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RECENT APPELLATE COURT DECISIONS LIMITING THE USE OF
CUMIS COUNSEL HAVE CREATED A CONFLICT BETWEEN THE
LAW AND THE RULES OF PROFESSIONAL CONDUCT

IN 1984, THE CALIFORNIA COURT OF APPEAL

decided San Diego Federal Credit Union v. Cumis Insurance Society,
Inc.,' which gave insurers and defense counsel a clear rule to deter-
mine whether a disqualifying conflict of interest existed for insurer-
appointed defense counsel. The court held that when the insurer
reserves its rights to coverage, a divergence of interests arises
between the insured and the insurer that makes representation of the
insured by insurer-appointed defense counsel inappropriate.? Thus,
when a potential coverage dispute exists between insurer and insured
as the result of a liability lawsuit, Cumis holds that the insurer becomes
obligated to pay the reasonable costs of independent counsel to
defend the insured in that suit. This independent counsel is fre-
quently referred to as Cumis counsel. Cumis focuses upon legal
ethics and the attorney’s duty to avoid actual and potential conflicts
of interest.* However, in the past several years the ethical underpin-
nings that supported Cumis have become lost in the complexities and
bitterness of insurance bad faith litigation.

Starting with the enactment in 1987 of Civil Code Section 2860,
which is the California Legislature’s attempt to codify the Cumis
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decision, and continuing through more than a decade of court of
appeal decisions, the bright-line ethical rule that Cumis counsel be
appointed whenever an insurer reserved its right to contest coverage
has become blurred by exceptions. Most recently, several appellate
cases have reached the startling conclusion that the Cumis counsel
requirement does not apply when the insurer’s reservation of rights
raises a potential, rather than actual, conflict of interest. These courts
have reached the conclusion that Cumis does not apply to potential
conflicts of interest, even though the Rules of Professional Conduct
of the State Bar of California expressly prohibit lawyers from accept-
ing representations in which there are actual or potential conflicts of
interest unless all affected clients give their informed written consent
to the conflict. The inconsistency between certain judicial and leg-
islative interpretations of the Cumis counsel requirement on the one
hand, and the Rules of Professional Conduct on the other, has created
an ethical minefield for attorneys who try to defend insureds under
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a reservation of rights by the insurer who appointed the insured’s
defense attorney.

In liability insurance, an insurer promises to provide the insured
with a defense to a third party’s lawsuit and to indemnify the insured
for any damages awarded in the lawsuit that are covered by the pol-
icy.® Because the duty to defend is broader than the duty to indem-
nify, an insurer is required to defend claims that are potentially, but
not necessarily, covered by the policy. Moreover, if there is only one
covered claim in a multiclaim lawsuit, the insurer is still obligated to
defend the insured for the entire action.’ Thus, when the insurer agrees
to defend a lawsuit in which one or more claims may not be covered,
the insurer will inform the insured that it is defending the insured
under a reservation of rights. This means that the insurer will indem-
nify the insured only for conduct covered by the policy and not for con-
duct that is not covered. If the insured is found to be liable on a non-
covered claim, then the insurer is not obligated to indemnify the
insured.”

Generally, most insurance policies give the insurer the right to
appoint defense counsel for the insured and to control that defense.
Defense counsel, which the insurer usually selects from its list of panel
counsel, often has or has had an attorney-client relationship with the
insurance company on a variety of other matters. The requirement for
Cumis counsel arises when the insurer reserves its rights to cover-
age in relation to the insured and then attempts to appoint the defense
attorney for the insured. Cumis holds that in this situation, a divergence
of interests exists between the insurer and the insured that requires
that the insurer permit the insured to hire its own defense attorney
at the insurer’s expense.® The essence of the conflict of interest is that

defense counsel, who has obligations to both the insurer and the
insured, may be tempted to steer the outcome of the case toward a
noncovered claim to help the insurer or to a covered claim to help the
insured. Unlike insurer-appointed defense counsel, the Cumis coun-
sel represents only the insured and not the insurer. The Cumis coun-
sel also has complete control over the insured’s defense, with certain
reporting requirements to the insurer.?

The rationale for Cumis is to protect the insured from conflicts of
interest involving the insurer and its defense attorneys. Cumis
directly addresses the issue of whether a potential conflict of inter-
est is sufficient to trigger the independent counsel requirement.
The court in Cumis found that potential conflicts do trigger the inde-
pendent counsel requirement because “[r]ecognition of a conflict can-
not wait until the moment a tactical decision must be made during
trial.”™® Cumis, therefore, is based more on ensuring the integrity of
the attorney-client relationship than on regulating the insurer-insured
relationship.!

A conflict of interest exists when a lawyer’s duty on behalf of one
client obligates the lawyer to take steps that would be adverse to the
interests of another client.? The California Supreme Court in Flatt
v. Superior Court observed that a conflict of interest exists “when, in
behalf of one client, it is [the attorney’s] duty to contend for that which
duty to another client requires [the attorney] to oppose.”® The court
in Flatt noted that the most troublesome conflicts are those in which
the attorney concurrently represents two or more clients with adverse
interests in the same matter." This concurrent representation con-
flict is the same kind of conflict of interest that the Cumis counsel
requirement was designed to prevent.

Actual or Potential Conflicts

onflicts of interest are often referred to as being either
actual or potential. An actual conflict of interest has been
defined as a set of circumstances that strains or impairs
the attorney’s ability to fulfill his or her professional oblig-
ations to each client in the proposed representation.” A
potential conflict of interest has been defined as a reasonably fore-
seeable set of circumstances that could strain or impair the attorney’s
ability to fulfill his or her professional obligations to each client in the
proposed representation.'®

Rule 3-310 of the Rules of Professional Conduct sets the primary
standard for evaluating conflicts of interest involving California attor-
neys. Rule 3-310(C) provides in relevant part:

A member shall not, without the informed written consent of

each client:

(1) Accept representation of more than one client in a matter

in which the interests of the clients potentially conflict; or

(2) Accept or continue representation of more than one client

in a matter in which the interests of the client actually conflict;

or

(3) Represent a client in a matter and at the same time in a sep-

arate matter accept as a client a person or entity whose inter-

est in the first matter is adverse to the client in the first mat-

ter.

Rule 3-310(A) (2) defines “informed written consent” as “the client’s
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or former client’s written agreement to the representation following
written disclosure.” Rule 3-310(A) (1) defines “disclosure” as “inform-
ing the client or former client of the relevant circumstances and of the
actual and reasonably foreseeable adverse consequences to the client
or former client.”

The Rules of Professional Conduct thus proscribe both actual
and potential conflicts of interest. Moreover, an attorney’s duty to the
client when confronted with either an actual or potential conflict of
interest is the same. The attorney must either refrain or withdraw from
the representation, or obtain each client’s informed written consent
to the conflicted representation.

Over the years, courts interpreting Cumis have pointed out that
not all reservations of rights or coverage defenses create conflicts of
interests that trigger the Cumnis counsel requirement. For example,
if the reservation of rights involved an issue that would not be deter-
mined or otherwise affected in the liability case against the insured,
then the interests of the insured and the insurer would not diverge
or conflict.!”

Expanding upon this exception to Cumis, some courts have held
that the Cumis counsel requirement is triggered only if the reserva-
tion of rights causes a situation in which the outcome of the coverage
dispute can be controlled by the insurer-appointed defense attor-
ney.'® These decisions appear to have paved the way for some courts
to conclude that the Cumis counsel requirement applies only when



there is an actual conflict of interest between the insured, the insurer,
and the insurer-appointed defense counsel.

In Lehto v. Allstate Insurance Company,"” Allstate offered the
$50,000 limit of an automobile liability insurance policy to settle an acci-
dent claim against its insureds, a father and son. The plaintiffs in the
accident case rejected this offer, then offered to settle with the father
alone for the $25,000 per-person liability limit. The insurer and the
insureds rejected this offer. The insureds and the plaintiffs in the acci-
dent case thereafter stipulated to entry of a judgment against the
insureds for $2.5 million, along with an assignment to the plaintiffs
of an insurance bad faith claim against Allstate. The court of appeal
reversed a jury verdict of $3.5 million against Allstate in the bad faith
case, holding that there had been no bad faith by the insurer.

In rejecting the plaintiffs’ claim that the insurer committed bad faith
by not appointing separate Cumis counsel for the father and son, the
court noted that “so long as there existed only a potential conflict of
interest between its two insureds, it was not required to retain sepa-
rate counsel for father and son."” The court found that Allstate was
in a no-win situation. Even if Allstate had provided the insureds with
separate counsel, it would not have made any difference, because the
liability plaintiffs would not have agreed to release both insureds. If
Allstate had accepted the plaintiffs’ offer and agreed to pay $25,000
to release the father, then the son could have claimed bad faith by
Allstate for settling the case without releasing him. The insurer was
clearly in a no-win situation that had little if anything to do with the
Cumis counsel issue. j

Lehto probably makes sense from the standpoint of insurance bad
faith law. Allstate appeared to have acted reasonably and not in bad
faith in rejecting the father-only settlement. However, from a legal
ethics perspective, the case is not well reasoned. Defense counsel
had a conflict of interest not only in the joint representation of the
insurer and the insureds but also in the joint representation of the
father and son.?! Regrettably, the court in Lehto felt it was necessary
to exculpate the insurer by pronouncing that there was no conflict
of interest requiring Cumis counsel because the conflict was merely
potential and not actual. The court could have refrained from the
erroneous pronouncement on the conflict of interest issue and still
concluded (as it ultimately did) that the insurer’s conduct was rea-
sonable under the circumstances and, therefore, not in bad faith.

Relying on Lehto, the court in Dynamic Concepts, Inc. v. Truck
Insurance Exchange® carried the conflict of interest analysis even
farther from the mainstream. In Dynamic Concepts, an insured

under a general liability policy demanded that it be provided with
independent counsel under Cumis after the insurer issued a reser-
vation of rights letter stating that many of the claims brought
against the insured were not covered. The insured’s attorney
demanded that Cumis counsel be immediately appointed or the
insurer would be deemed to have breached its duty to defend. The
insured then settled the litigation with its own attorney and with-
out the insurer-appointed defense lawyer. In affirming the dis-
missal of the insured’s bad faith claim against the insurer, the
court of appeal criticized the aggressive tactics of the insured's
lawyer by suggesting that counsel was setting up the insurer for the
bad faith lawsuit.”

Although the court in Dynamic Concepts affirmed an award of
$20,000 in Cumis counsel fees to the insured, the justices questioned
whether Cumis counsel was required because there existed only a
potential conflict and not an actual conflict of interest.* The court
stated:

The potential for conflict requires a careful analysis of the par-

ties’ respective interests to determine whether they can be

reconciled (such as by a defense based on total nonliability)

or whether an actual conflict of interest precludes insurer-

appointed defense counsel from presenting a quality defense

for the insured.®

The court then suggested that the problem with potential con-
flicts of interest involving uncovered claims could be eliminated if
defense counsel would pledge to diligently defend both covered and
uncovered claims for the insured client. The court in Dynamic
Concepts noted that there was no evidence that the insurer-appointed
defense counsel favored the insurance company client over the
insured client or that defense counsel was “retained to act as ‘cov-
erage spies’ to generate potential coverage defenses."*

The conflicts analysis offered by the court in Dynamic Concepts
is not in accordance with the Rules of Professional Conduct or the
original Cumis decision. In Dynamic Concepts, insurance defense
counsel had only two alternatives to rectify the potential conflict of
interest: 1) refrain from representing the insured or 2) obtain the
informed written consent of both the insured and insurer after full
written disclosure in accordance with Rule 3-310. The fact that
defense counsel would have diligently protected the insured’s
rights in the face of the potential conflict of interest does not
resolve the conflict problem unless the clients give their informed
written consent to the representation.

An Ethical Minefield

he faulty conflict of interest analysis in Lehto and Dynamic
Concepts was not material to the outcome of either case.”
As such, the court’s comments are probably dicta.
However, the loose language in these decisions creates con-
fusion among attorneys and trial courts about the proper
standard for determining conflicts in the Cumis situation.”® Defense
attorneys are clearly exposed to potential liability for breach of
fiduciary duty and legal malpractice if they ignore potential conflicts
of interest. The State Bar could also bring disciplinary charges
against a defense attorney for violating Rule 3-310(C). Moreover, the
insurer also could be subject to a lawsuit by the insured for con-

spiracy to breach a fiduciary duty. Indeed, the recent case of Mosier
v. Southern California Physicians Insurance Exchange® raises the
specter of the insurer and defense counsel facing an action for breach
of fiduciary duty and civil conspiracy because of a failure to rectify a
potential conflict of interest in a situation that does or should involve
Cumis counsel.

In Mosier, the insurer offered a noninsured physician a courtesy
defense in a medical malpractice case. The insurer had its appointed
defense counsel representing two other defendant physicians. The non-
insured physician agreed to have the insurer’s defense counsel rep-

(Continued on page 87)
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Deconstructing Cumis
(Continued from page 51)

resent him at trial, and the counsel advised the
noninsured physician to admit liability. The
jury found the noninsured doctor to be 70 per-
cent liable; the other two insured doctors
were each found to be 15 percent liable. The
defense counsel failed to get the noninsured
physician’s consent to a potential conflict of
interest. The trustee in the physician’s bank-
ruptcy case sued the defense counsel for
breach of fiduciary duty and the insurer for
conspiracy to breach fiduciary duty. The attor-
ney settled the lawsuit before trial, but the
insurer took the case to trial and was hit with
a multimillion-dollar jury verdict. Although the
large jury verdict against the insurer was
reversed on appeal because of a lack of cau-
sation and damages, the appellate court found
that the evidence supported the liability of the
insurer on the claim of civil conspiracy to
breach fiduciary duty. The court compared
the situation in Mosier to that of Cumis
because when the insurer agreed to defend
the noninsured physician, the insurer and
defense counsel assumed all the obligations
of the duty to defend.*

The insured’s defense attorney, therefore,
is faced with an ethical dilemma when he or
she accepts representation of an insured in a
lawsuit in which the insurer has issued a
reservation of rights. This dilemma is fur-
ther complicated if the insured declines to
waive potential conflicts of interest. The only
safe alternative for defense counsel is to turn
down the engagement. An insurer’s panel
counsel who turns down engagements from
the insurer, however, probably faces being
dropped from the insurer’s list of approved
defense counsel. The economic pressure for
defense counsel to accept the insurer’s
engagement may be so great that many attor-
neys will turn a blind eye to the conflict of
interest problem. Indeed, the loose language
in cases such as Lehto and Dynamic Concepts
may lead defense counsel and insurers to
think they can avoid having to face the con-
flict of interest problem. This could be a seri-
ous mistake.

What Should Defense Counsel Do?

The safest approach is for defense coun-
sel to obtain the informed written consent of
the insured to the engagement when a poten-
tial conflict exists. Insurers could make accep-
tance of its defense counsel more attractive to
the insured by agreeing in advance that they
would not seek reimbursement of defense
costs from the insured for uncovered claims
and by providing the insured with a wide
selection of high quality attorneys who are not
closely tied to the insurance company. These

inducements might make the insured more
willing to waive its right to Cumis counsel
upon written disclosure and informed written
consent.

The Cumis statute, Civil Code Section
2860, addresses how a Cumis conflict can be
waived by the insured; however, Section 2860
does not appear to be consistent with the
Rules of Professional Conduct on how an
insured can consent to a conflict of interest.
Under Section 2860(e), the insured may waive
its right to select independent counsel (and
thereby consent to a conflict of interest) by:

[Sligning the following statement: “I
have been advised and informed of my
right to select independent counsel to
represent me in this lawsuit. I have
considered this matter fully and freely
waive my right to select independent
counsel at this time. I authorize my
insurer to select a defense attorney to
represent me in this lawsuit.”

The above-described waiver does not meet
the requirements of “informed written con-
sent” as defined in Rule 3-310. The required
disclosure necessary to waive a conflict must
include a written statement “of the relevant cir-
cumstances and of the actual and reasonably
foreseeable adverse consequences to the
client or former client” of the potential or
actual conflict. Compare the kind of detailed
consent to a potential conflict of interest
approved in Zador Corporationv. C. K. Kwan®
with the conclusory waiver set forth in Section
2860(e). Not only should the disclosure to
the client explain the conflict problem and
how that situation could affect the client’s
legal matter and relationship with the lawyer
but also it should fully disclose the defense
counsel’s relationship, if any, with the insurer.
For example, if the insurer is one of the
defense counsel’s largest clients, then a writ-
ten disclosure pursuant to Rule 3-310(B) (3)
would probably be necessary.*

The defense counsel should also inform
the insured about whether it has agreed to
implement the insurer’s “outside counsel
guidelines” to the extent that these guide-
lines actually restrict the types of discovery,
legal research, or case staffing (e.g., parale-
gals used for legal tasks instead of lawyers)
that defense counsel can use. The court in
Dynamic Concepts criticized these insurer-
imposed guidelines, noting: “Under no cir-
cumstances can such guidelines be permitted
to impede the attorney’s own professional
judgment about how to competently represent
the insureds.”™ Defense counsel, therefore,
should be very careful in accepting the insur-
er's more restrictive guidelines and should, in
any event, disclose them to the insured before
the insured decides to waive a conflict.

The insured should be advised in writing

to seek independent legal advice before agree-
ing to waive his or her right to Cumis coun-
sel. If independent counsel is necessary to
enable the insured to make a proper deci-
sion on a waiver, then one might further
argue that the insurer should pay for that
independent counsel as a reasonable exten-
sion of the Cumis requirement and the insur-
er's duty to defend the insured.®

Thus, even if defense counsel relies on
the express terms of Section 2860(e), it is
unlikely that this minimal and conclusory
waiver language would pass muster under
Rule 3-310. Unless the attorney can success-
fully argue that compliance with Section
2860(e) is an ethical safe harbor for the attor-
ney, the Section 2860 (e) waiver does not con-
stitute “informed written consent” as defined
in the Rules of Professional Conduct.?

In addition, Section 2860 purports to
define certain conflicts of interest in a man-
ner that is inconsistent with the Rules of
Professional Conduct. Section 2860(b) states
that an insurer’s reservation of rights for
noncoverage of punitive damages or claims
in excess of insurance coverage shall not
be deemed to be conflicts of interest. Does
this mean that insurance defense counsel
is thereby relieved of his or her duties to
meet the requirements of Rule 3-310(C) and
the common law definition of an actual or
potential conflict as to these two issues? For
example, what if an insurer, who under
California law cannot indemnify an insured
for punitive damages, refuses to pay defense
counsel to make a summary adjudication
motion before trial to eliminate the punitive
damage claim, even though such a motion
would clearly be in the insured’s best inter-
ests? Can the attorney claim that there is no
conflict of interest when he or she acts
against the interests of one client at the
request of another client? Does Section
2860(b) excuse this conduct because under
that provision there can be no conflict of
interest between insurer and insured on the
issue of punitive damages? This example
presents a classic conflict of interest, which
should be governed by Rule 3-310(C) and not
Section 2860(b).

A conflict of interest often arises during
settlement negotiations in which an under-
insured policyholder is trying to settle, for the
policy limits or less, a claim that is in excess
of policy limits. When the settlement demand
is at or near policy limits, the insurer has lit-
tle if anything to lose by taking the case to
trial. The insured, however, runs the risk of
an uninsured excess verdict. Normally, the
insurer is only going to have to indemnify
the insured up to the policy limits.*® The
insured, on the other hand, could face poten-
tially unlimited uninsured liability. There is a
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clear conflict of interest between insurer and
insured in such a case. Indeed, this kind of
conflict was identified by the court in Golden
Eagle Insurance Company v. Foremost
Insurance Company.¥ Section 2860 is a statute
to regulate the relationship between insurer
and insured as it relates to the hiring of Cumis
counsel. It is not an ethics statute or rule of
professional conduct to define a conflict of
interest or how a client can properly waive a
conflict. Unfortunately, the statutory language
of Section 2860 implies that it does both.

Interpretations of the Cumis counsel
requirement and Civil Code Section 2860
should be consistent with the Rules of
Professional Conduct. Defense counsel must
comply with Rule 3-310(C) and not accept
insurer appointments where potential or
actual conflicts of interest exist, unless the
clients give informed written consent to those
conflicts. Contrary to certain judicial pro-
nouncements, the Cumis requirement is trig-
gered by potential conflicts of interest, and
defense counsel and insurers in these situa-
tions should not casually assume that they are
outside the ethics rules and free from tort lia-
bility for breach of fiduciary duty.

Defense attorneys should not rely on
Section 2860 either as a safe harbor for their
ethical and professional obligations to clients
on conflicts of interest or as a guide to how a
waiver of a conflict of interest is properly
obtained. The Rules of Professional Conduct
and well-established common law on the attor-
ney's ethical duties clearly supercede the
lower standards suggested in Section 2860.
The courts, attorneys, and even the legisla-
ture should take a look at Cumis and Section
2860 from a legal ethics perspective to ensure
that their interpretations of how to deal with
conflicts of interest are in harmony with the
Rules of Professional Conduct and the impor-
tant public policy behind those rules. |
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