement regarding her amputation. 
The defendant underwriter responded and as-
serted the right to recover benefits as deductible 
sources of income under the plan. The plaintiff 
notified the underwriter that the settlement was 
solely on the basis of her amputation and did not 
involve any recovery for her MS. As a result of 
that notification, the defendant underwriter then 
changed its assessment of the plaintiff ’s disability, 
concluded that her primary disability was the am-

putation and informed her that, as a result of the 
settlement, they had overpaid benefits and would 
begin reducing her monthly disability payments. 
The plaintiff subsequently filed suit.

The plaintiff argues that the defendant un-
derwriter’s assertion of the offset and repayment 
provisions constitutes a breach of the terms of the 
plan and a wrongful refusal to pay the benefits due, 
in violation of ERISA Section 502. She seeks an 
award of all disability benefits available under the 
plan, including reimbursement for past benefits 
wrongly withheld, prejudgment interest, costs and 
attorneys’ fees. She insists de novo review should 
be applied, while the defendant underwriter ar-
gues that abuse of discretion is the appropriate 
standard of review. The Supreme Court held that 
a denial of benefits challenged under Section 502 
is to be reviewed under a de novo standard un-
less the plan gives the administrator discretionary 
authority to determine eligibility for benefits or 
to construe the terms of the plan, which this plan 
does. However, the state of Washington prohibited 
the use of discretionary clauses in disability insur-
ance policies through a new regulation in 2009. 
Under Washington law, which both parties agree 
applies, de novo review is required. The defendant 
underwriter argues that because the regulation 
became effective after the plan became effective, it 
is not retroactive and does not void the discretion-
ary clause. Several Western District of Washing-
ton cases support the plaintiff ’s argument that the 
regulation applies where a plaintiff ’s cause of ac-
tion accrues after the regulation was enacted. This 
court agrees and therefore finds that the regula-
tion applies because it was in effect at the time the 
plaintiff ’s cause of action accrued. Accordingly, 
the court finds that de novo review is appropriate. 

Next, the defendant underwriter claims attor-
ney-client privilege over a number of documents 
detailing consultations between its claims and fi-
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nancial employees and its in-house counsel. The plaintiff ar-
gues that the fiduciary exception to the attorney-client privi-
lege should apply because the defendant underwriter owed 
her a fiduciary duty at the time of the communications. The 
fiduciary exception provides that an employer acting in the 
capacity of ERISA fiduciary is disabled from asserting the at-
torney-client privilege against plan beneficiaries on matters 
of plan administration. The Ninth Circuit has concluded that 
the fiduciary exception applies until after the final adminis-
trative appeal when the interests of a fiduciary and beneficia-
ry diverge. The defendant underwriter relies on other cases 
that stress the distinction between the administrative record 
and extrinsic evidence. However, in this case, the adminis-
trative record is the plaintiff ’s case file, which includes the 
communications that the defendant underwriter now seeks 
to protect. The court finds that the communications between 
the defendant underwriter and in-house counsel that predate 
the denial of the plaintiff ’s final appeal are subject to the fidu-
ciary exception and must be produced. 

Next, the plaintiff argues that the defendant underwrit-
er breached its fiduciary duty to her when it interpreted 
the plan to suit its own financial interests by determining 
they were entitled to offset her benefit payments based on 
the settlement she received for her amputation. The defen-
dant underwriter contends that it correctly interpreted the 
plan, specifically the undefined term same disability, which 
it argues means the same time period of disability instead 
of the same medical condition. Examining the language of 
the plan, the court finds that the plain language supports the 

plaintiff ’s interpretation and that the defendant’s interpreta-
tion is self-serving. Even if the court found the language to 
be ambiguous, the Ninth Circuit has found that when the 
language of an ERISA-governed plan is ambiguous, those 
ambiguities must be construed against the insurer. The court 
also finds that the defendant’s assertion that the entirety of 
the plaintiff ’s settlement constitutes a deductible source of 
income casts too wide a net. The plan lists seven deductible 
sources of income, the seventh of which provides that the de-
fendant underwriter may offset against amounts received as 
third-party settlements. The list can be interpreted widely as 
the seventh deductible source or narrowly as being bounded 
by the preceding six and pertaining only to disability-related 
payments. Because the clause is ambiguous, the court must 
resolve it in the plaintiff ’s favor.

Finally, the plaintiff also argues that the defendant under-
writer changed her injury, from the disability designation 
for MS to amputation, to take advantage of her third-party 
settlement. The court finds that the record supports this 
since the defendant underwriter changed its assessment af-
ter learning of the settlement and without any new medical 
information. After finding the defendant’s definition of same 
disability as self-serving and favoring the plaintiff ’s interpre-
tation of the ambiguous clause listing deductible sources of 
income, the court finds that while neither party’s argument is 
compelling, the plaintiff prevails.

Accordingly, the court grants the plaintiff ’s motion for 
summary judgment and requires the defendant underwriter 
to reimburse the plaintiff for the benefits it withheld and re-
instate her present and future benefits without the offset.    

Rustad-Link v. Providence Health and Services et al., No. 9:16-cv-
00136-DWM (D.Mont. January 31, 2018).
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