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In the Wrong Place at the Wrong Time:
Defense Counsel as Ethically Challenged or
Merely in a Position where Appearance of Impropriety
Exists when Insurer and Insured have
Conflicts of Interest?

Introduction

Under Illinois law, an attorney hired by an insurer to defend an action against its insured owes fiduciary
duties to two clients: the insurer and the insured. Although an insurer’s duty to defend typically includes the
right to control the defense of litigation against its insured, Illinois law is settled that an insurer loses the right
to control the defense when it issues a reservation of rights letter that creates a conflict of interest between the
insurer and insured.> The most common example of a conflict of interest that gives rise to the right to
independent defense counsel is where an insured is sued in a two-count lawsuit alleging negligence and
intentional misconduct and the insurer agrees to cover damages because of negligence and reserves its rights to
deny coverage for damages because of intentional conduct. Although both the insurer and the insured have a
common interest in defeating the claim in its entirety, the insurer would also benefit from a finding of
intentional misconduct, whereas the insured would benefit from a finding of negligence.
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When such a conflict of interest arises, the insured has the right to reject a defense from insurer-appointed
defense counsel and instead, select independent defense counsel to be paid for by the insurer.® Inherent in
Illinois decisions discussing the right to independent counsel is a presumption that when a conflict arises,
insurer-retained attorneys may favor their business relationship with the insurer over the attorney-client
relationship with the insured and will not vigorously defend uncovered counts (e.g. fraud), thereby exposing
the insured to liability for uncovered damages. Courts remedy any possibility that an insurer-retained attorney
will subvert the insured’s interests in favor of the insurer when a conflict arises by affording insureds the right
to independent defense counsel, who does not owe any fiduciary duty to the insurer as a client, thereby
eliminating the insurer’ s right to instruct the attorney on how to defend the case.

Many businesses and individuals are insureds on liability insurance policies that provide broad coverage
for damages because of accidental bodily injury or property damage. Accordingly, many civil lawsuits for
compensatory damages involve an insured defendant. With the increase in tort litigation, the potential for
conflicts of interest creating the right to independent defense counsel have increased on sheer volume alone.
With Illinois allowing the insured to retain counsel where an actua conflict exists, the cost to insurers is
increased because lllinois provides for payment of insured-retained counsel fees, regulated through the
judiciary only by a*“reasonableness’ standard, which typically is higher than “panel counsel” rates.

This monograph explores Illinois jurisprudence giving rise to Maryland Casualty Insurance Company V.
Peppers,4 the seminal Illinois decision regarding the right to independent counsel in conflict of interest
situations, discusses Peppers and subsequent Illinois decisions regarding the interplay between defense
counsel and conflicts of interest between the insurer and insured, looks to how courts outside of Illinois
address conflicts of interest between the insurer and the insured, examines if there are superior ways to handle
insurer-insured conflicts within the context of tort litigation and, as a subset of that discussion, examines
whether there are practical ways to standardize the rates paid by insurers to insured-retained counsel in Illinois.

lllinois Decisions Prior to Peppers

Prior to Peppers, an insurer-retained attorney was deemed to represent only the insured, and conflicts of
interest between the insured and the insurer, as a third-party payor, were evaluated on a case-by-case basis
pursuant to the Illinois Rules of Professional Responsibility. For example, in Apex Mutual Insurance Company
v. Christner, an insurer brought a declaratory judgment action in which it argued that an insured driver had
breached the cooperation clause of a personal auto policy by failing to cooperate with the defense® The
insured argued that the insurer had waived the right to raise the breach of a cooperation clause as a defense
because her insurer-appointed attorneys had continued to defend the underlying action after learning of the
putative breach. The Apex court rejected the insured’ s argument, stating that:

[w]hile the attorney retained by the insurer in a case such as this represents the insured and not the
insurer [citation omitted], no breach of duty will be imputed to him merely because hisfeeis not being
paid by his client. Professional responsibility should be presumed until some evidence to the contrary
is adduced.®

In so ruling, the court found it significant that the defense attorneys were not involved in the declaratory
judgment action brought by the insurer, nor did they make any effort to obtain information from the insured
that could bolster the insurer’ s coverage defenses.’
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The Apex8 court distinguished Allstate Ins. Co. v. Keller,? in which the court held that an insurer had
waived the right to raise a breach of a cooperation clause in an automobile liability policy as a coverage
defense based on inconsistent statements given by the insured driver because the insurer defended the
underlying case for 16 months prior to raising the coverage defense.™ In support of its holding, the court noted
that the defense attorneys, who were employees of the insurer, had been aware that the insurer intended to raise
a coverage defense but failed to disclose “this information or its significance” to the insured and, instead,
“assumed complete control of the defense [and] proceeded to take their client’s deposition for the admitted
purpose of placing their employer in a position to disclaim liability under the policy.” ! Asthe court explained,

[w]here an insurer’'s attorney has reason to believe that the discharge of his duties to his client, the
insured, will conflict with his duties to his employer, the insurer, it becomes incumbent upon him to
terminate his relationship with the client . . . . It was the duty of plaintiff’s attorneys upon learning of
the possible conflict of interests between plaintiff and defendant, to immediately notify defendant of
this fact. Their failure to take such action can be attributed only to their desire to strengthen plaintiff’'s
position in preparation for the filing of the instant suit. It would be untenable under such
circumstances to allow plaintiff to disclaim liability under the policy . . . 1

Unlike in Apex, where there was no conflict because the defense attorneys were not involved with coverage
issues, the court found there to be a conflict in Keller because the same attorneys employed by the insurer who
were defending the underlying action also were involved with coverage issues, without advising the insured.™

In Oda v. Highway Insurance Co.,* the Appellate Court addressed the potential conflicts of interest
between lawyers engaged by the insurer to defend multiple insureds under the same policy. In that case,
building owners and lessees who operated a hotel in Chicago were sued by firefighters for injuries received
when the building burned. Highway Insurance Company provided insurance on the building and responded to
lawsuits against the owners and lessees by appointing two lawyers.” Those lawyers devised a joint defense
between the owners and lessees, apparently attributing the deplorable condition of the building prior to the fire
to the hotel guests.’® In rejecting the contention of the insureds that there was a conflict between the owners
and the lessees, making it improper for the insurer to provide counsel, the Oda court observed:

A traditional truism among lawyers is that nothing can be more ruinous to the defense of cases such as
the personal injury cases here involved than for one defendant to seek to prove the liability of the
other. On such occasions the plaintiff's lawyer sits by and watches the show as one defendant
dlaughters the other, while the court, observing the spectacle, mediates on the folly of the defendants
in not having agreed on a policy of cooperation, even though it meant that each had to assume some
degree of risk thereby.’

The defense lawyers in Oda appear to have been salaried employees of the insurance company.’® Payment by
the insurer of judgments in excess of available limits was at issue in Oda, but the insurer there had timely
provided its reservation of rights letter to the insureds with the recommendation that they retain counsel at their
own cost to assist in the defense, which at least one insured did.”®Oda teaches that, at least within its historical
context, the insurer was not deemed to exercise control over lega strategy decisions.

Conflicts between the insurer, insured, and defense counsel were also discussed in Cowan v. Insurance
Company of North America” In recognizing a potential conflict of interest where a complaint against an
insured included counts for both negligent and intentional acts, the Cowan court stressed that an insured must
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be adequately informed of a potential conflict of interest so that the insured can intelligently make a decision
as to whether to retain independent defense counsel or accept defense counsel from the insurer.* The Cowan
court also noted that such situations raise both a conflict of interest between the insured and insurer and a
professional conflict for an attorney appointed by the insurer. That professional conflict was something “the
organized bar should strive to avoid,” but no other analysis was provided in the Cowan opinion.?? Nonethel ess,
prior to Peppers, no lllinois decision provided clear guidance on how conflicts of interests between insurers
and insureds should be resolved.

The Illinois Supreme Court’s Decisions in
Maryland Casualty Company v. Peppers and Thornton v. Paul

The facts at issue in Maryland Casualty Company v. Peppers are relatively strai ghtforward.23 In Peppers,
the insured was awakened by a noise, which he determined was someone trying to break into his property.24
The insured went to the door and saw someone fleeing. He shouted for the person to stop and then fired his
shotgun.25 The injured person, James Mims, filed a three-count complaint against the insured alleging that the
insured had assaulted him with a shotgun, that the insured had negligently and carelessly fired his shotgun, and
that the insured had willfully and wantonly fired the shotgun.26 Theinsurer initially appointed defense counsel,
but withdrew from the defense shortly after the attorney filed an appearance. Both the trial and appellate courts
found that the insured’s homeowner’s insurer had an obligation to defend the insured based on the negligence
claims.?’

The Illinois Supreme Court agreed that a duty to defend existed but expanded its discussion to address
whether the insurer should be permitted to defend the case in light of the conflict between the interests of the
insured and the insurer that arises when an insurer is obligated to defend a complaint with both covered and
uncovered counts.?® As the 11linois Supreme Court explained, if the insured was held liable, it would be in his
best interest to be found negligent so that the loss would be covered by the insurer. On the other hand, it would
be in the insurer’ s best interest to obtain a determination that the insured’ s actions were intentional, so that no
coverage would be afforded for the loss. The court noted that this overriding problem had been recognized in
various jurisdictions, but with “little accord as to the resolution of the problem.”%

Referencing the Illinois Code of Professional Responsibility, the court observed that this conflict raised
serious ethical concerns for an insurer-appointed attorney. The court held that the ethical concerns could be
alleviated if the insured, after full disclosure of the conflicting interests, agreed to accept the insurer’s defense.
According to the court, the conflict of interest would also be eliminated if the insurer waives its defense of
noncoverage for intentional acts. Absent these circumstances, the court held that the insured had the right to be
defended in the lawsuit by an attorney of his own choice who would have the right to control the defense of the
case. Since the insurer still had a contractual duty to defend, despite the conflict, the court held that it must
reimburse the reasonable cost of defending the action. The Peppers court noted that the insurer was allowed to
participate through its counsel in al aspects of litigation, but that the defense was subject to control by the
insured's attorney.30

Two years later, the court in Thornton v. Paul® took Peppers a step further, holding that not only does an
insured have a right to independent defense counsel when a conflict of interest exists, but also that the insurer
cannot participate in the defense and must satisfy its duty to defend by reimbursing the insured for the costs of
defense. In Thornton, an insured was faced with a complaint aleging battery. The insurer took the position that
battery, as an intentional act, was not covered. An amended complaint was later filed that alleged negligence.
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The insurer maintained its position of no coverage. The court found that a duty to defend did in fact arise upon
the filing of the amended complaint. The insured argued that the insurance company’s failure to defend the
insured for the amended complaint, coupled with its failure to file a declaratory judgment action to adjudicate
its obligations, estopped it from asserting coverage defenses. The Thornton court disagreed that estoppel
applied, holding that an insurer will not be estopped from asserting coverage defenses where conflicts of
interest would otherwise preclude the insurer from participating in the defense of the case.

It is interesting to note that the Peppers doctrine was initially used by insurers to defend estoppel claims
arising out of their failure to provide a defense. In Murphy v. Urso, for example, the driver of a school bus
defaulted after being served with a summons and complaint in a suit brought by a pmnga.32 Travelers
Insurance Company successfully defended the garnishment action by asserting it could not have defended the
driver where the owner was aso sued because the issue of whether the driver had permission to operate the
school van after hours to help the victim move to another apartment created a conflict. The Murphy court
found that the insurer was not obligated or permitted to participate in the driver’s defense and, therefore, was
not estopped from denying coverage.33

That defense to estoppel based on the failure to defend was not successful in Clemmons v. Travelers
Insurance Company because the court found that there was no conflict that relieved the insurer of providing a
defense.** The Clemmons case involved suit against a Red Cross blood transport driver sued by an injured
passenger. The difference between that case and Murphy, in which the court found a conflict, was that the
employer was not sued in Clemmons and, therefore, no conflict was created because the issue of permissive
use would not be raised in the underlying case. Because Travelers did not defend the driver, it was estopped to
contest coverage where the duty to defend was triggered.35 Similarly, no conflict was found to absolve the
insurer from failing to defend in County of Massac v. United Sates Fidelity & Guaranty Co.% That case
involved a suit by a motorist who drove off a bridge during construction at night where no warnings were
posted. The appellate court found no conflict because issues of independent contractor or the occurrence
during a project stoppage or shut down would not be relevant or litigated in the tort case¥’

The Development of the Peppers Doctrine in lllinois

Since Peppers was decided, Illinois law regarding conflicts of interest and the right to independent counsel
has continued to evolve. Generaly, the rule in Illinois remains that an insurer’s “duty to defend includes the
right to control the defense.”® The existence of a conflict between the insured and insurer creates an exception
to thisrule. Where there isa conflict, “the insurer ordinarily must pay the costs of independent counsel ‘instead
of participating in the defense itself.””* As a consequence, it is critical to understand: (1) when a conflict of
interest between an insurer and insured arises; (2) the duties of an insurer and insurer-retained counsel when a
conflict arises; (3) the role of independent counsel; and (4) the extent of an insurer’s obligation to compensate
independent counsel.

1. The Creation of a Conflict of Interest Between an Insurer and Insured
Aninsured is entitled to independent counsel when a conflict arises. Illinois courts have consistently held

that an insurer’s incentive to negate coverage for a claim is insufficient to create a conflict.”® One appellate
court has defined the test for determining the existence of a conflict of interest as follows:
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To determine whether there is a conflict, we must compare the allegations of the underlying complaint
against the insured to the terms of the insurance policy at issue. . . . If, after comparing the complaint
to the insurance policy, it appears that factual issues will be resolved in the underlying suit that would
alow insurer-retained counsel to “lay the groundwork” for a later denial of coverage, then thereis a
conflict between the interests of the insurer and those of the insured. . . . Put another way, if, in the
underlying suit, insurer-retained counsel would have the opportunity to shift factsin a way that takes
the case outside the scope of policy coverage, then the insured is not required to defend the underlying
suit with insurer-retained counsel.**

Other courts have stated more generally that the “test of whether a conflict exists is if, in comparing the
allegations of the complaint to the terms of the policy, the insurer’s interests would be furthered by providing a
less than vigorous defense to the allegations.”

Under these tests, Illinois courts have typically held that a conflict of interest exists when the underlying
complaint against the insured contains two mutually exclusive theories — one of which is potentially covered
and the other is not.** Courts have also found the existence of a conflict when the insurer has a duty to defend
two insureds in the same action and those insureds have diametrically opposed defenses.* Illinois courts,
however, have found the existence of a conflict in less clear circumstances. Below is a discussion of severa
decisions in which courts have found the existence of a conflict despite the lack of mutually exclusive theories
or diametrically opposed defenses.

a. Timing of Damage:
American Family Mutual I nsurance Company v. W.H. McNaughton Builders, Inc. and
[llinois Masonic Medical Center v. Turegum Ins. Co.

I1linois courts have found the existence of a conflict between an insured and insurer where the presence of
coverage depends on the timing of the damage alleged in the underlying complaint. For instance, in American
Family Mutual Insurance Company v. W.H. McNaughton Builders, Inc.,”® W.H. McNaughton Buildings, Inc.
(McNaughton) was insured under a CGL policy. The policy was issued in 1994 and only covered “property
damage” caused by an occurrence after 1994.° The policy remained in force through 2004, but, after 2002, an
endorsement was added excluding property damage caused by mold contamination.*” In 2004, McNaughton
was sued by customers who alleged that McNaughton “breached an implied warranty requiring it to install in a
good and workmanlike manner an exterior insulation and finish system (El FS).”48 The customers also asserted
that McNaughton's failure resulted in mold contamination.*® According to a contract attached to the complaint,
the customers’ home was built in 1991 and 1992.%°

After McNaughton submitted the claim under its CGL policy, its insurer agreed to defend under a
reservation of rights. While reserving rights, the insurer “pointed out that: (1) the Policy did not cover property
damage occurring prior to the Policy’s inception in 1994; (2) the Policy did not cover property damage that
resulted from mold that occurred after December 31, 2002; and (3) the Policy did not cover property damage
that McNaughton knew about before the Policy’ s inception in 1994.” *! Followi ng receipt of the reservation of
rights letter, McNaughton demanded independent counsel. When the insurer refused, McNaughton filed a
complaint for declaratory judgment. The trial court ruled that McNaughton was not entitled to independent
counsel because only a “possible or potential conflict of interest existed.” %2 McNaughton appealed, and the
appellate court reversed.

On appeal, the court determined that an actual conflict of interest existed between McNaughton and its
insurer, warranting the provision of independent counsel. The appellate court reasoned:
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A conflict aready exists here. A conflict does not arise at the time a lack of coverage is unequivocally
established. A conflict arises when the divergent interests of the insurer and insured are apparent and
the attorney representing the insured can no longer represent both clients' interests without prejudice
to either client. A conflict already exists here because [the insurer’s] interests would be served by
fleshing out in discovery facts showing that the damage to the [customers'] home occurred prior to the
inception of the Policy, while McNaughton's interests would be served by fleshing out facts showing
that the damage occurred after the inception of the Policy. In this regard, an attorney representing [the
insurer’s] interests would be the enemy of McNaughton. As the supreme court has said, “[d] ruling
that required an insured to be defended by what amounted to his enemy in the litigation would be
foolish.” . . . Thus, McNaughton should not be forced to use [the insurer’ §] attorneys to defend against
the [customers' ] claims.>

In coming to its decision, the appellate court rejected the argument of the insurer that no conflict existed
because the timing of the damages was irrelevant to the underlying lawsuit. The appellate court found this
argument “absurd” because it assumed that the customers could prevail against McNaughton in a lawsuit “in
which they alege that McNaughton's poor workmanship caused damage to their home . . .without
establish[ing] that the damage to their home stems from the time when McNaughton worked on their home.”**

The appellate court used a similar analysis in Illinois Masonic Medical Center v. Turegum Insurance
Company55 to find the presence of a conflict of interest. In Turegum, a medical center, which was an insured
under a professional liability policy that expired on December 1, 1977, was sued in a medica malpractice
action alleging negligence during one or more of three hospitalizations.” One of the hospitalizations occurred
prior to the expiration of the policy; the other two occurred after the expiration of the policy.>” When notified
of the claims, the professional liability insurer agreed to defend the medical center against claims arising prior
to the expiration of the policy but insisted that the medical center retain separate counsel to defend the claims
arising after the expiration of the policy.® The medical center filed a complaint for declaratory judgment and
sought an order “directing [the insurer] to relinquish control of the defense . . . to counsel retained by [the
hospital] and to reimburse [the hospital] for the reasonable costs incurred in that liti gation."59 The trial court
granted the hospital’ s request, and the appellate court affirmed.

On appeal, the insurer argued that no conflict of interest existed because “*there will be no adjudication as
to the timing of the negligence, if any, in the underlying case.”’’ Rather, according to the insurer, the plaintiff
in the underlying case only has “‘to prove the Hospital was negligent during one or more of the three hospital
stays,’” and “[i]t was not part of her proof to establish when that negligence took place.’ "% The appellate court
disagreed, stating:

Irrespective of whether the timing of the malpractice, if any, would be established in the underlying
suit, we agree with the Hospital that because [the plaintiff’s] complaint alleges that negligence
occurred during one or more of three separate hospitalizations and because two of those confinements
took place after the policy expired — and, hence, were not covered by it — [the insurer’s] bests interest
(a) lie in a finding that the malpractice, if any, occurred during one or both of the two post-policy
periods and (b) would be furthered by a less than vigorous defense to the allegations relating thereto;
and that . . . aconflict of interests therefore exists which requires [the insurer] to relinquish control of
the defense of [the plaintiff’s] action to the Hospital’s counsel of choice.®*
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b. Assertion of Punitive Damages:
Nandorf, Inc. v. CNA Insurance Co.

Conflicts of interest can arise in certain situations where punitive damages are sought. The court in
Nandorf, Inc. v. CNA Insurance Co.% found that a conflict of interest existed where a complaint against an
insured sought substantial punitive damages as compared to the compensatory damages sought. In Nandorf,
the insurer reserved its rights based solely on coverage for punitive damages.63 The court stated that while the
insured and the insurer had the same interest in finding no liability, if liability was found, their interests
diverged. According to the appellate court, the insurer had an interest in providing a less than vigorous defense
as its interests were as well served by an award of minimal compensatory damages and substantial punitive
damages.** On the other hand, the insured's interest if liable was best served by an award of compensatory
damages, but no punitive damag%.65 Based on these facts, the court found an actual conflict between the
insured and the insurer and further found it improper for the insurer to retain control of the litigation.*®

Nandorf has not been uniformly followed for the proposition that a prayer for punitive damages will
trigger a Peppers conflict. For example, the court in National Casualty Co. v. Forge Industrial Saffing, Inc.,
rejected the insured’s argument that the potential for punitive damages from an EEOC employment
discrimination charge allowed it choice of counsel.?” In addition to noti ng that the EEOC does not award
punitive damages, the National Casualty court also observed that even if the EEOC charge evolved into a
lawsuit, the basis for compensatory and punitive damages would be tied to same facts, thereby aligning the
interests of the insured and insurer.®

c. Potential for ExcessLiability:
R.C. Wegman Construction Co. v. Admiral | nsurance Company

A recent Seventh Circuit Court of Appeals case, R.C. Wegman Construction Co. v. Admiral Insurance Co.,
decided under Illinois law, could be construed as holding that a conflict of interest arises between the insurer
and the insured when it becomes clear to the insurer that a judgment against the insured in excess of policy
limits is a “nontrivial probability.”® In RC. Wegman Construction Co., a worker at a construction site
managed by the insured was seriously injured in a fall and subsequently sued the insured.” The insured
tendered its defense to its liability insurer under a policy that had a $1 million limit.”* The insurer accepted the
defense and retained counsel to defend the insured.” The worker’s suit proceeded to trial, and a judgment in
excess of $2 million was entered against the insured.”

The insured then sued the insurer, alleging that the insurer breached its good faith duty to settle and was
liable for the entire judgment. The insured alleged that the insurer knew that there was a “realistic possibility”
of an excess judgment but failed to warn the insured of this possibility.”* The insured further alleged that, had
it known of the likelihood of an excess judgment, it would have promptly notified its excess insurer.” The
insured did not learn of the potential for excess until afew days before the trial from a casual discussion with a
non-involved attorne'y.76 At that time, the insured immediately notified its excess insurer, but the excess insurer
refused coverage on the grounds that it had not received timely notice.”

The insurer filed a motion to dismiss, which was granted by the tria court. The Seventh Circuit reversed,
finding that the dismissal was premature. The Seventh Circuit found that the allegations were sufficient to
support a claim for breach of its good faith duty to its insured. In so holding, the Seventh Circuit focused on
the argument that the insurer’s knowledge of the likelihood of an excess judgment, its failure to advise the
insured of this likelihood, and its lawyer’s admission that it was taking a “gamble” on obtaining a reduction in
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damages based on Illinois' joint and several liability statute, created a conflict of interest between the insured
and the insurer and demonstrated a breach of fiduciary duty.”

The Seventh Circuit further stated that where a potential conflict of interest such as this arises, the
insurance company’s duty of good faith requires it to notify the insured.” In that scenario, the Seventh Circuit
said the insured would then have the option of hiring a new lawyer, at the insurer’s expense, whose loyalty
would be exclusive to it.*° The court also noted that notification of the risk of excess would have enabled the
insured to notify its excess carrier.**

While at first glance, the Wegman case may appear to stand for the proposition that the possibility of an
excess verdict creates a conflict of interest, Wegman appears to be a breach of good faith case decided on a
particularly egregious set of facts. This interpretation is supported by the opinion provided by the Seventh
Circuit in response to the insurer’s motion for rehearing. In the court’s opinion on petition for rehearing, the
Seventh Circuit stated that the insurer mischaracterizes the holding as being that “where there is a possibility of
a verdict in excess of policy limits, there is a conflict of interest between the insurer and the insured.”® The
court stated that this characterization “ignores the facts that led usto find a conflict.”®

The court went on to list the facts considered as: (1) the severity of the plaintiff’sinjury; (2) the settlement
demand in excess of limits; (3) the trial setting; (4) plaintiff’s securing an award double the limits; (5) the
admission of the insurer that its strategy was to downplay responsibility, rather than deny liability; and (6) the
failure of the insurer to warn the insured of the possibility of an excess judgment and decision to “gambl er®
The court made clear that its opinion was based on the totality of these facts and that instead of notifying the
insured and allowing it to attempt to negotiate a settlement or, at the minimum, notify its excess carrier, the
insurer gambled on obtaining a reduction in damages on the basis of Illinois joint and several liability
statute® As stated in the opinion on the petition for rehearing, “Admiral’s gamble created a conflict of interest
that entitled [the insured] to choose its own attorney to represent its interests, yet [the insurer] failed to warn
[the insured] of what it was doing.”®® The opinion on the petition for hearing, in our opinion, limits the scope
of the court’s holding to the particular facts at issue in that case, stresses the importance of communicating the
potential for excess, and confirms that the Seventh Circuit did not hold generally that the possibility of an
excess judgment creates a conflict of interest.

Interestingly, the Seventh Circuit itself has previously held that the mere possibility of an excess verdict
does not create a conflict of interest depriving an insurer of the right to control the defense® The
Wegman decision does not even acknowledge this case, further evidencing that Wegman does not stand for this
proposition. Additionally, the only reported decision discussing Wegman for this proposition, United States
Foecialty Ins. Co. v. Burd,®states that Wegman was a bad faith claim, and not a conflicts claim, and that the
Wegman court merely held that an insurer has a duty of good faith to keep its insured informed. Nonethel ess,
the Wegman case can be interpreted as standing for the proposition that a potential for verdicts or settlements
in excess of policy limits creates a conflict of interest.

2. Dutiesof an Insurer and Insurer-Retained Counsd When a Peppers Conflict Arises

When a conflict of interest arises between an insured and insurer, the insurer and insurer-retained counsel
(if one has been retained) must inform the insured of the conflict. Failure to apprise the insured of the conflict
of interest will likely prevent the insurer from later asserting the non-coverage defense that created the conflict
of interest.® Additionally, the failure of insurer-retained defense counsel to inform the insured of the conflict
would likely congtitute a breach of the Rules of Professional Conduct if counsel continues to represent the
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insured without obtaining the insured's informed consent to the conflicted representation. Illinois Rule of
Professional Conduct 1.7 provides:

() Except as provided in paragraph (b), alawyer shall not represent a client if the representation involves
aconcurrent conflict of interest. A concurrent conflict of interest existsif:

1. the representation of one client will be directly adverse to another client; or

2. thereisasignificant risk that the representation of one or more clients will be materially limited by
the lawyer’'s responsihilities to another client, a former client or a third person or by a personal
interest of the lawyer.*

Once a conflict arises, if adegquate information about the conflict is conveyed to the insured and the insured
consents to representation by insurer-retained counsel, then insurer-retained counsel may appropriately
represent the insured. The information conveyed to the insured must permit the insured to make an informed
decision. Asadistrict court has stated,

If the insurer proceeds to defend the insured in the face of a conflict of interest, it must reserve its

rights in a manner that will “fairly inform the insured of the insurer’s position.” . . . In informing the

insured of the conflict, “the insurer must act openly and with the utmost loyalty to its insured both in

initially explaining the insurer’s position in the matter and in the actual defense of the tort litigation.” .

. . “[B]are notice of a reservation of rights is insufficient unless it makes specific reference to the

policy defense which may ultimately be asserted and to the potential conflict of interest.” ™"

This process of “fairly informing” the insured requires that the insurer send the insured a proper
reservation of rights letter, which “alows the insured to choose intelligently between accepting the insurer’s
defense counsel and retaining his own counsel.”* Where a conflict of interest exists, a proper reservation of
rights letter contains the following elements:

| dentification of the relevant policy language;

I dentification of the conflict of interest;

An explanation of the conflict of interest;

A statement that the insurer pays insurer-retained counsel;

A statement that the insurer regularly retains thisinsurer-retained counsel; and

An explanation of the insured’ s right to independent counse! at the insurer’ s expense.®®

Furthermore, even if the insured consents to representation by insurer-retained counsel after disclosure of the
conflict, insurer-retained counsel cannot continue in his or her representation unless he aso believes that he
can provide competent and diligent representation to the insured despite the conflict.**

3. The Role and Compensation of I ndependent Counsel
Independent defense counsdl is an attorney selected by the insured, rather than the insurer. After his or her

retention, independent defense counsel has “the right to control the conduct of the case.” ® The right to control
the defense of the case gives independent counsel the freedom to formulate a defense strategy without the
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insurer’s consent or approval % However, the right to independent counsel does not obviate an insured's duty
to keep the insurer informed of the litigation or cooperate with the insurer.”’

In Illinais, an insurer must reimburse the insured for the “reasonable” cost of independent counsel as such
costs are incurred by the insured.” The determination of “reasonableness’ is left to the sound discretion of the
trial court.” The insured bears the burden to show that independent counsel’ s fees were reasonable and, “to
justify afee, more must be presented than a mere compilation of hours multiplied by afixed hourly rate or bills
issued to the client. . . since this type of data, without more, does not provide the court with sufficient
information as to their reasonableness.”*® Instead, a petition for fees must specify the services performed, by
whom they were performed, the time expended thereon and the hourly rate charged therefor.” 1oL

When assessing whether fees are reasonable, the court takes into account a number of factors, including
“the skill and standing of the attorneys, the nature of the case, the novelty and/or difficulty of the issues and
work involved, the importance of the matter, the degree of responsibility required, the usual and customary
charges for comparable services, the benefit to the client . . . , and whether there is a reasonable connection
between the fees and amount involved in the litigation.”*® Moreover, a court can consider whether a bill has
been paid as evidence of its reasonableness,'® and courts have held that the fact that defense fees are incurred
and paid by the insured in the ordinary course of business establishes that the fees were prima facie
reasonable.’® Finally, the obligation to pay independent counsel’s reasonable fees starts once the conflict
arises and the insured has insisted upon independent counsel. Consequently, where the insured and insurer are
contesting the insured’ s right to independent counsel, the insurer may be obligated to reimburse the insured for
expenses incurred during the pendency of a declaratory judgment action if a court later determines that a
conflict of interest exists warranting independent counsd .’

Conflicts of Interest and the Right to Independent Counsel Outside of lllinois

Besides lllinois, a number of other states also have addressed whether an insurer has an obligation to
provide independent counsel at the insurer’s expense when the insurer has decided to defend the insured under
reservation of rights. Some states only have facially addressed this issue, if at all, while others have devoted a
substantial amount of jurisprudence to the topic. Generally speaking, courts in these other states have
embraced one of three approaches: (1) the insured is entitled to independent counsel whenever the insurer
defends under areservation of rights; (2) the insured is entitled to independent counsel only when a conflict of
interest exists; or (3) the insured is entitled to independent counsel only when the insurer fails to abide by an
“enhanced duty of good faith”. Additionally, in some states, the legislature has taken this issue out of the
courts' hands and enacted statutory schemes which specify an insurer’s obligations where conflicts arise.
While an in-depth discussion of the manner in which each of the other 49 states address this topic is beyond
the scope of this paper, below are afew examples of how other states have decided to tackle thisissue.

A minority of courts in other states have held that an insured’s right to independent counsel is triggered
whenever an insurer elects to defend under a reservation of rights. Case law suggests that courts in Alaska,®
Arkansas,™”’ Maine'® Massachusetts,"® Michigan'™® and Mississippi**! have at various times embraced this
approach. The theory behind this bright-line rule liesin the belief that “[o]nce the insurer ‘reservesitsrights' to
contest its obligation to make indemnity payments, the interests of the insurer and those of the insured come
into conflict.”**

Some of these states contend that insurers may be tempted to take unfair advantage of this supposedly
inherent conflict. For example, the Supreme Court of Alaska in CHI of Alaska, Inc. v. Employers Reinsurance
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Corp., outlined at least three ways an insurer could improperly use this conflict against its insured. First, an
insurer may “only go through the motions of defending” the insured if it knows that it can later assert non-
coverage.™® Second, an insurer could “conduct the defense in such a manner as to make the likelihood of a
plaintiff’s verdict greater under [an] uninsured theory.” ™ Third, the insurer “might gain access to confidential
or privileged information in the process of the defense which it might later use to its advantage in litigation
concerning coverage.”

Other states which have adopted this per se approach focus on the “financia catastrophe” which this
conflict could impose on the insured.™® The Supreme Court of Maine explained in Patrons Oxford Insurance
Company v. Harris that if an insurer “could continue to control the insured's defense despite reserving its
rights to later deny coverage, it could assert a liability defense and insist on fully litigating the insured’s case,
thus exposing the insured to personal liability if there is a verdict favorable to the claimant.”**’ If the claimant
received such a verdict, the court in Patrons Oxford noted that the insurer would have an opportunity to avoid
liability by litigating coverage in a declaratory judgment action.® The insured would risk “financial
catastrophe” if held liable, while the insurer could “save itself by litigating both issues-the insured's liability
and the coverage defense-and winning either.”** Only by allowing the insured to “control his own case” with
independent counsel “when the insurer issues a reservation of rights’ can the insured “protect himself ‘from
the sharp thrust of personal liability’ .”*%°

Most states, however, do not automaticaly provide the insured with the right to independent counsel
whenever the insurer decides to defend under a reservation of rights. Like lllinois, a plurality of states require
some showing of a conflict of interest between the insurer and its insured before the insured's right to
independent counsel arises. These states examine whether a conflict exists on a case-by-case basis. Courts in
states such as Arizona,® Connecticut,'? Delaware® Georgia,®* Hawaii,"”® Indiana*® Maryland,*’
Minnesota,"® New York,”® Ohio,"®® Oklahoma™" Pennsylvania,®* Rhode Island,**®* South Carolina,™*
Texas,™ Utah™® and Wisconsin™’ have seemed to adopt some form of this approach. What constitutes an
conflict of interest worthy of independent counsel, however, varies amongst these states.

Take, for example, the state of New York. In Public Service Mutual Insurance Company v. Goldfarb, the
insurer issued a dental liability policy to the Dental Society of the State of New York."® A member of that
organization, Dr. Saul Goldfarb, received coverage under that policy.139 One of Dr. Goldfarb’s former patients
filed suit against him and alleged that he had sexually abused her during the course of treatment.*® The policy
in question provided coverage for “al sums, including punitive damages . . . because of injury resulting from
professional dental services rendered . . . and resulting from any claim or suit based upon . . . [m]alpractice,
error, negligence or mistake, assault, slander, libel [or] unduefamiliarity.”’141 The New Y ork Court of Appeals
held that this policy language required the insurer to pay compensatory and punitive damages arising out of
unlawful or inappropriate physical contact which occurs during the course of dental treatment.'** Because the
claimant had alleged that such conduct occurred, the court held that the insurer had a duty to defend Dr.
Goldfarb.*®

The court, however, noted that the jury could conclude that such unlawful contact had occurred, but that it
did not occur in the course of dental treatment.*** The claimant under those circumstances still could recover
from Dr. Goldfarb, but the policy would not require the insurer to indemnify the judgment against him.**
Moreover, the court further noted that New Y ork public policy would permit liability coverage for an insured
“whose intentional act causes an unintended injury”, but not for an insured “who intentionaly injures
another.”**® The claimant alleged that Dr. Goldfarb both committed intentional acts which caused unintended
injury and intentionally caused her injury.**’ Again, the insurer would have a duty to indemnify under the

former theory but not the latter.**
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As such, the New York Court of Appeals concluded that the insured was entitled to independent counsel
because the “insurer’ s interest in defending the lawsuit is in conflict with the defendant’ s interest.” **® The court
explained that New York law did not require separate counsel in every case where multiple claims are
alleged.150 Instead, independent counsel is required only in cases “where the defense attorney’s duty to the
insured would require that he defeat liability on any ground and his duty to the insurer would require that he
defeat liability only upon grounds which would render the insurer liable..” 151 «On the other hand,” the court
continued, “where multiple claims present no conflict—for example, where the insurance contract provides
liability coverage only for personal injuries and the claim against the insured seeks recovery for property
damage as well as for persona injuries—no threat of divided loyalty is present and there is no need for the
retention of separate counsdl.” *** The court held that the insurer must provided independent counsel when the
“question of insurance coverageis...intertwined with the question of the insured’ s liability.” 153

In contrast, Minnesota focuses on whether the insurer would have the ability to manipulate the evidence in
favor of non-coverage. In Mutual Service Casualty Insurance Company V. Luetmer,™* after an insured was
sued for slander, the insurer agreed to defend under a reservation of rights."> The attorney retained by the
insurer to defend the insured had been hired to represent the insurer in coverage litigation before, but his role
in this case would be limited to defending the slander lawsuit.”*® After the insured rejected insurer-retained
counsel, maintaining that it had the right to select its own counsel at the insurer’s expense, the insured initiated
a declaratory judgment action.™ On appeal, the Minnesota Court of Appeals found that the insured was not
entitled to independent counsel at the insurer’s expense.

Specificaly, the Minnesota appellate court held that an “actual conflict of interest, rather than an
appearance of a conflict of interest, must be established” before the insured is entitled to select its own defense
counsel.**® The court rejected the notion that an insurer wanting to “remain fully informed of the progress of
the litigation in the main action while also litigating a declaratory judgment action” met the “actual conflict”
standard.™ Rather, it held that a“afinding of conflict of interest must rest on more substantial evidence, such
as actions which demonstrate a greater concern for [the insurer’ s] interests than the [insured’ 5] interest.” 10 The
insured at least would have to show an “opportunity for manipulation of liability toward non-covered claims’
before an “actual conflict” would arise.”®

Other jurisdictions apply even more variations on this conflict theme. In determining if a conflict existed, a
federal district court in Indiana focused on whether appointed defense counsel would be “materially limited” in
his representation of the insured as a result of his “relationship” with the insurer and the insurer’s reservation
of rights."® An appellate court in Ohio looked to whether the insurer's reservation of rights “renders it
impossible for the company to defend both its own interests and those of itsinsured.” 163 A federal district court
in Hawaii applied yet another standard: a conflict arises when the insured is being sued for damages
“potentially covered under the policy and either the insurer or its co-defendants have conflicting interests as to
the determination of the factual causes of the damages being claimed.” % The decisions requiring the showing
of a“conflict” rest along a wide continuum from making the appointment of independent counsel difficult to
almost requiring appointment whenever areservation of rightsis at issue.

A third and noticeably smaller group of states normally does not require the insurer to provide the insured
with independent counsel at al in the reservation of rights context. Instead, these states allow the insurer to
select defense counsel but impose an “enhanced obligation for fairness” upon the insurance company.165 Only
when the insurer breaches this “enhanced obligation” is the insured entitled to select its own defense
counsel.**® This novel approach was first developed in the state of Washington and subsequently has been
adopted by Alabama.'®’
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For instance, in Johnson v. Continental Casualty Company,168 alawyer-insured was sued for malpractice
in acomplaint alleging, in different counts, that the insured was negligent and that he suborned perjury.’® The
insured reported the claim under his professional liability policy, which contained an exclusion for “‘any
dishonest, fraudulent, criminal, or malicious acts or omission.””*" The insurer provided a defense to the
insured after advising the insured through a reservation of rights letter that (1) some allegations against the
insured, if proved, would be covered and some would not, (2) that his policy had a $250,000 limit of liability,
and (3) that the insured may want to retain his own counsel at his expense."™ The insured hired his own
attorney but submitted his fees to his insurer, asserting that the existence of a conflict of interest entitled the
insured to the appointment of independent counsel. After the insurer refused, the insured filed a complaint for
declaratory judgment against the insurer seeking to recoup attorneys fees.'’?

The Washington Court of Appeals denied the insured’ s request, finding that the insured was not entitled to
independent counsel. According to the court, in Washington, the insurer and insurer-retained counsel owe the
insured an “enhanced obligation of fairness’” when defending an insured under a reservation of rights. *”* These
obligations were different for the insurer and insurer-retained counsel. The insurer’s “enhanced obligation of
fairness’ required that:

(1) the company must thoroughly investigate the claim; (2) it must retain competent counsel for the
insured, and both retained counsel and the insurer must understand that only the insured is the client;
(3) the company must inform the insured of the reservation of rights defense and all developments
relevant to policy coverage and progress of the lawsuit; [and] (4) the company must refrain from any
activity that would show agreater concern for its monetary interest than for insured’ s financial risk.t™

Likewise, the insurer-retained counsel must also understand that “ he represents the insured, not the company”
and that he “owes an ongoing duty to the insured to disclose (1) conflicts of interest under [Rule of
Professional Conduct] 1.7; (2) all information relevant to the insured’s defense; and (3) al offers of settlement
asthey are presented.” " In this case, the appellate court found that the insurer and the insurer-retained counsel
met these obligations, and, therefore, the imposition of attorneys fees for independent counsel was
unwarranted.'”®

While many state courts have resolved the question of whether the insured is entitled to independent
counsel when the insurer reserves its rights by adopting one of the three general approaches outlined above, a
handful of state legislatures have enacted statutes which offer their own unique solutions. Florida' s statute, for
example, requires the insurer to retain independent counsel who is “mutually agreeable to the parties.” " I the
parties cannot agree on the lawyer's reasonable fees, the statute permits the court to settle the dispute. ™
Alaska's statute explicitly allows the insured to select independent counsel in the reservation of rights
context."” The statute, however, imposes certain requirements on that counsel, such as that the lawyer have
malpractice insurance and “at least four years of experience in civil litigation, including defense experience in
the general area at issue in the civil action.”*® The insurer must pay only the rate “actually paid by the insurer
to an attorney in the ordinary course of business in the defense of a similar civil action in the community in
which the claim arose or is being defended.” 181 Any dispute over such fees can be resolved through
arbitration.'®

Under Californialaw, where there is a conflict of interest between the insurer and policyholder because the
insurer has reserved its rights under the policy, the insured is entitled to select independent defense counsel.'®
This holding in Cumis was codified by the California legislature in California Civil Code Section 2860, which
specifies that a conflict of interest creating the right to independent counsel “may exist” when “an insurer
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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 . . . ."*®* Section 2860 further specifies that “[n]o 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.” 185

Cdlifornia Civil Code Section 2860 limits the rates payable to independent “Cumis’ counsel, stating that
the “obligation to pay fees to the independent counsel . . . islimited to the rates which are actualy paid by the
insurer to attorneys retained by it in the ordinary course of business in the defense of similar actions . . . .”*®
The statute provides that when an insured has selected independent defense counsel, the insurer may require
that the independent counsel posses certain minimum qualifications, such as at least five years of relevant
experience and professional liability insurance coverage® Further, the statute specifies that disputes
concerning attorneys' fees “shall be resolved by final and binding arbitration by a single neutral arbitrator
selected by the parties to the dispute.” *®

Should the Rate Determination Be Changed for Peppers Counsel?

It has been estimated that insurers spend more than $25 hillion each year defending more than one hundred
thousand lawsuits filed against their insureds.® It should be no surprise, therefore, that disputes regarding the
cost to an insurer of providing Peppers counsel frequently arise. When selecting a defense attorney to defend a
lawsuit against an insured, the insurer typically selects an attorney employed by the insurer (“captive” or “in-
house” counsel) or an attorney with whom the insurer has pre-arranged formal agreements (“panel” counsel).
Inherent in panel counsel agreements with insurersisthat in return for a high volume of cases, the attorney will
charge discounted rates and abide by the insurer’s litigation guidelines. Panel counsel has found that lower
rates can be justified because insurers provide a steady stream of work and collections rates are high. On the
other hand, non-panel defense counsel generally charge rates based on a business model of marketing to and
serving a greater number of clients, with more peaks and valleys in their workload. Due to the differencesin
their business models, non-panel counsel rates are generally higher than those of insurer panel counsel.

Some states have placed statutory limitations on the rates that insurers must pay for independent counsel.
For example, California Civil Code § 2860 limits an insurer’s obligation to pay independent counsel “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.” Given that few, if
any, insureds can promise the stream of repeat business that insurers offer when seeking rate concessions from
their panel counsel, from the insured’s perspective, it is not reasonable to expect that an insured can secure
independent counsel at panel counsel rates, even if the insured were to hire the same firms that their insurers
typicaly hire. In other words, rates “actually paid by insurers’ to panel counsel (or captive counsel) are
generally not market rates and should not be used to benchmark reasonable rates for independent defense
counsel. To further expound on this argument, a rule limiting independent counsel rates to those rates charged
by panel counsel is neither fair to insureds nor to non-panel defense attorneys. However, the counter argument
isthat it is fair to expect reduced rates in exchange for the contract right to select counsel, and defense counsel
is free to decline representation if the rates are too low.

In many cases, unless the insured’s chosen independent counsel is willing to work at the insurer’s panel
counsd rate, the insured is forced to bear a significant cost for each hour spent on the defense of the case based
on the difference between panel counsel rates and the rates charged by their independent counsel. Many
insureds cannot afford to pay the difference between panel counsel rates and non-panel counsel rates, thereby
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presenting their chosen defense attorneys with the difficult choice of declining the representation, potentially
facing difficulties in collecting fees from the insured, or dropping their ratesto alevel that the insurer will pay.
In light of the fact that the defense of many civil lawsuits is funded by commercial general liability insurers, a
rule capping the rates that an insurer must pay for independent counsel at rates charged by panel counse
ultimately could reduce the rates that many non-panel counsel defense attorneys could charge to rates charged
by panel counsel.

In llinois, Peppers and its progeny require conflicted insurersto pay the “reasonable rates’ of independent
defense counsdl. It is viewed by lllinois courts as unreasonable to impose panel counsel rates on non-panel
independent counsel. A seemingly more equitable approach is rooted in Illinois Rule of Professional Conduct
1.5, which lists the following factors to be considered when determining whether an attorney’s fees are
reasonable:

(1) Thetime and labor required, the novelty and difficulty of the questions involved, and the skill requisite
to perform the legal service properly;

(2) Thelikelihood, if apparent to the client, that the acceptance of the particular employment will preclude
other employment by the lawyer;

(3) The fee customarily charged in the locality for similar legal services;

(4) The amount involved and the results obtained;

(5) The time limitations imposed by the client or by the circumstances;

(6) The nature and length of the professional relationship with the client;

(7) The experience, reputation, and ability of the lawyer or lawyers performing the services; and

(8) Whether the fee s fixed or contingent.*

There is debate within the defense bar whether the randomness of court-determined reasonable fee rates,
which vary from region to region, county to county, and court to court within circuits, is the most desirable
approach. Insurers pricing risks within Illinois have little to no certainty what Peppers counsel rates will be.
The insurance-buying public would seem to be benefited if there were more standardization of rates within
geographic regionsin Illinois.

At this point in time, if the randomness of rates is perceived as a problem to insurers and others, the
solution is not obvious. A response from the General Assembly, ala California’ s Cumis statutory framework,
seems to favor insurers over insureds counsel. Regional variation is a magjor obstacle to fairness, as well.
Loca bar associations are theoretically better poised to determine local rates because they represent a broad-
spectrum of the bar including insurance and other defense. Local bar associations would be better able to
achieve a consensus on rates for particular types of litigation and could present a reasonable range of rates to
the chief judges of judicial circuits.

Providing that such an approach would not run afoul of anti-competitive or similar limitations, it is a
potential solution that should be explored. Prior to attempting that, however, the insurance industry will have
to provide empirical data to support the largely anecdotal notion that Peppers ratesin Illinois vary too widely
between regions and do not enable more accurate projections for insurers to set premiums.
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An Irrebutable Presumption of Defense Counsel as Ethically Challenged
is Not Supported by Fact or Grounded in Legal Principle

The so-called “magjority rule” 191 imposed on insurer-insured conflicts, where the insurer’s contractual right
to defend is excised and only the obligation to pay remains coupled with the insured’ s selection of counsel and
direction of defense, is imposed without any factual support.192 No reason arguably exists to presume private
defense counsel selected by the insurer necessarily will favor the insurer over the insured.**® The main support
for the theory that insured-selected defense counsel will cure an actua insurer-insured conflict is the thinking
that insurer-appointed defense counsel cannot divorce profit motivation in the form of future cases from the
immediate need of the insured for a vigorous defense.™

Profit motivation is the self-interest of the lawyer. Fiduciary relationships require the fiduciary to
subjugate personal interestsin order to perform:

To suggest that human nature prevents the harnessing of action motivated by self-interest is to contend
that fiduciary relationships are unworkable. The law soundly rejects this contention.**

Therefore, the presumption of the defense counsel appointed by the insurer favoring the insurer runs contrary
to the theme of lawyer as atrusted fiduciary.'*®

Many of the states that find that a conflict of interest does not allow the insured to select counsel to be paid
by the insurer recognize that the threat of malpractice liability and discipline by bar authorities is an adegquate
protection against improper conduct. See Travelers Indemnity Company of Illinois v. Royal Oak Enterprises,
Inc. ¥ for a survey of cases on both sides of the issue. The court in Federal Insurance Company v. X-Rite,
Inc., noted the lack of evidence of aviolation of ethical rules or malpractice. Absent such evidence, it could not
alter the insurance policy:

.. . the court may not interfere with the terms of the parties agreement. To hold that the insurer who,
under a reservation of rights, participates in selection of counsel, automatically breaches its duty of
good faith is to indulge the conclusive presumption that counsel is unable to fully represent its client,
the insured, without consciously or unconsciously compromising the insured’ sinterests. The [clourt is
unable to conclude that Michigan law professes so little confidence in the integrity of the bar of this
state."*

Lack of evidence of specific infractions is sparse in Illinois law. As noted by commentators outside of
Illinois, when one considers the volume of cases handled by insurers, the lack of more reported decisions
involving improper conduct by defense counsel suggests that there is no widespread problem.’® Illinois
reported cases containing evidence of insurer-retained counsel acting improperly are rare. In the case of
Allstate Insurance Company v. Keller ®®  the attorney was the employee on staff for Allstate. He admitted to
acting in the insurer’s interest in setting up the insured, who was himself engaged in insurance fraud, for a
subsequent declaratory judgment action.™

In Williams v. American Country Insurance Company,” a police officer dragged by a taxi cab sued the
driver and the cab company. The insurer appointed separate counsel to defend each. However, the insurer did
not inform the cab driver that he had the right to independent counsel. In finding estoppel against the insurer,
the Williams Court noted that the cab driver's defense counsel denied agency in the answer and otherwise
responded to written discovery to raise a defense that the driver was an independent contractor. Certainly the
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fact that the insurance company and the cab company were owned by the same parent company factored into
the decision. What is not fleshed out in the decision is whether the facts would have justified having counsel
make the assertion that the driver was an employee of the cab company.

Most decisions from Illinois make mention of the ability of defense counsel to somehow influence the
defense to drive a finding of liability on a non-covered count and the like.”®® The same suggestion is made that
insurer-retained counsel would be able to raise certain issues or facts in defense to lay the groundwork for
eventual denial of coverage® The decisions do not explain how this could be achieved if lawyers are
constrained by Supreme Court Rule 137 and RPC 3.3 by putting forth a fact-based defense.

Illinois Rule of Professional Conduct 1.7 governs conflicts among a lawyer’s current clients. That rule
provides that a lawyer shall not represent a client if there is a concurrent conflict of interest, which includes
when there is a“significant risk that the representation of one or more clients will be materially limited by the
lawyer’s responsibilities to another client . . . third person or by a personal interest of a lawyer.”*® Defense
counsel are not retained by the insurer to represent the insurer in the litigation or to become involved in
coverage matters.®®” In addition, Rule 5.4 (c) prohibits a person who “pays the lawyer to render services to
another to direct or regulate the lawyer’s professional judgment in rendering such legal services.”*®

Given the relative lack of example in reported decisions of actual defense counsel misconduct, dearth of
empirical evidence®® and stringent Rules of Professional Conduct governing lawyer conduct where a third
party pays the fee, it would appear that in Illinois defense counsel are not prone or motivated to subvert the
interests of their clients in favor of the insurer. Provided that the engagement terms set by the insurer do not
extend beyond zealous defense of the insured, and specifically do not include coverage-related work, ™ the
defense counsel selected by the insurer appears independent. It is not clear, in this context, that the
presumption applied under the Peppers doctrine is founded.

Conclusion

An insurer’s obligation to indemnify an insured is limited by the language of the insured’s policy. This
characterigtic, inherent in all insurance policies, can create tension in the relationship between an insurer and
its insured. This tension becomes pronounced when coverage for a particular claim against the insured is
uncertain — whether the complaint against the insured alleges both covered and uncovered causes of action or
when it is unclear whether the claim arose during the policy period. For the past fifty years, courts across the
country have grappled with this issue and have reached different conclusions about what is appropriate when
the interests of the insured and insurer seemingly diverge.

Illinois has the Peppers doctrine. Under Peppers, where a “conflict of interest” exists between an insured
and insurer, the insured is entitled to independent counsel. While the Peppers doctrine has alleviated some
concerns, it also has problems. For instance, Peppers assumes a real risk that insurer-retained defense counsel
will favor the interests of the insurer over those of the insured despite the attorney’s professional and ethical
obligations to the insured. Such an assumption is unfair to defense counsel and largely unwarranted. Moreover,
the Peppers doctrine lacks clarity on certain important issues such as the appropriate compensation of
independent counsel. Although questions left by the ambiguities of the Peppers doctrine provide for no easy
answer, hopefully further discussion will ensure the creation of a framework that provides clear guidance to
insurers, insureds, and defense counsel and that fairly accounts for the legitimate interests of each concerned

party.
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the claim. The trial court found St. Paul did not have to indemnify Mr. Peppers because it found his conduct intentional and
within the policy’s exclusion. Id. at 27. The Peppers appellate court held that St. Paul’s retained counsel’ s involvement in this
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194 As pointed out by the dissent in CHI of Alaska, Inc., 844 P.2d at 1130, if defense counsel will follow the dollar and not the
rules of professional conduct, why isn’'t there a similar concern of the ethics of insured-appointed counsel? Why aren’t courts
concerned with insured-retained counsel slanting the factsin favor of theinsured? It is not clear asto the basis for selecting sides.
As pointed out by the Seventh Circuit Court of Appealsin Solo Cup Co. v. Fed. Ins. Co., 619 F.2d 1178, 1187 (7th Cir. 1980),
“[p]lacing a limitation on the clear meaning of an insurance policy is, however, arestraint on the rights of parties to fashion their
own contract [citations omitted] and is a step which courts have taken only where contracts were argued to extend coverage to
knowledgeable and intentional, or the criminal wrongdoer.[citation omitted]”

As pointed out by both the concurring and dissenting justices in CHI, if the clear contract right of defending claimsis to be
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abrogation of contract rights. CHI of Alaska, Inc., 844 P.2d at 1124, 1130.

1% Central Michigan Board of Trustees v. Employers Reinsurance Corp., 117 F.Supp. 2d at 636.

1% But see e.g., United Sates Fid. & Guar. Co. v. Louis A. Roser Co., 585 F.2d 932, 938 n.5 (8th Cir. 1979), where the contrary
view was expressed: “Even the most optimistic view of human nature requires us to realize that an attorney employed by an
insurance company will slant his efforts, perhaps unconsciously, in the interests of his real client the one who is paying his fee
and from whom he hopes to receive future business[.]”

197 344 F. Supp. 2d 1358, 1373 (M.D. Fla 2004). The unreported decision in Safeco Ins. Co. Amer. v. Liss, 2005 ML 932, 2005
Mont. Dist. LEXIS 1073 (5th Dist. Mont. Mar. 11, 2005), also contains an extensive survey of the differing states' positions and
listing of case citations.

198 748 F. Supp. 1223, 1229 (W.D. Mich. 1990).

199 Richmond, 48 SAN DIEGO L. REV., 862-63.
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O 17 111. App. 2d 44, 149 N.E.2d 482 (1st Dist. 1958).
2114, at 47.
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3 Williams, 359 I1I. App. 3d at 137-38.

24 goneridge Dev. Co., Inc. v. Essex Ins. Co., 382 Ill. App. 3d 731, 743, 888 N.E.2d 633, 645 (2d Dist. 2008) (citations
omitted).

25 gypreme Court Rule 137 requires lawyers to refrain from filing frivolous pleadings, under pain of sanction and is somewhat
similar to the better known Rule 11 in the Federal Rules of Civil Procedure. Illinois Rules of Professional Conduct Rule 3.3
requires the lawyer to be truthful to a tribunal. Rule 3.4 requires the lawyer to be fair to opposing parties and their counsel,
including the prohibition against falsifying evidence.

26 11. R. Prof. Cond. 1.7(2).

27 The decision in Brocato v. Prairie Sate Farmers Ins. Assoc., 166 Ill. App. 3d 986, 520 N.E.2d 1200 (4th Dist. 1988),
suggests that the insurer’s involvement in the litigation is similarly limited, where the court held that the insurer was not
responsible for the excess limits verdict under the facts, because the insurer was prohibited from practicing law. Citing to Oda, 44
I11.LApp.2d at 253, the court in Brocato stated the insurer could not take actions beyond hiring counsel or it would otherwise be
practicing law.
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28 Rule of Professional Conduct 1.8(f) further addresses the issue of another paying the fees. The lawyer is not to accept
compensation from another unless “there is no interference with the lawyer’ s independence or professional judgment or with the
client-lawyer relationship[.]”

2% Richmond, 48 SAN DIEGO L. REV., 870.

20 4. at 876.
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