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INTRODUCTION

magine this. It has been five years since you, president and great
grandson of the founder of The Family Widget Company (TFWC),
managed to pull the company out of bankruptcy. Widgets are selling
briskly and it would appear TFWC is back on the road to prosperity. You
contemplate this with relief after the disastrous environmental lawsuit eight
years ago that almost sunk the family business.
The morning mail arrives. It does not bring good news. It brings a
"courtesy" copy of a lawsuit filed by one of your competitors, The MegaWidget Company (Mega-Widget). Mega-Widget has a nasty reputation for
driving smaller competitors out of business by filing lawsuits to drain their
resources. According to the lawsuit, TFWC sent letters to Mega-Widget's
distributors and customers asserting that Mega-Widget's widgets infringed
a widget patent held by TFWC. It further alleges that such accusations
were false and caused Mega-Widget to lose multi-million-dollar long-term
sales contracts because Mega-Widget's distributors and customers did not
want to be associated with illegal patent-infringing products. You sigh and
think, "Here we go again, another bet-the-company case .... But this time,
things are going to be different. TFWC's insurer will take care of us. After
all, it was insurance that ultimately saved the company from the
environmental lawsuit."
Eight years ago, the Northern Casualty, Liability and Indemnity
Mutual Surety Company (the No. CLAIMS Co.), refused to defend the
environmental lawsuit and TFWC was driven into bankruptcy defending
itself. TFWC finally settled the environmental suit but did not have enough
assets left to emerge from bankruptcy absent recovery of insurance
proceeds. Things looked bleak. TFWC's major asset was its claim against
the No. CLAIMS Co. However, shortly after the settlement, the Illinois
Supreme Court decided an environmental insurance coverage case and held
that an insurer who neither defends under a reservation of rights nor
promptly seeks a declaratory judgment as to its duties had to pay the
insured's defense costs and was estopped from raising any defenses to
coverage.' TFWC was then able to convince the bankruptcy court to allow
it to pursue its coverage claim against the No. CLAIMS Co., which
ultimately was also held estopped and had to pay TFWC's defense and
settlement costs. Surely, with such strong enforcement of an insurer's duty
to defend by Illinois courts, the No. CLAIMS Co. had learned its lesson.

1999).

1.

Employers Ins. of Wausau v. Ehlco Liquidating Trust, 708 N.E.2d 1122 (Ill.
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That's why TFWC kept the No. CLAIMS Co. as its insurer to this day. So,
with a certain amount of optimism, you draft a quick cover letter asking for
a defense and pop the Mega-Widget complaint in an overnight package to
the No. CLAIMS Co. Within a week, a No. CLAIMS Co. representative
sends you a letter acknowledging receipt of the complaint and stating that
the company will respond "promptly."
The time to answer the complaint arrives. Still no answer from No.
CLAIMS Co. TFWC hires its own lawyer and begins defending the case.
In response to your fax, the No. CLAIMS Co. states that it is conducting a
coverage investigation and has twenty-seven questions it needs you to
answer before making a coverage determination. It also cautions you not to
worry because the No. CLAIMS Co. will respond "promptly" to TFWC's
request for a defense. You answer the questions. Six months go by, and
the pleadings phase of the case is over. It is time for discovery to begin.
You send another fax. Same response. No. CLAIMS Co. is investigating
coverage.., it now has thirty-four additional questions.., but please don't
worry . . . a "prompt" response will be forthcoming.

Discovery ends.

Dispositive motions are being briefed. TFWC creditors are starting to
complain. Another fax to No. CLAIMS. You also send your legal bills.
Unfortunately, the coverage investigation is still underway, the bills cannot
be paid until the investigation is complete. However, No. CLAIMS Co.'s
response will definitely be "prompt." The jury is out. Sitting in your
office, the morning mail arrives. As you are sorting through the letters
from various collections agencies, a visitor walks in. It is the county sheriff
with a summons and a complaint. The No. CLAIMS Co. has sued TFWC
for a declaratory judgment to determine its duty to defend you against
Mega-Widget. The phone rings. Bad news. The jury has just come back
with a verdict against TFWC for $10,000,000.
Six months later, the declaratory judgment court determines that No.
CLAIMS Co. honored its duty to defend TFWC because it had "promptly"
filed a declaratory judgment action seeking judicial guidance as to its duties
under the policy. Unlike last time, there will be no estoppel. To obtain
coverage, TFWC will have to have a trial on twenty-two coverage issues
raised by No. CLAIMS Co. It is the end of the road. TFWC files for
bankruptcy and liquidates the company.
Could this really happen? Unfortunately, it could. There are
conflicting decisions among different panels of the Illinois Appellate Court
as to what constitutes "prompt" action on the part of insurers in the context

NORTHERN ILLINOIS UNIVERSITY LA W REVIEW

[Vol. 24

of the Illinois estoppel doctrine. In 1995, we wrote a comprehensive article
on Illinois' estoppel doctrine. 2 As our article explained, this doctrine:
provides that where an insurer is requested to defend its
insured, and the suit comes within, or potentially within,
the coverage of the policy, the insurer must either: (1)
defend its insured under a reservation of rights, or (2)
promptly seek a declaratory judgment of noncoverage. If
the insurer does neither, it has breached its duty to defend
and is subject to the following consequences: (a) it is
estopped to raise policy defenses or noncoverage and must
pay any judgment or settlement the insured incurs; (b) it
must pay the insured's reasonable defense costs; and (c) it
will be liable for any other damages resulting from the
breach of its duty to defend.
We pointed out that although basic aspects of this doctrine were well
established, Illinois law was unsettled on three key points. First, we noted
that Illinois Appellate Court cases conflicted on whether the doctrine
extends to "condition precedent" defenses like late notice.4 We agreed with
cases holding it does. 5 Second, we observed that Illinois Appellate Court
decisions were also in conflict about whether an insurer that promptly sues
for a declaratory judgment will still be estopped if it fails to secure the
declaration before the underlying case ends.6 Finally, we pointed out that
although the rule requires an insurer to promptly seek a declaratory
judgment, no case specified how promptness should be judged.7
Since our article was published, the Illinois Supreme Court issued
three major decisions on the estoppel rule. The court resolved the first
conflict we outlined in Employers Insurance of Wausau v. Ehlco
Liquidating Trust.8 Citing our article's reasoning, the court held there is no
exception for condition-precedent defenses like late notice. 9 The court

2.
Stanley C. Nardoni & John S. Vishneski, III, The Illinois Estoppel Doctrine:
Illinois Courts Make it Costly for Insurers to Breach Their Duty to Defend, 8 ENVTL.
CLAIMS J. 45 (Autumn 1995). The article is reprinted as an appendix to this article.
3.
Id. at 47.
4.
Id. at 54-56.
5.
Id.
6.
Id. at 58.
7.
Id. at 57-58. We noted, however, that it is clear the insurer cannot wait until the
underlying case has ended to seek declaratory relief. Id. at 58.
8.
708 N.E.2d 1122 (I11.1999).
9.
Id. at 1136.
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resolved the second conflict we outlined in State Farm Fire & Casualty Co.
v. Martin. 0 It held that an insurer seeking declaratory relief will not be
estopped merely because the underlying suit ends before the declaratory
case is resolved." The third decision, Guillen v. Potomac Insurance Co. of
of
Illinois, 2 held estoppel applies to settlements financed by an assignment
3
insurance proceeds just as it applies to settlements an insured pays.'
Unfortunately, none of these cases decided the promptness point we
noted. None explains how quickly an insurer must seek declaratory relief
on its duty to defend to avoid estoppel.14 This issue has spawned yet
another conflict among Illinois Appellate Court justices. Panels of that
court have offered three conflicting tests on the matter. 15
This article describes the estoppel holdings in Ehlco, State Farm and
Guillen. It then explains the conflicting tests reached to date on the
promptness issue. It concludes with our recommendation that the most
recently developed of those tests be followed.
II.
A.

THE THREE SUPREME COURT CASES

EHLCO

In Employers Insurance of Wausau v. Ehlco Liquidating Trust,'6 the
supreme court held an insurer estopped for failing to defend a Wyoming
environmental action against its insured, Ehlco. The Wyoming suit sought
to recover the cost of remedying contamination at the site of a wood
treatment plant.' 7 Ehlco's general liability insurer, Wausau, was notified

10.

II.

710 N.E.2d 1228 (I11.1999).

Id. at 1232.

12.
785 N.E.2d 1 (111. 2003).
13.
Id. at 12-13.
14.
The closest the supreme court came was reaffirming prior law in Ehico that:
"Where an insurer waits to bring its declaratory judgment action until after the underlying
action has been resolved by a judgment or a settlement, the insurer's declaratory judgment
action is untimely as a matter of law." 708 N.E.2d at 1138.
15.
See discussion infra Part III.
16.
708 N.E.2d 1122 (I1l. 1999).
17.
Id. at 1126-27. Ehlco Liquidating Trust (Ehlco) was established by court order
to resolve the liabilities of the Edward Hines Lumber Co. (Hines). A Hines subsidiary
operated the wood treatment plant for the Union Pacific Railroad. Union Pacific sued Ehlco
for cleanup costs. Employers Insurance of Wausau issued comprehensive general liability
policies to Hines. Those policies formed the basis for that insurer's duties at issue in the
case. Id.
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shortly after Ehlco was sued but would not assume Ehlco's defense., 8
Ehlco eventually settled. Three months later, a year after it was notified of
the Wyoming case, Wausau sued in the Circuit Court of Cook County for a
declaratory judgment on its duty to defend. 19
Wausau claimed late notice avoided its duty to defend. Wausau
maintained it should have been told of environmental contamination at the
site before Ehlco was sued. A circuit court judge held Wausau's failure to
defend estopped it from urging late notice. 20 A panel of the Illinois
Appellate Court, First District, reversed and remanded, siding with cases
that held late notice an exception to the estoppel doctrine. 2
In a
comprehensive opinion, the Illinois Supreme Court held otherwise and
reinstated estoppel for the Wyoming case.22
1.

The Basic Rule of Estoppel

The supreme court began its analysis by recounting the basic
principles of estoppel. It stated:
The general rule of estoppel provides that an insurer which
takes the position that a complaint potentially alleging
coverage is not covered under a policy that includes a duty
to defend may not simply refuse to defend the insured.
Rather, the insurer has two options: (1) defend the suit
under a reservation of rights or (2) seek a declaratory
judgment that there is no coverage. If the insurer fails to
take either of these steps and is later found to have

18.
Wausau refused to pay anything beyond nine percent of Ehlco's defense costs
and nine percent of a settlement Ehlco reached with the Union Pacific. Id. at 1127, 1138.
19.
708 N.E.2d at 1127-28.
20.
Employers Ins. of Wausau v. Ehlco Liquidating Trust, No. 93 CH 01869 (Cir.
Ct. Cook County Ill., Nov. 7, 1994), reprinted in 9 Mealey's Litig. Rep. Ins. (Mealey
Publications, Inc.) No. 4, at D-1 (Nov. 21, 1994), rev'd, 687 N.E.2d 82 (I11. App. Ct. 1st
Dist. 1997), appellate court aff'd in part and rev'd in part, circuit court aff'd in part and
rev'd in part, remanded with directions, 708 N.E.2d 1122 (I11.1999).
21.
Employers Ins. v. Ehico Liquidating Trust, 687 N.E.2d 82 (I11.App. Ct. 1st
Dist. 1997), rev'd in part, 708 N.E.2d 1122 (I11.1999). Although it disagreed with us, the
panel pointed to our article as having "articulated the rationale" for refusing such an
exception. 687 N.E.2d at 91-93.
22.
708 N.E.2d at 1132. The case also involved coverage for an Arkansas
environmental action against Ehlco, but the court believed more evidence was needed on
that action because the record did not show whether Wausau had notice in time to defend it.
Id.
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wrongfully denied coverage, the insurer is estopped from
raising policy defenses to coverage.
The court observed there will be no estoppel if the insurer had no duty
to defend or its duty was not properly triggered. 24 "These circumstances
include where the insurer was given no opportunity to defend; where there
was no insurance policy in existence; and where, when the policy and the
complaint are compared, there clearly was no coverage or potential for
coverage. 25 The court also identified a "narrow exception" to the rule for
cases in which a serious conflict of interest precludes the insurer from
assuming the insured's defense. "Even where a conflict exists, however,
the insurer's obligation to provide a defense should be satisfied by
reimbursing the insured for the costs of the defense. 26 Such a carrier will
be estopped if
it fails "to reimburse [the insured] for the costs of its defense
27
as incurred.,

2.

Estoppel Reaches All Coverage Defenses

The supreme court explained that once imposed, estoppel bars all
"policy defenses to coverage, even those defenses that may have been
successful had the insurer not breached its duty to defend. 2 8 It held there
is no exception for condition precedent defenses like late notice.29 Citing
the reasoning of our prior article on the point, the court held such an
exception would impair the intended effect of estoppel as a measure to
enforce the duty to defend. 30 "If an insurer believes that it received notice
too late to trigger its obligations, it should defend its insured under a
reservation of rights or litigate the matter in a declaratory judgment action.
The insurer cannot simply abandon its insured.'

23.
708 N.E.2d at 1134-35.
estoppel. Id. at 1138.
24.
708 N.E.2d at 1135.

25.
26.
27.
28.
29.
30.
31.

Id.

Id. at 1137.

Id.
Id. at 1135.
708 N.E.2d at 1136-37.
Id. at 1136.

Id. (citation omitted).

No showing of prejudice is necessary to impose
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3.

An Untimely DeclaratoryAction Is No Protection

The Ehlco court further decided that only timely declaratory actions
will protect against estoppel. Wausau's action, filed after the Wyoming
case settled, was too late. The court did not say how quickly an insurer
must sue, but it concluded: "Where an insurer waits to bring its declaratory
judgment action until after the underlying action has been resolved by a
judgment or a settlement, the insurer's declaratory judgment action is
untimely as a matter of law. 32
B.

STATE FARM
33

In State Farm Fire & Casualty Co. v. Martin, an insurer filed a
declaratory action within weeks of learning of two wrongful death actions
against its insured. The death suits were brought on behalf of the estates
of firemen killed fighting a blaze at the insured's apartment building.3 5 The
suits claimed the insured hired a tenant to start the fire.36 Over the insurer's
objection, the declaratory action was stayed by motion of one of the tort
plaintiffs. No declaration was issued until after a judgment was entered in
one of the wrongful death cases.37

A panel of the Illinois Appellate Court, Fifth District, held the insurer
breached its duty to defend and was liable for indemnity. Although it
chose not to rest its decision on estoppel, the court indicated that the
insurer's prompt declaratory action would have afforded that carrier no
protection from estoppel because the insurer failed to actually "secure" a
declaration while both underlying suits were pending.38 The supreme court
reversed. It ruled there was no estoppel and the allegations of the
underlying suits created no duty to defend.39

32.
33.
34.
Dist. 1998),
35.
36.
37.
38.
though the

Id. at 1138.
710 N.E.2d 1228 (Ill. 1999).
State Farm Fire & Cas. Co. v. Martin, 694 N.E.2d 1058, 1060 (II1.App. Ct. 5th
rev'd, 710 N.E.2d 1228 (Ill. 1999).
694 N.E.2d at 1060-61.
Id. at 1059.
Id. at 1060.
Id. at 1061. Several Illinois Appellate Court decisions support that position,
Illinois Supreme Court had not reached the issue before State Farm. See

generally Stanley C. Nardoni & John S. Vishneski, III, The Illinois Estoppel Doctrine:
Illinois Courts Make it Costly for Insurers to Breach Their Duty to Defend, 8 ENVTL.

CLAIMS J. 45, 58 (Autumn 1995). The article is reprinted as an appendix to this article.
39.
710 N.E.2d at 1232-34. The court held the allegations of the underlying
complaints fell within a policy exclusion "for injuries 'which [are] the result of willful and
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The supreme court recounted that the estoppel doctrine provides "two
options for an insurer taking the position that a complaint potentially
alleging coverage is actually not covered under its insurance policy: the
insurer may either 'defend the suit under a reservation of rights or seek a
declaratory judgment that there is no coverage.' "4 The court believed "the
declaratory option" would be rendered "illusory" if an insurer seeking
declaratory relief would be estopped simply because the underlying case
ended before the carrier could secure the declaration.4a
The court believed such a rule would force the insurer into an unfair
race with the insured and underlying plaintiff, both of whom would have
"an incentive to resolve the tort suit before the declaratory judgment
* ,42
action.
The corf
court felt the insurer would be "at an extreme disadvantage"
in that race.43 The insurer could not affect the course of the underlying
case, whereas the insured and underlying plaintiff, "as proper and
necessary parties to the declaratory judgment action, could exercise
considerable influence over the progress of the declaratory judgment
action." 44 The court concluded:
For all of these reasons, we reaffirm that when a complaint
against the insured alleges facts potentially within the
scope of the policy coverage, an insurer taking the position
that the complaint is not covered by its policy must defend
the suit under a reservation of rights or seek a declaratory
judgment. An insurer will not be estopped from denying
coverage merely because the underlying case proceeds to
judgment before the declaratory judgment action is
resolved.45

malicious acts of an insured."' Id. at 1233 (emphasis omitted).
40.
ld. at 1231.
41.
Id. at 1231-32.
42.
Id. at 1232.
43.
Id.
44.
Id. (citation omitted).
45.
710 N.E.2d at 1232. One justice dissented, fearing insurers would be
encouraged to do nothing but file declaratory actions when their insureds are sued. Id. at
1235 (Harrison, J. dissenting).
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GUILLEN

Most recently, in Guillen v. Potomac Insurance Co. of Illinois,46 the
supreme court applied estoppel where an insured's settlement was
designated for payment solely by the insurer. The case concerned coverage
for a minor's action against her former landlords. The minor claimed she
47
was negligently exposed to deteriorating lead-based paint and paint dust.
The landlords' commercial liability insurer, Potomac, refused to defend,
pointing to a lead exclusion recently added to the landlords' policy.
Potomac did not bring a declaratory action to test its duties at any time.4 8
The landlords settled with the minor for an amount to "be satisfied solely
through the assignment" of their claim against Potomac. 49 The minor then
sued Potomac.5 °
A circuit court judge and a panel of the Illinois Appellate Court, First
District, held Potomac breached its duty to defend. 5 1 They held the lead
exclusion never became part of the landlord's policy.52 The supreme court
agreed, holding Potomac's breach of its duty to defend left it "estopped
from raising policy defenses to coverage. 5 3 The court held Potomac
would have to pay the settlement if the minor could show it was
"reasonable under the circumstances. 5 4
I. THE OPEN ISSUE OF PROMPTNESS
Although the supreme court's Ehico, State Farm and Guillen
decisions resolved several disputes over the scope and application of the
estoppel rule, they leave open a key question on how quickly a nondefending insurer must bring its declaratory action. Ehlco is clear that only
timely declaratory actions will protect against estoppel. In that case, the
supreme court imposed estoppel where the insurer filed its declaratory
action a year after learning of the underlying Wyoming case and three

46.
785 N.E.2d 1 (11 2003).
47.
Id. at 3.
48.
Id.
49.
Id. at 4.
50.
Id. at 3.
51.
Guillen v. Potomac Ins. Co. of II1., 751 N.E.2d 104 (11. App. Ct. Ist Dist.
2001), aff'd in part and modified in part,785 N.E.2d 1 (Ii. 2003).
52.
The courts held the exclusion did not become part of the policy because
Potomac violated statutory notification requirements in adding it. See 751 N.E.2d at 113;
785 N.E.2d at 11.
53.
785 N.E.2d at 11.
54.
Id. at 14-15.
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months after that case settled." The court did not say how quickly an
insurer must sue, however, though it reaffirmed an established rule that
waiting until the underlying case ends is "untimely as a matter of law."56
Illinois Appellate Court panels applying Ehlco recognize an insurer
must bring its declaratory action "promptly" to avoid estoppel.57
Unfortunately, they have developed three conflicting tests for deciding
whether a particular action is prompt enough. Each is discussed below,
followed by our view as to which is best.
A.

THE "ANYTIME BEFORE RESOLUTION" TEST

The first test permits a declaratory action anytime before the
underlying case ends. In Farmers Automobile Insurance Association v.
Country Mutual Insurance Co.,58 decided a year after Ehlco, a panel of the
Fourth Appellate District concluded "an insurer is not estopped from
asserting policy defenses if it files a declaratory judgment action prior to
judgment in the underlying suit." 59 The court believed that rule followed
from State Farm's holding that an insurer seeking declaratory relief will
not be estopped merely because the underlying suit ends before the
declaration issues. 6°
A First District panel reached the same conclusion in Pekin Insurance
Co. v. Allstate Insurance Co. Relying on State Farm, it rejected estoppel
because a declaratory action was filed four days before the underlying suit
was resolved.62 The declaratory action was filed by another carrier, but the
court decided it protected against estoppel anyway because the insurer

55.

708 N.E.2d at 1138.

56.
Id.
57.
See Household Int'l, Inc. v. Liberty Mut. Ins. Co., 749 N.E.2d 1, 9 (111.App. Ct.
Ist Dist. 2001) ("[T]he supreme court has recently held that an insurer may be estopped...
when it has breached its duty to defend by failing to either defend its insured . . . or
promptly litigate the matter in a declaratory judgment action."). See also Gould & Ratner v.
Vigilant Ins. Co., 782 N.E.2d 749, 758 (II1. App. Ct. 1st Dist. 2002) (noting estoppel was
imposed in Ehico because "Wausau did not defend the underlying suit, nor did it promptly
file a suit for declaratory judgment."); LaGrange Mem. Hosp. v. St. Paul Ins. Co., 740
N.E.2d 21, 31 (111. App. Ct. Ist Dist. 2000) (referring to Ehico's holding "that there is no

exception to the estoppel doctrine for late-notice defenses where the insurer fails either to
defend under a reservation of rights or promptly litigate the issue in a declaratory judgment
action .... ").
58.

722 N.E.2d 1228 (I11.App. Ct. 4th Dist. 2000).

61.

768 N.E.2d 211 (111. App. Ct. 1st Dist. 2002).

59.
60.
62.

Id. at 1234.
Id.
Id. at 214.
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sought to litigate its duties in that action. In that respect, the court applied a
rule established by numerous Illinois cases that an insurer can satisfy the
estoppel doctrine by actively litigating its duties in the timely declaratory
suit another party files.63 The insurer will not be protected under that rule,
however, where it fails to promptly litigate its duties in the other party's
timely filed action. 64
B.

THE "IMMINENT RESOLUTION" TEST

The second test requires the insurer to file before the underlying case
is close to resolution. A First District panel adopted that test in
Westchester Fire Insurance Co. v. G. Heileman Brewing Co. 65 It judged
the key timeliness factor is not how long it takes an insurer to sue upon
learning of an underlying case, "but whether the insurer waited until trial or
settlement was imminent" to act.66 The court saw no estoppel because the

63.
Id. at 214-15. "The Illinois courts have consistently held that it is the existence
of the declaratory judgment action, not the identity of the party initiating the proceeding
which is significant in determining whether an insurer is estopped to deny coverage." Great
Lakes Dredge & Dock Co. v. Commercial Union Assurance Co., No 94 C 2579, 1996 U.S.
Dist. LEXIS 3162, at *22-23 (N.D. Ill. Mar. 13, 1996), recommendation rejected, 1996 U.S.
Dist. LEXIS 19169 (N.D. I11.Dec. 23, 1996). E.g., Vill. of Melrose Park v. Nautilus Ins.
Co., 574 N.E.2d 198, 199 (I11.App. Ct. 1st Dist. 1991) ("That the [insured] Village brought
the action is irrelevant; it is the fact of the declaratory judgment that is of legal import, and
not the identity of the party initiating the proceeding."); Ayers v. Bituminous Ins. Co., 424
N.E.2d 1316, 1318 n. 1 (Ill. App. Ct. 3d Dist. 1981) ("We do not see any significance in the
fact that [the person claiming coverage] Ayres first sought a declaratory judgment. It is the
fact of the proceeding itself, and not the identity of the party initiating the proceeding, that is
of legal import.").
64.
See Massac County v. U.S. Fid. & Guar. Co., 446 N.E.2d 584, 588 (Ill. App. Ct.
5th Dist. 1983) (granting no protection where the insured county filed a declaratory suit, but
the insurer "never indicated to the trial court that it desired a determination of rights under
the policy" and even sought "dismissal of the county's action."); Commercial Underwriters
v. Utica Mut. Ins. Co., No. 98 C 5484, 2002 U.S. Dist. LEXIS 19879, at *31-32 (N.D. Ill.
Oct. 18, 2002) (holding insurer's intervention into an existing declaratory action "was
insufficient to forestall estoppel" because the insurer "did not promptly seek a judgment that
there was no coverage under its policy" but waited until the underlying case ended "before
seeking a declaratory judgment regarding its coverage responsibilities.").
65.
747 N.E.2d 955 (I11.App. Ct. 1st Dist. 2001).
66.
Id. at 965 (quoting Providence Hosp. v. Rollins Burdick Hunter of Ill., Inc., 824
F. Supp. 131, 136 (N.D. III. 1993)). Our prior estoppel article recounted pre-Ehlco cases
that employed this imminent resolution approach. See Stanley C. Nardoni and John S.
Vishneski, III, The Illinois Estoppel Doctrine: Illinois Courts Make it Costly for Insurers to
Breach Their Duty to Defend, 8 ENVTL. CLAIMS J. 45, 64 n.26 (Autumn 1995). The article
is reprinted as an appendix to this article.
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insurer filed a declaratory action fifteen months before the 68
underlying case
settled.67 A Third District panel recently followed this test.
C.

THE "REASONABLE TIME" TEST

The third test requires an insurer to seek declaratory relief within a
reasonable time of learning of the underlying action. A panel of the Fifth
Appellate District established it in Korte Construction Co. v. American
States Insurance Co. 69 That panel would not permit an insurer to litigate
coverage in a declaratory action filed a year after the insured was sued for
wrongful death. 70 Although the filing occurred while the tort case was
pending and apparently not near resolution, the court judged the insurer
estopped anyway. 7 ' It held "the insurer must take some action to
adjudicate the issue of coverage or undertake to defend the insured under a
reservation of rights, and it must take that action within a reasonable time
of a demand by the insured. 7 2
A First District panel expressed the same view in Employers
Reinsurance Corp. v. E. Miller InsuranceAgency. 73 The panel rejected the
"anytime before resolution" test because it does not "properly account for
an insurer's punctuality in filing its declaratory judgment action in a
reasonable time from the date of the insurer's notice of the lawsuit., 74 The
court deemed the punctuality factor "still very real and alive in determining
the timeliness of a declaratory judgment," as the supreme court "considered
the time period between the insurer's notice of the underlying suit and
when it filed its declaratory judgment action" in Ehlco.75

67.
747 N.E.2d at 965.
68.
See Aetna Cas. & Sur. Co. v. O'Rourke Bros., 776 N.E.2d 588, 596 (III. App.
Ct. 3d Dist. 2002) ("The most important factor in determining whether an insurer has
breached its duty to defend is not the raw chronological delay in an insurer's filing a
declaratory judgment action, but whether the insurer waited until trial or settlement was
imminent.").
69.
750 N.E.2d 764 (III. App. Ct. 5th Dist. 2001).
70.
Id. at 769.
71.
Id. at 769-70.
72.
Id. The other tests would not have resulted in estoppel because the underlying
case was not settled until a year after the declaratory action was filed. Id. at 766.
73.
773 N.E.2d 707 (II1.App. Ct. Ist Dist. 2002).
74.
Id. at 719-20. The panel did not cite Korte but stated the reasonable time test in
the course of disagreeing with the view that an insurer can "file its declaratory judgment
action at any time prior to the conclusion of the underlying litigation." Id. at 719.
75.
773 N.E.2d at 720. Interestingly, Employers was written by the same justice
who wrote the Westchester opinion, though Employers does not mention Westchester or its
imminent resolution rule.
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Most recently, in West American Insurance Co. v. J.R. Construction
Co.,76 another First District panel held an insurer estopped based on the
reasonable time test. It imposed estoppel against an insurer that waited
"21.5 months from the time the defense was tendered until the time it filed
its declaratory judgment action., 77 The panel held this violated Korte's
rule that an insurer must act to adjudicate coverage or defend under a
reservation of rights "within a reasonable time of a demand by the
insured. 78 It deemed the 21.5 month delay unreasonable as a matter of
law.79
D.

THE "REASONABLE TIME" TEST SHOULD BE FOLLOWED

In our view, Korte's reasonable time approach is most faithful to the
principles underlying the estoppel doctrine. The doctrine "arose out of the
recognition that an insurer's duty to defend under a liability insurance
policy is so fundamental an obligation that a breach of that duty constitutes
a repudiation of the contract. ,,80 Insurers should have to seek guidance on
so fundamental a duty as soon as reasonably possible. Allowing them to sit
idle while their insureds fend for themselves runs against the purpose of the
doctrine's declaratory option.
1.

The Reasonable Time Test Promotes Quick InsurerAction

Policyholders facing litigation need quick assistance. Our prior article
stressed this need. In arguing why no exception should be drawn for
"condition precedent" defenses like late notice, we maintained:
Whenever an insurer receives a complaint potentially
coming within policy coverage, it must act quickly to
protect its insured. When an insured is sued, it needs a

76.
777 N.E.2d 610 (III. App. Ct. 1st Dist. 2002).
77.
Id. at 620.
78.
Id. (quoting Korte, 750 N.E.2d 764 (I11.
App. Ct. 5th Dist. 2001)).
79.
Id. A case fitting none of the three tests rejected a city's estoppel claim against
an insurer that filed its declaratory action after the underlying case settled. N. Ins. Co. v.
City of Chicago, 759 N.E.2d 144 (I11.
App. Ct. Ist Dist. 2001). That case does not,
however, appear to state a definite timeliness rule. The court's first basis for refusing
estoppel was the city's failure to "provide proof that an insurance policy even exists
naming" it an additional insured. Id. at 152. The court also ruled the insurer had no
"opportunity to participate" in the underlying suit. Id.
80.
Ehlco, 708 N.E.2d at 1135.
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defense fast. It needs to have its interests protected ...
The estoppel rule is a rule requiring timely action on the
part of the insurer.8'
We said this interest requires an insurer that doubts its obligations to
"defend under a reservation of rights or promptly seek a declaratory
judgment as to coverage. 8 2 We urged a contrary rule would allow insurers
to shirk their defense duty simply by including a late notice defense in all
denial letters. 83
The Illinois Supreme Court approved our reasoning in Ehlco. In
holding "there is no exception to the estoppel doctrine for late-notice
defenses," the court recognized:
To hold otherwise would seriously undermine the
effectiveness of the estoppel doctrine and its intended
enforcement of the duty to defend. See generally S.
Nardoni & J. Vishneski, The Illinois Estoppel Doctrine:
Illinois Courts Make it Costly for Insurers to Breach Their
Duty to Defend, 8 Envtl. Cl. J. 45 (Autumn 1995)
(reviewing the history of the estoppel doctrine and arguing
against the recognition of an exception for condition
precedent defenses).8 4
Of the three tests offered to date, the reasonable time approach best
serves the goal of estoppel the supreme court outlined, the "intended
enforcement of the duty to defend. '5 That test requires insurers to act
within a reasonable time of notice. The other tests can allow lengthy delay
because they permit filing anytime before the underlying case is resolved or
nears resolution. Policyholders would be deprived of insurer resources and
expertise in the interim. This delay could imperil a vigorous defense where
the insured is pressed for funds. That would be bad policy, as "the state has
an interest in having an insured adequately represented in the underlying
litigation. 8 6

81.
Stanley C. Nardoni and John S. Vishneski, III, The Illinois Estoppel Doctrine:
Illinois Courts Make it Costly for Insurers to Breach Their Duty to Defend, 8 ENVTL.
CLAIMS J. 45, 55 (Autumn 1995). The article is reprinted as an appendix to this L,'ticle.

82.
83.
84.
85.
86.

Id.
Id. at 56.
708 N.E.2d at 1136.
Id. at 1136.
Cincinnati Cos. v. W. Am. Ins. Co., 701 N.E.2d 499, 505 (III. 1998) (citing
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The highest court of a sister state recently detailed the dangers of
countenancing such delay. In Home Insurance Co. v. National Union Fire
Insurance of Pittsburgh,87 the Minnesota Supreme Court espoused Illinois'
rule that an insurer's duty to defend is triggered as soon as it gains actual
notice of a suit against its insured without waiting for the insured to
formally tender its defense. 88 The court reasoned:
[o]ur holding encourages the prompt resolution of
coverage disputes .... Once the insurer's duty to defend
is triggered, it must begin defending the suit or bring a
declaratory action if it believes the policy does not cover
the claim. Forcing the insurer to take one of these two
steps as soon as it receives notice of a claim helps the
parties move on with the underlying suit ....
. . . Most companies facing a multi-million dollar lawsuit
will not have... deep enough pockets to ensure they have
quality legal representation after their insurers abandon
them ....
Instead, a smaller company left stranded by its
insurer might be unable to afford a defense. And the
average insured individual is likely to be even less
knowledgeable about its contractual rights than a company,
making the disparity between the insurer and insured even
greater.8 9

state interest as one reason for holding that actual notice to an insurer triggers its duty to
defend without need for formal tender of the insured's defense).
87.
658 N.W.2d 522 (Minn. 2003).
88.
Id. at 532.
89.
658 N.W.2d at 533 (citations omitted). Requiring insurers to act with
reasonable promptness also comports with Illinois' general legislative policy that insurers
affirm or deny coverage within a reasonable time of notice. See 215 ILL. COMP. STAT. ANN.
5/154.6(i) (West 2000) (treating failure "to affirm or deny coverage of claims within a
reasonable time after proof of loss statements have been completed" as an "improper claims
practice"). See also Dickman v. Country Mut. Ins. Co., 458 N.E.2d 199, 201 (I11.App. Ct.
3d Dist. 1983) (noting that this statutory section reflects "a strong legislative intent to
impose a duty upon insurance companies to either affirm or deny coverage within a
reasonable period of time after notification of a claim .... "); Barr Co. v. Safeco Ins. Co.,
No. 83 C 2711, 1986 U.S. Dist. LEXIS 30058, at *11 (N.D. III. Jan. 24, 1986) ("One who
insures risks in Illinois has a statutory duty to affirm or deny coverage within a reasonable
time.").
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2. The Reasonable Time Test Best Serves the Purpose of the Declaratory
Option
The reasonable time test best comports with the rationale of the
estoppel rule's declaratory option. The declaratory option was created as a
safe harbor for an insurer who learns its insured has been sued but is
uncertain whether it must defend. The option allows such a carrier to seek
court guidance on "whether to defend or to refuse to defend." 90 It is
senseless to permit insurers to wait until there is little left to defend to seek
such guidance.
The Illinois Supreme Court described the declaratory option in Waste
Management, Inc. v. InternationalSurplus Lines Insurance Co.9' There, it
held insurers were not estopped simply for disclaiming coverage in
declaratory pleadings. The court observed declaratory actions are brought
to enable parties to judge the consequences of their actions before they act.
Accordingly, a coverage disclaimer "alleged in the pleadings or which
precedes a promptly filed complaint for declaratory judgment action, is not
tantamount to repudiation of the policy obligations." 92 The court stressed,
however, there was "no allegation that [the] insurers unreasonably delayed
in bringing their complaint for a declaratory judgment. 93 This logic
suggests estoppel may lie if unreasonable delay is shown.
Lengthy delay frustrates the purpose of declaratory relief. As Waste
Management observed, the declaratory remedy exists to afford judicial
instruction on a party's obligations before its liability becomes substantially
fixed. 94 A declaratory suit by an insurer that has long shirked its defense

90.
One of Illinois' seminal estoppel cases acknowledged that "quite often an
insurer is faced with a dilemma as to whether to defend or to refuse to defend. In cases of
doubt the answer is simple. It can (I) seek a declaratory judgment as to its obligations and
rights or (2) defend under a reservation of rights." Sims v. Ill. Nat'l Cas. Co., 193 N.E.2d
123, 130 (I11.
App. Ct. 3d Dist. 1963). "The purpose of this [declaratory judgment]
procedure is to resolve the issue of policy coverage with finality either prior to the
commencement of suit by the injured party or while such suit is pending." Apex Mut. Ins.
Co. v. Christner, 240 N.E.2d 742, 748 (I11.
App. 1st Dist. 1968).

91.
579 N.E.2d 322, 334 (III. 1991) (supplemental opinion on denial of rehearing).
92.
Id. at 334.
93.
Id.
94.
Id. See also Eyman v. McDonough Dist. Hosp., 613 N.E.2d 819, 821 (II1.App.
Ct. 3d Dist. 1993).
The central purpose of the declaratory judgment procedure is to allow
the court to address a controversy one step sooner than normal after a
dispute has arisen, but before steps are taken which would give rise to a
claim for damages or other relief. The declaratory judgment procedure
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duty is not a true request for future guidance. Instead, it is an effort to
avoid liability for the carrier's past inaction. The declaratory remedy "was
not designed to provide mere declarations of nonliability for past
conduct." 95

3.

State Farm Supports the Reasonable Time Test

Proponents of the "anytime before resolution" approach have
mistakenly cited the supreme court's State Farm decision for support.9 6
They reason that because the insurer need not actually secure a declaration
before the underlying case concludes, suing anytime before that case
resolves should be fine.97 State Farm is actually authority against such
insurer delay.
The insurer in State Farm filed a declaratory action within weeks of
learning of the underlying suits, but the action was stayed over its
objection.98 The supreme court stressed the insurer "did, in fact, seek a
declaratory judgment as to its duties." 99 The court simply held such an
insurer will not "be estopped . . .merely because the underlying case
proceeds to judgment before the declaratory judgment action is
resolved."' ° The court nowhere suggested an insurer can delay suing in
the first place.10 1 If anything, State Farm illustrates how swiftly an insurer
should file and then pursue its declaratory case.

allows parties to a dispute to learn the consequences of their action
before acting.
Id. at 821 (citations omitted); Chi. & E. I. R. Co. v. Reserve Ins. Co., 425 N.E.2d 429, 433
(I11.
App. Ct. 1st Dist. 1981) ("The primary purpose of declaratory judgment is to permit a
plaintiff to obtain a declaration of its rights and liabilities before proceeding with a course of
conduct for which itmight later be held liable to the defendant.").
95.
Miller v. County of Lake, 404 N.E.2d 222, 226 (II1. 1980). See also Howlett v.
Scott, 370 N.E.2d 1036, 1039 (III. 1977) ("Normally, a declaration of nonliability for past
conduct is not a function of the declaratory judgment statute .... ."); Pincham v.
Cunningham, 674 N.E.2d 898, 901 (I11.
App. Ct. 1st Dist. 1996) ("a declaratory judgment is
not available to adjudicate nonliability for past acts."); Corbetta Constr. Co. v. Lake County
Public Bldg. Comm'n, 381 N.E.2d 758, 766 (11. App. Ct. 2d Dist. 1978) ("seeking a
declaration of nonliability for past conduct at a stage where the rights of the parties were
substantially fixed ... is not normally a function of the declaratory judgment statute.").
96.
E.g., Farmers Auto. Ins. Ass'n v. Country Mut. Ins. Co., 722 N.E.2d 1228, 1234
(I1l. App. Ct. 4th Dist. 2000).
97.
Id.
98.
State Farm Fire & Cas. Co. v. Martin, 694 N.E.2d 1058, 1060 (II1. App. Ct. 5th
Dist. 1998), rev'd, 710 N.E.2d 1228 (III. 1999).
99.
Id. at 1231.
100.
Id. at 1232.
101.
See Employers Reins. Corp. v. E. Miller Ins. Agency, Inc., 773 N.E.2d 707, 719
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The insurer in State Farm appears to have made every effort to get a
declaration before the underlying cases ended but was frustrated in doing
so. The supreme court refused to penalize that insurer with estoppel simply
because it could not get its resolution while there was still something to
defend in the underlying actions. Allowing an insurer to wait until shortly
before the underlying case is resolved to file its declaratory action, on the
other hand, virtually guarantees no declaration will issue during the
pendency of the underlying case. 0 2 Such an approach would render the
declaratory option
as "illusory" as the rule the State Farm court itself
03
condemned. 1
4.

The Reasonable Time Test Offers Firm Guidance

By measuring timeliness from the date the insurer has notice of the
underlying suit, the reasonable time test provides a better guideline for
insurers and policyholders than the other tests. An insurer knows the date
on which it receives notice and can act accordingly. The anytime before
resolution and imminent resolution tests, on the other hand, are
retrospective in nature. They offer little guidance to an insurer that learns
of a suit against its insured. Such an insurer can hardly predict when the
underlying case will be resolved or will advance to a point where resolution
is "imminent."
Although no case applying the reasonable time test has stated
precisely how long a delay will be "reasonable," the test is not too
indefinite to apply. Illinois courts have long employed a reasonableness
standard to judge whether an insured met its policy duty to notify a carrier
of a lawsuit.' 4 Some courts applying that test have said a delay of only a
few months will defeat coverage as a matter of law. 0 5 Other states

(Ill. App. Ct. Ist Dist. 2002) (clarifying that State Farm "did not hold, and we do not take it
to mean, that an insurer may file its declaratory judgment action at any time prior to the
conclusion of the underlying litigation before estoppel applies.").

102.
Some delay is inherent in all forms of litigation. For example, a recent analysis
of the Circuit Court of Cook County's Law Division revealed that "[o]n average, it takes 18
months from filing to disposition for all cases" in that division. John Flynn Rooney, Law
Division Chief Moves to Cut Disposition Rate, CHI. DAILY L. BuLL., Mar. 8, 2002 at 1.
103.
See supra text accompanying notes 40-45.
104.
E.g., State Sec. Ins. Co. v. Burgos, 583 N.E.2d 547, 551 (11. 1991) ("A
provision calling for notice 'as soon as practicable' requires notification to the insurer
within a reasonable time.").
105.
E.g., Montgomery Ward & Co. v. Home Ins. Co., 753 N.E.2d 999, 1005 (11.
App. Ct. Ist Dist. 2001) ("Under Illinois law, a delay of even a few months in giving notice
breaches the policy as a matter of law, defeats coverage, and justifies the entry of summary
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likewise employ reasonable time standards in statutes requiring notice of
coverage defenses. 0 6 Delays of less than two months have been deemed a
violation. 10 7 It remains to be seen whether Illinois courts will apply the
same timing to insurance carriers. Insurers can, of course, avoid any such
danger by acting swiftly after gaining notice.
IV.

CONCLUSION

The Illinois Supreme Court's three estoppel decisions issued since our
last article have resolved key conflicts and reaffirmed the importance of
estoppel as a protector of a policyholder's fundamental right to a defense.
The estoppel doctrine's declaratory option should be interpreted in line
with that purpose, such that an insurer should have to defend or seek
declaratory relief within a reasonable time of notification to qualify for
protection.

judgment for the insurance company.").
106.
See IDAHO CODE § 41-1329(5) (Michie 2003) ("Failing to affirm or deny
coverage of claims within a reasonable time after proof of loss statements have been
completed" is an unfair claim settlement practice); N.Y. INS. LAW § 3420(d) (McKinney
2000 & Supp. 2004).
If under a liability policy delivered or issued for delivery in this state, an
insurer shall disclaim liability or deny coverage for death or bodily
injury arising out of a motor vehicle accident or any other type of
accident occurring within this state, it shall give written notice as soon
as is reasonably possible of such disclaimer of liability or denial of
coverage to the insured and the injured person or any other claimant.
§ 3420(d); N.C. GEN. STAT. § 58-63-15(1 l)(b) (2003) (listing as an unfair claim settlement
practice "failing to acknowledge and act reasonably promptly upon communications with
respect to claims arising under insurance policies").
107.
See First Fin. Ins. Co. v. Jetco Contracting Corp., 801 N.E.2d 835, 837 (N.Y.
2003) ("48-day delay in notifying a policyholder of denial of coverage is unreasonable...
where the purpose of the delay is to investigate the existence of other, third-party sources of
insurance"); W. 16th St. Tenants Corp. v. Pub. Serv. Mut. Ins. Co., 736 N.Y.S.2d 34, 35
(N.Y. App. Div. 2002) ("30-day delay in disclaiming coverage" on basis "obvious from the
face of the notice of claim and the accompanying complaint" is "unreasonable as a matter of
law ...."). Some states set similar time periods by statute. E.g., FLA. STAT. ANN. §
627.426 (West 1996) (mandating that "liability insurer shall not be permitted to deny
coverage based on a particular coverage defense" unless it complies with 30-day and 60-day
notice requirements); VA. CODE ANN. § 38.2-2226 (Michie 2002) (requiring that a liability
insurer discovering insured's breach of policy term or condition "shall notify the claimant or
the claimant's counsel of the breach" or suffer "a waiver of the defense based on such
breach").
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APPENDIX

The Illinois Estoppel Doctrine:
Illinois Courts Make It Costly for
Insurers To Breach Their Duty To Defend*
STANLEY C. NARDONI AND JOHN S. VISHNESKI, III**

8 Envtl. Claims J. 45 (AUTUMN 1995).
This article explains the Illinois Estoppel Doctrine, which
holds that an insurer that has breached its duty to defend
will be estopped from denying coverage in any action by
the insured to collect policy proceeds. The article recounts
the development of this doctrine as a recognition of the
fundamental nature of the duty to defend and explains that
the doctrine provides an important deterrent to prevent
insurers from abandoning their policyholders when they
are sued, as well as permits insurers to bring prompt
declaratory actions when legitimate coverage issues are
presented by a suit. The article concludes that the Illinois
Estoppel Doctrine is fair to both insurers and insureds and
plays a key role in Illinois insurance law.

*
Reproduced here as it appeared in 8 ENVTL. CLAIMS J. 45 (Autumn 1995).
Citationsto the originalpaginationare given in parenthesisjust before the first word of that
page's text, beginning with page 46.
**
John S. Vishneski III and Stanley C. Nardoni [were] partners in the Chicago
office of Keck, Mahin & Cate,where they represent/ed] policyholders in insurance coverage
litigation [at the time this article was written]. They were counsel in Ehlco Liquidating

Trust v. Employers Ins. of Wausau, and Petersen Sand & Gravel v. Maryland Cas. Co.,
which are described in this article, and in which the courts applied the Illinois Estoppel
Doctrine to hold insurers liable for the cost of environmental cleanups funded by their
insureds. The views expressed in this article are those of the authors and not necessarily
those of Keck, Mahin & Cate or its clients.
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magine this scenario. You are the newly elected president of The
Family Widget Company (TFWC). Your great grandfather, having fled
the persecution of the old country, started the business two generations
ago. Your great grandfather, your grandfather, and your father worked 18hour days to make the business what it is today. Today, you receive a
lawsuit from EPA. According to the suit, 20 years ago your grandfather
sent some of the company's liquid waste to a landfill, which was state-ofthe-art at the time but is now contaminated. Many other companies did too,
but because TFWC is the only one still operating today, EPA is holding
TFWC responsible for cleaning up the entire site, which will cost about $10
million. You take several deep breaths and try to relax.
(46) Fumbling with your other mail, you come across a premium
notice from the Northern Casualty, Liability, and Indemnity Mutual Surety
Company (No. CLAIMS Co.), the insurer TFWC has been with since the
beginning. That's right, you remember, you've got insurance! So you send
off a copy of the EPA suit to the insurer thinking, "The company's in good
hands. Our insurer will protect us."
The insurer writes back within a week advising that TFWC should
hire its own lawyer while the No. CLAIMS Co. investigates the matter and
makes a coverage determination. Six months go by, legal fees mount, a
year goes by, and you finally get a response from your insurer, along with
another premium notice. The insurer's letter denies coverage and says,
among other things, that the policy covers liability only for "property
damage" and, contaminated or not, the landfill can still be used as a dump
so there does not appear to be any "property damage" as that term is used
in the policy. Also, the policy was written with the distinction between
ancient English courts of "Chancery" and courts of "Law" in mind. The
policy covers only suits that could have been brought in an English court of
Law, and the EPA suit seems more like a suit that would have been brought
in an English court of Chancery. Moreover, your grandfather is a polluter,
we think he expected to pollute our Earth, and the policy does not cover
polluters. Between legal fees and the cost of cleaning up the landfill,
TFWC goes bankrupt.
Sound strange? Unfortunately, this scenario is all too familiar to
honest business people who rely on their insurance only to be ignored when
they have large company-threatening claims. This sort of insurance
company behavior often results from the fact that insurance companies
seek to maximize their profits. To maximize profits, insurers are motivated
to engage in the following calculation: A claim should be denied where the
financial consequences of denying the claim are less expensive than the
financial consequences of defending the claim.
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Although nearly all jurisdictions, including Illinois, hold that an
insurer must defend its policyholder when the allegations of a complaint
fall potentially within coverage,' the answer may not lie there for some
insurers. A particular insurer may believe that few enough policyholders
will choose to litigate the issue that it will be profitable to deny a defense,
and even if some insureds sue and win, its liability will be for only the
defense costs it would have had to bear if it had assumed the defense.
Environmental claims, which generally involve vague com!ilaints that
are expensive to defend, are a fertile area for such a practice. A carrier
might feel that a policyholder will be unwilling to litigate over its coverage
or be intimidated into a hasty settlement by the prospect of a lengthy, fact(47) based insurance proceeding testing whether it should have expected
the pollution or warned the carrier of potential liability sooner.
The Illinois Estoppel Doctrine changes this calculation. It imposes a
stiff penalty on insurance companies that refuse to defend potentially
covered actions. Simply stated, it holds that an insurer that breaches its
duty to defend will be held liable not only for the defense costs it should
have paid, but also for any judgment or settlement incurred by the insured.
The rule recognizes the paramount importance of the insurer's promise to
defend and the need for a strong deterrent against insurers who decide it is
profitable to ignore their obligations.
This article was written in response to a recent article decrying the
Illinois Estoppel Doctrine in this Journal.3 That article, authored by
counsel who regularly represent insurance companies, makes certain errors
in describing the basis and application of the doctrine. We have written this
article to set the record straight and explain the importance of the estoppel
doctrine to Illinois insureds.
THE ESTOPPEL DOCTRINE PROPERLY STATED
The Illinois Estoppel Doctrine is simple to state. At its heart is the
straightforward proposition that an insurer will be penalized for failing to
honor its duty to defend. Properly stated, the rule provides that where an
insurer is requested to defend its insured, and the suit comes within, or
potentially within, the coverage of the policy, the insurer must either: (1)
defend its insured under a reservation of rights, or (2) promptly seek a
declaratory judgment of noncoverage. If the insurer does neither, it has
breached its duty to defend and is subject to the following consequences:
(a) it is estopped to raise policy defenses or noncoverage and must pay any
judgment or settlement the insured incurs; (b) it must pay the insured's
reasonable defense costs; and (c) it will be liable for any other damages
resulting from the breach of its duty to defend.4
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The more complex aspects of the rule arise when the courts have
sought to define insurers' defense obligations in various situations and
when they have sought to define the nature and scope of the penalty. After
describing why Illinois courts penalize insurers for breaching their duty to
defend (i.e., the fundamental basis for the doctrine), this article describes
how Illinois courts have defined the scope of an insurer's duty to defend
and the extent of the penalty for doing so.
ORIGINS AND DEVELOPMENT OF THE DOCTRINE
Illinois courts developed the estoppel rule in recognition of the
paramount importance of an insurance carrier's duty to defend. (48)
The Duty To Defend Is a Fundamental Obligation
The roots of the Illinois Estoppel Doctrine can be traced to a 1925
decision of the Supreme Court of Illinois, Kinnan v. Hurst Co., 317 Ill. 251
(1925) . In Kinnan, the Illinois Supreme Court held that an insurer's duty
to defend under a liability insurance policy is such a fundamental
obligation that an insurer's breach of that duty constitutes a repudiation of
the insurance contract.6
The court noted that had the insurer defended successfully, the
policyholder would have been relieved of all liability. Had the insurer been
unsuccessful, the policyholder would have been entitled to require the
insurer to pay for any judgment up to policy limits, assuming the
policyholder complied with all other conditions to coverage. The court held
that the effect of the insurer's breach was to deprive the insurer of any
defenses to coverage of a judgment or settlement that it might otherwise
have had.
This repudiation of the fundamental obligation of the
contract completely deprived the assured of its benefit and
was a waiver of the performance by the assured of the
conditions precedent to a recovery of the amount it would
be entitled to if those conditions had been performed.
Where one party to a contract repudiates its obligation
and declares his intention no longer to be bound by it, the
other party may, if he thinks proper, treat the repudiation as
a wrongful putting of an end to the contract and bring an
action at once, in which he may recover damages for a
present breach.7
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The Court further held that the insurer's liability for the breach
became fixed at the time it refused to defend. Only the amount of the
insurer's damages for the breach remained contingent. 8 Kinnan therefore
established that the duty to defend is a fundamental obligation of a liability
insurance policy. 9
Defining the Consequences of
Breaching the Fundamental Duty To Defend
In Kinnan, the court considered the effect of an insurer's breach of its
fundamental duty to defend on the insured's obligation to perform
conditions of the policy that inured to the benefit of the insurer. In Sims v.
Illinois National Casualty Co., 193 N.E.2d 123 (3d Dist. 1963), the Illinois
Appellate Court considered the effect of an insurer's breach of this
fundamental duty on the insurer's right to enforce exclusionary provisions
of the policy.
The Sims court held that the Kinnan rationale applied to estop an (49)
insurer from raising as defenses to coverage exclusionary provisions of the
policy placed in the contract for its benefit. Analyzing Kinnan and cases
following Kinnan, the Sims court interpreted, saying:
[W]hat is really meant is that the insurer has no right to
insist that the insured be bound by the provisions of the
insurance contract inuring to its benefit, i.e., the
"Exclusions" provisions, when it has already breached the
contract by violating the provisions inuring to the benefit
of the insured, i.e., the defense provisions. In this sense it
may properly be said to be estopped.
Thus, after Sims, the penalty for an insurer's breach of its fundamental
duty to defend included loss of the benefit of both conditions and
exclusions.
In 1981, the Illinois Supreme Court considered the effect of an
insurer's fundamental breach of its duty to defend on the defense of
noncoverage under the basic terms of the policy. In Clemmons v. Travelers
Ins. Co., 430 N.E.2d 1104 (Ill. 1981), the court held that such a breach
deprived the insurer from even contesting whether the policy extended
coverage to the putative insured (i.e., the insurer was arguing that the
claimant was not an insured under the policy, even though the complaint
allegations did not address this issue). The court described the rule as
follows:

NORTHERN ILLINOIS UNIVERSITY LA W REVIEW

[Vol. 24

The general rule of estoppel is equitable in nature. In
this context, its roots lie in the theory that because the
insurer breached one of its duties under the contract of
insurance (of which the putative insured is an intended
third-party beneficiary), the insurer cannot later turn
around and enforce another clause of the contract to its
complete protection. [citing Sims]. The court will not
enforce the insurer's protections under the policy where the
insurer failed to act equitably, that is, failed to defend
under a reservation of rights or to bring a declaratory
judgment action to determine whether there was coverage
under the policy.
Thus, Clemmons established that Illinois courts require an insurer to
act equitably when its fundamental duty to defend arises and that the failure
to do so will result in a complete loss of defenses to coverage.
DEFINING THE DUTY TO DEFEND
Illinois courts require insurers to defend any suit with allegations
potentially within coverage but also permits them to bring declaratory
judgment actions to cut off their duty to defend in appropriate cases. (50)
What Is the Effect of Facts Outside the Complaint?
From Kinnan, Sims, and Clemmons, it is clear that the Illinois
Estoppel Doctrine becomes applicable only where an insurer has breached
its duty to defend. The simple case is where an insurer receives a complaint
alleging facts potentially within coverage but refuses to defend solely
because it believes that the allegations do not come within coverage. If the
insurer is right, there is no duty to defend. If the insurer is wrong, it will be
estopped from raising all defenses to coverage.
The difficult case is where an insurer receives a complaint alleging
facts potentially within coverage, but its investigation of facts outside the
complaint allegations produces evidence that the occurrence does not come
within coverage. The Illinois Appellate Court faced this issue in Sims, in
which the policyholder crashed his truck into another vehicle and severely
injured his passenger. The passenger sued the policyholder. He did not,
however, allege any facts in his complaint regarding his employment status
or whether he was acting within the scope of his employment at the time of
the accident. The insurer conducted a prompt investigation and, within four
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days, determined that the passenger was an employee of the policyholder
who was acting within the scope of his employment at the time of the
accident. Because the policy excluded coverage for suits by such
employees, the insurer denied coverage and refused to defend.
The insurer argued that it was entitled to rely on its investigation to
deny coverage because, while the complaint allegations did not state that
the passenger was an employee, they also did not exclude the possibility
that he was an employee. The Sims court rejected this argument and held
that the insurer must defend whenever the complaint allegations even
potentially bring the suit within coverage.
There is nothing in these allegations that would
suggest an exclusion from coverage under the policy. It
may be argued that by the same token these allegations do
not negate the possibility that Ruark [the insured] might be
a passenger in the motor vehicle and at the same time be an
employee of Sims engaged in his employment. Even in
such a situation the insurer is obligated to defend if there
is, potentially, a case under the complaint within the
coverage of the policy.
This holding is a reaffirmation of the Kinnan holding that the duty to
defend is a fundamental obligation of the insurer. It is also the genesis in
Illinois of the often-stated rule that the duty to defend is broader than the
duty to indemnify.' 0 (51)
Defending under a Reservation of Rights
or Filing a Declaratory Judgment Action
Given this broad duty to defend, the insurer in Sims faced a difficult
problem. It was required to defend its policyholder, which, under the terms
of the policy, required it to hire counsel and control the defense of the case.
By honoring the literal defense requirements of its policy, however, the
insurer would have waived any defenses it had to its narrower duty to
indemnify. This results from the rule in Illinois that an insurer waives any
defenses to its indemnity obligations by taking up a policyholder's defense
without somehow preserving its potential objections to indemnity
coverage." Thus, the insurer in Sims could not simply defend without
losing its defenses to indemnity coverage, but its failure to defend would
result in being estopped to raise its defenses to indemnity coverage.
The Sims court recognized this problem and provided a solution.

NORTHERN ILLINOIS UNIVERSITY LA W REVIEW

[Vol. 24

In passing it might appear that the result reached
announces a harsh rule so far as insurers are concerned.
However, all authorities agree that quite often an insurer is
faced with a dilemma as to whether to defend or to refuse
to defend. In cases of doubt the answer is simple. It can (1)
seek a declaratory judgment as to its obligations and rights
or (2) defend under a reservation of rights.
Sims thus put insurers on notice of the nature of their duty to defend
where they have defenses to coverage based on facts outside the allegations
of the complaint against their policyholder.
Cutting Off the Duty To Defend
through a Declaratory Judgment Action
Neither of the Sims options allows an insurer to refuse to defend
entirely by asserting noncoverage based on facts outside the complaint. If
the complaint allegations come potentially within coverage, the duty to
defend arises and continues as long as there is a potential for indemnity
coverage.' 2 Facts outside the complaint may show that there is no potential
for indemnity coverage, but an insurer cannot unilaterally assert the
existence and application of such facts as a basis for refusing to defend.
Illinois courts protect policyholders' rights to a defense by requiring
insurers to establish their claim that such facts remove the potential for
indemnity coverage in a judicial proceeding. Only then will the duty to
defend be cut off.
Where an insurer defends under a reservation of rights to deny
coverage for any resulting judgment or settlement, the insurer's (52)
reservation preserves its defenses to payment of any judgment or
settlement. 13 Cases where the complaint allegations trigger the insurer's
duty to defend, but the actual facts of the case fall outside of coverage, are
classic examples of what Illinois courts mean when they say the duty to
defend is broader than the duty to indemnify.' 4 In this circumstance, the
judicial proceeding against the insured may itself establish facts that
remove the case from coverage. For example, if a suit alleges that a
policyholder negligently caused harm (covered) or intentionally caused
harm (not covered), the insurer may defend under a reservation of rights to
deny coverage for any judgment based on intentionally caused harm. If the
insured is found liable on the negligence count, coverage is established. If
the insured is found liable for intentional injury, noncoverage is
established.
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An insurer may, however, obtain a judicial determination that there is
no potential for indemnity coverage through a declaratory judgment action.
In this circumstance, the insurer must defend its policyholder while it seeks
declaratory judgment. If the declaratory judgment court decides that facts
outside the underlying complaint against the insured take the case out of
the coverage of the policy, the insurer may then withdraw from defending
the insured and "cut off' its duty to defend.
The Illinois Appellate Court stated this rule in AssociatedIndemnity v.
Ins. Co. of North America, 386 N.E.2d 529 (Ill. App. 1st Dist. 1979), in
which the insured struck a pedestrian with an automobile. The insured was
either an agent or independent contractor of a business that transported
vehicles long distance. The policy excluded coverage if he had an
independent contractor relationship with the owner of the automobile. The
pedestrian's complaint did not address the independent contractor issue and
otherwise came potentially within coverage. A declaratory judgment action
was brought before resolution of the underlying case, and the insurer
sought to demonstrate that the insured was in fact an independent
contractor. The court held that determination had to be made in the
underlying case' 5 but clearly set forth the consequences should it ultimately
be shown that the insured was an independent contractor, and hence, not
covered by the policy.
We direct that INA [the insurer] reimburse Associated
[the insured's subrogee] for the defense costs Associated
has incurred in defending Blond [the insured] to date; the
amount of these expenses is to be determined and assessed
by the trial court below upon remand. We note that this
obligation of INA's is in no way dependent upon whether
it is ultimately found that INA's policy affords Blond
coverage, and, more particularly, whether it is (53)
determined that Blond was acting as an agent or
independent contractor at the time of the accident.
We find that at the present time the underlying

complaint is still potentially within the coverage of INA's
insurance policy. Therefore, INA remains Blond's primary
insurer and is obligated to reimburse Blond for future costs
of his defense. If and when it is determined with finality, in
the underlying suit, that Blond was acting as an
independent contractor at the time of the accident, Blond
will be denied coverage under INA's policy, and
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correspondingly, INA's duty to reimburse Blond for the
costs of his defense will end.
Eight years later, in 1987, the Supreme Court of Illinois in Zurich
Insurance Co. v. Raymark Industries, 514 N.E.2d 150, 163 (Ill. 1987),
adopted and explained this cut-off rule in terms of the duty to defend being
broader than the duty to indemnify. In a declaratory judgment action
involving coverage claims for numerous asbestos bodily injury claims, the
court held that each insurer whose policy potentially covered the claims
alleged in the underlying complaints was required to defend its
policyholder. The court further held that an insurer could cut off its duty to
defend by showing that it had exhausted its policy limits by paying
settlements or judgments. The court described the relationship between the
duties to defend and indemnify as follows:
"[A]n insurer's duty to defend and its duty to
indemnify are separate and distinct and * * * the former
duty is broader than the latter" [citing Conway]. The duty
to indemnify arises only when the insured becomes legally
obligated to pay damages in the underlying action that
gives rise to a claim under the policy. The duty to defend
an action brought against the insured, on the other hand, is
determined solely by reference to the allegations of the
complaint. If the complaint alleges facts which bring the
claim within the potential indemnity coverage of the
policy, the insurer is obligated to defend the action.
[Citations omitted.]
Thus, the insurer must defend an action even though it
may not ultimately be obligated to indemnify the insured.
Where the insurer has exhausted its indemnity limits,
however, the insurer cannot ultimately be obligated to
indemnify the insured. Thus, the duty to defend is broader
than the duty to indemnify only when the insurer has the
potential obligation to indemnify. But when, as here, the
insurer has no potential obligation to indemnify it has no
duty to defend.
Numerous other Illinois decisions reaffirm the rule that the duty to defend
is broader than the duty to indemnify and arises from the (54) allegations of
the complaint against the policyholder even though the resulting liability
may not be covered. 16
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In the prior Illinois Estoppel Doctrine article in this Journal, the
authors cite two cases, Fidelity & Cas. Co. of N.Y. v. Envirodyne Eng., 461
N.E.2d 471 (111. App. 1st Dist. 1983), and Miller Mutual Insurance
Association of Illinois v. Ainsworth Seed Company, 552 N.E.2d 254 (Ill.
App. 4th Dist. 1989), that follow the "cut-off' rule in support of their
arguments that there is "viable" authority for the proposition that evidence
of facts outside the complaint against the insured may be used in a
declaratory judgment action to defeat the duty to defend entirely.' 7 Both
are simply examples of how an insurer may cut off its duty to defend
through a declaratory judgment action.
With respect to Envirodyne, the authors incorrectly stated that the
insurer refused to defend and filed a declaratory judgment action to defeat
its duty to defend with proof of facts extrinsic to the underlying complaint.
In fact, the insurer in Envirodyne defended its policyholder under a
reservation of rights and concurrently filed a declaratory judgment action.
The court allowed the insurer to introduce evidence of extrinsic facts to
show that the underlying case was not covered and found that it was not.
Because the insurer was defending up to the point of the court's decision,
the effect of the court's ruling was to cut off the insurer's duty to defend.
Moreover, the court actually stressed that the duty to defend must be
determined in the first instance by the complaint allegations, and that
extrinsic evidence may be used to cut off
the duty to defend only in the
8
context of a declaratory judgment action.'
Similarly, in Ainsworth, the insurer brought a declaratory judgment
action while the underlying suit was still pending and introduced evidence
outside the underlying complaint to cut off its duty to defend. The court
held that this showing entitled the insurer to be "released" from its duty to
defend.
There Is No "Condition Precedent" Exception
Insurer counsel attempt to distinguish between policy exclusions and
conditions precedent to coverage for purposes of the estoppel rule. They
argue that "condition precedent" defenses, such as whether the
policyholder has given timely notice, are different from policy exclusion
defenses because they are defenses to the duty to defend. Hence, they
contend, an insurer should always be allowed to show through evidence
outside the underlying complaint that the policyholder did not perform a
condition.
This argument misconceives the nature of the duty to defend and (55)
the nature of the Illinois Estoppel Doctrine. The Sims rule is simple.
Whenever an insurer receives a complaint potentially coming within policy
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coverage, it must act quickly to protect its insured. When an insured is
sued, it needs a defense fast. It needs to have its interests protected. This is
why, when a potentially covered complaint is presented to it, an insurer
must defend first and investigate facts outside of the underlying complaint
later. The estoppel rule is a rule requiring timely action on the part of the
insurer. The Sims options provide insurers with a way to preserve
defenses-any defenses-based on extrinsic facts while at the same time
protecting their policyholders.
The Illinois courts have properly confined the test regarding an
insurer's duty to defend to a comparison of the complaint allegations and
the insurance policy. Any inquiry based on extrinsic facts takes time and
leaves the insured unprotected while the insurer completes its investigation
and decides whether to defend. In other words, the duty to defend and the
estoppel penalty associated with its breach constitute a single rule of
equitable conduct. Illinois courts have stated clearly what an insurer's
options are in cases of doubt as to coverage based on facts outside the
underlying complaint: It must defend under a reservation of rights or
promptly seek a declaratory judgment as to coverage. An insurer may not
stand idly by when its insured is sued.
There is no reason to create an exception for conditions precedent.
Insurer counsel argue that complaints against the insured rarely allege facts
showing when the insured's notice obligation was triggered. This is also
true, however, for many exclusionary defenses. For example, the plaintiff
in Sims had no reason to allege anything about his employment relationship
with the insured because that issue was irrelevant to his lawsuit.
Nevertheless, the insurer was still required to defend under a reservation of
rights or file a declaratory judgment action to preserve its exclusionary
defense. There is no reason that condition precedent defenses, like
exclusionary defenses, cannot be preserved by defending under a
reservation of rights or bringing a prompt declaratory action.
Although insurer counsel cite two cases that support their position, 9
these decisions are clearly the minority view in Illinois. Most Illinois
courts, both state and federal, have consistently applied the doctrine
to
' °
condition precedent defenses such as "late notice" and "known loss. 2
In LaRotunda v. Royal Globe Ins. Co., 408 N.E.2d 928, 935 (Ill. App.
1st Dist. 1980), for example, the court estopped the insurer from later
litigating the late notice defense, reasoning as follows: (56)
Royal Globe argues that reasonable notice was not
given, and that notice was a condition precedent to the
policy's duty to defend.... [Rleasonable notice is a matter
of fact to be determined by the trier of fact. If the insurer

2004]

THE ILLINOIS ESTOPPEL DOCTRINE REVISITED

thought that it had received notice too late to trigger its
obligations, it should have litigated that fact in a
declaratory judgment action or defended under a
reservation of rights ....

The insurer, in its own words to

Habada, "had an obvious recourse at law" if it felt that it
had a valid case of non-coverage. [Citations omitted.]
Creating an exception to the rule for condition precedent-type
defenses would destroy the effectiveness of the rule. It would permit
carriers to safely deny their duty to defend, without fear of estoppel, as long
as they include a "late notice," "known loss," or other condition precedent
defense in their denial letter. This would instruct all insurance company
claims representatives to include such defenses in their denial of coverage
letters in every case. The exception would swallow the rule whole.
Recently, the court in Petersen Sand and Gravel, Inc. v. Maryland
Casualty Co., 881 F. Supp. 309 (N.D. 111. 1995), in determining that an
insurer was estopped from raising a "known loss" defense to coverage,
recognized this danger. The court stressed that drawing such an exception
would fatally wound the Illinois Estoppel Doctrine.
If the insurer believes that it has a valid case of noncoverage, the insurer has several options available. If the
insurer willfully forgoes these options and an underlying
complaint against its insured contains allegations
potentially within the coverage of the policy, the insurer
will be estopped from asserting defenses to non-coverage,
including the defense of known loss. To decide otherwise
would be tantamount to granting the insurance companies
free rein to deny coverage where potential policy coverage
exists, while completely undermining the equitable
considerations behind the Illinois estoppel rule.
In short, there is no condition precedent exception to the guidance rule
given in Sims when an insurer is faced with a suit alleging facts potentially
within coverage, and no such exception should be created.
The Duty To Reimburse When There Is a Conflict of Interest
There are circumstances in which an insurer faces a conflict of interest
and can neither defend under a reservation of rights nor have its coverage
question promptly decided in declaratory judgment action. This conflict
situation arises when the insurer receives a complaint that potentially
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comes within coverage, but facts outside the complaint suggest that the
matter is not covered. The complicating (57) factor is that the coverage
issues overlap with, or are the same as, issues relating to the insured's
liability in the underlying case.
In considering this conflict situation, in 1978 the Supreme Court of
Illinois in Thornton v. Paul, 384 N.E.2d 335 (Ill. 1978), held that the
insurer could neither control the insured's defense, with or without a
reservation of rights, nor seek a declaratory judgment to establish its
defense. The court reasoned that the insurer would be ethically prevented
from controlling the defense under a reservation of rights because it would
be equally motivated to have the insured found liable on an uncovered
basis as it would to have the insured found not liable. 2' The court also held
that the insurer could not seek a declaratory judgment to establish a
coverage defense where that determination would resolve an issue of the
insured's liability, through the operation of res judicata principles, in a
proceeding wholly collateral to the plaintiff's action against the insured.
The court concluded that because the Sims options of equitable conduct
were not available, the insurer was equitably required to reimburse the
insured for defense costs incurred through counsel of its own choice.
Contrary to the suggestion of insurer counsel, the conflict of interest
situation is not an opportunity for insurers to narrow the duty to defend so
that it is no broader than the duty to indemnify. A conflict of interest does
not permit an insurer to reserve its rights and sit idly by until the underlying
suit is over, and then, if the relevant issue has been decided such that there
is no indemnity coverage, escape the duty to defend altogether.
Rather, the duty to reimburse defense costs in a conflict situation is a
duty to reimburse defense costs as they are incurred. Although Thornton
did not address this point, many other courts have and held that the duty to
reimburse is a concurrent one.22 The Illinois Appellate Court has further
held that an insurer's failure to reimburse defense costs as incurred in a
conflict situation is a breach of its duty to defend and therefore estops the
insurer from raising defenses to coverage. 3
HOW PROMPTLY MUST AN INSURER
FILE A DECLARATORY JUDGMENT ACTION?
The Illinois Estoppel Doctrine requires the insurer to file its action
"promptly" but leaves exactly how long to a case-by-case determination.
Some decisions have held that an insurer's delay of a matter of months will
operate to estop it from asserting defenses to coverage.24 This is in
recognition that the duty to defend is fundamental and that a delay in
assuming the insured's defense in order to test coverage defenses can be
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devastating. In the Petersen Sand & Gravel action, for (58) example, the
policyholder had to give up defending itself against an EPA complaint
because it could not afford to fight the United States Government to the
finish.
It is certain, however, that the insurer cannot wait until the underlying
action is resolved by a judgment or settlement to file its action. If the
insurer waits until the underlying action is settled or goes to judgment, the
insurer's declaratory action is too late as a matter of law.25 Courts have
extended that rule to hold that the carrier cannot wait until a judgment or
settlement is imminent either. 26 Many cases have also held that the insurer
must actually secure the declaratory judgment as to the duty to defend
before the underlying case is over.27
Moreover, to the extent an insurer relies on defenses to coverage
based on facts outside the underlying complaint, it would be in the insurer's
interest to bring its declaratory judgment action as soon as possible. Only
by obtaining a judicial determination that it will never have to indemnify its
insured can an insurer cut off its duty to defend. By waiting for the
insured's defense costs to grow as the underlying suit progresses, the
insurer increases the amount of its liability for those defense costs.
THE EFFECT OF ESTOPPEL
A finding of estoppel renders the insurer liable for any judgment
against the insured or any reasonable settlement of the underlying case plus
the insured's cost of defending the underlying action. 28 As some courts
describe it, estoppel bars the insurer from disputing policy coverage in any
later claim by the insured.29 It also precludes the insurer from arguing that
policy exclusions apply.3 ° In effect, the judgment or settlement, together
with defense costs, are judged the proper measure of damages for the
breach of the fundamental duty to defend. 3' The insurer's liability for the
judgment or settlement ordinarily is only up to its policy limits, although it
may be held liable beyond its limits if it acted in bad faith.32
Insurers' counsel commonly cite to a trial judge's oral statement that
estoppel does not relieve the insured from having to prove all the elements
of coverage. 33 This runs counter to the Supreme Court of Illinois' decision
in Clemmons and to unanimous appellate authority holding that estoppel
takes the issue of coverage out of the case entirely.34 Requiring the insured
to prove coverage despite estoppel, like drawing exceptions to the rule for
certain defenses, would destroy the rule.
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THE ESTOPPEL RULE DOES NOT REQUIRE PREJUDICE
Insurers' counsel often argue that the policyholder must prove
prejudice to take advantage of the Illinois Estoppel Doctrine. In the (59)
prior article published in this Journal, insurance carrier counsel argued that
the rule is an offshoot of the general rule of equitable estoppel, which
requires the party asserting it to prove it was prejudiced.35 That argument
is simply mistaken. The estoppel described here is the preclusion of insurer
defenses because the insurer has breached its fundamental obligation to
defend. Courts stress that the estoppel is in place at the moment the carrier
breaches its duty.36 It is not premised upon misleading conduct as is the
case in equitable estoppel.
Illinois cases make it clear that prejudice to the policyholder is not
necessary to enforce the rule. In a leading decision, Aetna Casualty &
Surety Co. v. Prestige Casualty Co., 553 N.E.2d 39, 42 (Ill. App. 1990), the
Illinois Appellate Court held that the rule applies even where another
insurer assumed the policyholder's defense and the policyholder was not,
therefore, prejudiced.3 7 The court explained:
Prestige's contention that estoppel is inapplicable because
Shramek suffered no prejudice is without merit. Estoppel
arises as a direct result of the insurer's breach; such breach
is not exonerated by a defense of the insured by another
insurer.
Interestingly, that decision was the product of one insurer's use of the
estoppel doctrine against another carrier that wrongfully refused to
defend.38
THE ESTOPPEL RULE IS FAIR
The Illinois estoppel rule is not unfair to insurers as their counsel
sometimes argue. Properly understood, the rule is one of timeliness for
insurers. It does not deprive an insurer of any defense to coverage as long
as the defense is tested promptly. Given the need for quick action by the
insurer once its insured is sued, requiring promptness is hardly surprising.
The equity of the rule is apparent when it is recalled that insurers hold
their policyholders to prompt action too. Insurance policies require that
insureds notify their carriers of occurrences that may give rise to liability as
soon as practicable and that suit papers be forwarded to the insurers
immediately. Insurance counsel have not hesitated to argue that any failure
by the insured to timely notify it should be a complete defense to coverage
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whether or not the underlying facts fell within the indemnity provisions of
39
the policy and whether or not the insurer was prejudiced by the delay.
Illinois courts have often accepted such contentions. 40 It is no less fair that
the insurer be held to a standard of prompt action at the risk of complete
liability. In fact, the rule is commonly employed by insurers that have
assumed the defense of a policyholder when another carrier wrongfully
refused to do SO. 4 1 (60)
The rule is not a trap for unsuspecting insurers as some insurance
counsel argue. 42 The rule provides clear guidance to insurers whenever
there is a question about coverage. They must either assume the defense
under a reservation of rights or bring a prompt declaratory judgment action
to test their defenses. Because this requirement has been stated so often, a
carrier that chooses to sit idly by cannot fairly claim to be taken by
surprise. In this way, the rule serves as an important deterrent to carriers
that would prefer to abandon their insureds than act promptly to protect
them.43
As Chief Justice Bilandic of the Supreme Court of Illinois wrote when
he sat as a justice of the Illinois Appellate Court, a carrier that refuses to
defend its insured "accept[s] the risk that it [will] subsequently be found to
have owed a defense to" its insured and will be "estopped from asserting
any defenses to coverage of [the] claim."44 Carriers that insure Illinois
policyholders should heed that warning rather than seek to overturn a
salutary rule.
CONCLUSION
The duty to defend in Illinois is a fundamental obligation of a liability
policy. This duty requires the insurer to act equitably when it receives a
complaint alleging facts potentially within the coverage of the policy.
Where the insurer becomes aware of facts outside the complaint that cast
doubt on coverage, it must defend under a reservation of rights or file a
declaratory judgment action to establish its defense. Because the duty to
defend is broader than the duty to indemnify, the declaratory judgment
option allows the insurer to cut off, not retroactively eliminate, its duty to
defend. When the insurer faces a conflict situation, its duty is to reimburse
the insured's chosen defense counsel on a concurrent basis. If the insurer
simply refuses to defend and fails to act equitably, it will be subject to the
penalty of estoppel.
Once a court finds that an insurer has breached its fundamental duty to
defend, the insurer will be estopped to raise any defenses to coverage,
including conditions, exclusions and noncoverage. The policyholder will be
entitled to recover the full amount of any judgment or settlement it incurs.
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If the insurer's breach was made in bad faith, the policyholder will be
entitled to recover judgments or settlements even in excess of policy limits.
The overall effect of the Illinois Estoppel Doctrine is to make it costly
for insurers to ignore their policyholders when those policyholders are
facing large environmental or other company-threatening claims. The
Illinois Estoppel Doctrine changes the insurer's profit-(61) maximizing
calculation. In Illinois, it is actually more profitable for an insurer to honor
its obligation to defend than to ignore that obligation.

NOTES
1. E.g., USF&G v. Wilkin Insulation Co., 578 N.E.2d 926 (I11.1991); Zurich Ins. Co. v.
Raymark Indus., 514 N.E.2d 150 (II1. 1987).
2. An EPA complaint, for example, may allege that the policyholder generated waste sent to
a site owned by a third party. The complaint may allege that the site became polluted but
remain silent about how the contaminants were released, whether the insured knew about
the site operator's practices, or when EPA told the insured of its potential liability. The
insurer owes a duty to defend under those allegations. See, e.g., USF&G v. Specialty
Coatings Co., 535 N.E.2d 1071 (III. App. 1st Dist. 1989).
3. D. Caswell and M. Warnick, "The Illinois Insurer Estoppel Doctrine: The Consequences
of Wrongful Denial of the Duty to Defend," 7 Environmental ClaimsJ. 4 (Summer 1995).
4. The Illinois Estoppel Rule has been stated this way by numerous Illinois courts. See, e.g.
Conway v. Country Cas. Ins. Co., 442 N.E.2d 245, 248 (11. 1982); Solo Cup Co. v. Federal
InsuranceCo., 619 F.2d 1178, 1184 (7th Cir. 1980); Sims (cited on p. 48).
5. Caswell and Warick mistakenly suggest that the doctrine originally springs from a 1963
decision of the Illinois Appellate Court, Sims (cited on p. 48).
6. "The foundation of the rights of the parties under the contract was the assumption by the
defendant in error of the investigation of all accidents, the negotiation of all settlements and
the defense of all suits of the character mentioned in the policy, and the exclusion of the
assured from all interference in any of these matters except to aid the defendant in error at
its request. The refusal of the defendant in error to defend the suit of the plaintiff in error
against the assured would have destroyed the foundation of the mutual obligation of the
parties." Kinnan (cited on p. 48) at 257.
7. Caswell and Wamick ignore this Supreme Court of Illinois precedent when they state,
"Illinois law has consistently viewed defense and indemnity duties as distinct obligations.
Thus, it would appear that under a proper contract analysis, the insured should have been
entitled only to damages naturally flowing from the breach-i.e., its underlying defense
attorney's fees." Contrary to this view, Illinois courts have consistently considered the duty
to defend to be a fundamental obligation of the insurance contract by enforcing the Illinois
Estoppel Doctrine.
Interestingly, Caswell and Warnick support their view by citing a Supreme Court of
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Illinois decision which held that the duty to defend was "distinct" from the duty to
indemnify only in that the duty to defend is a broader obligation based on separate policy
language. The court reaffirmed the rule that an insurer's breach of its duty to defend
exposed the insurer to liability for a judgment or settlement against its policyholder up to
policy limits. See Conway (cited in note 4). Moreover, the Conway court further held that a
bad-faith breach of its duty to defend could subject an insurer to liability for a judgment
against its policyholder in excess of policy limits.
8. "The insurer having failed to perform its obligation, the amount of the liability would not
become fixed until the loss which the assured sustained was determined, (62) but the
liability of the insurer would be certain, and not contingent, from the moment that it failed to
perform its obligation to defend the suit brought against the assured." Kinnan (cited on p.
48) at 260-261.
9. Contrary to Caswell and Warnick's statement that the Illinois Estoppel Doctrine
originated with Sims, numerous Illinois courts followed and applied the rule in Kinnan
between 1925 and 1963. See Bartkowski v. Commercial Cas. Ins. Co., 275 I11.App. 497
(1934); Lincoln Park Arms B. Corp. v. United States F.&G. Co., 5 N.E.2d 773 (II1. App. Ist
Dist. 1936); Dryden et al. v. Ocean Accident & Guarantee Corp. Ltd., 138 F.2d 291 (7th
Cir. 1943); Mahon v. State Farm Mutual Automobile Ins. Co., 184 N.E.2d 718 (I11.App. Ist.
Dist. 1962).
10. Since Sims the Supreme Court of Illinois has consistently held that the duty to defend
arises solely from the allegations of the complaint against the policyholder, and that the
complaint allegations need only potentially come within the coverage of the policy to trigger
the duty to defend. See, e.g. Conway (cited in note 4) ("An insurer may not justifiably refuse
to defend an action against its insured unless it is clear from the face of the complaint that
the allegations fail to state facts which bring the case within, or potentially within, the
policy's coverage."); Wilkin (cited in note I) (same); Raymark (cited in note 1) (holding that
the duty to defend is broader than the duty to indemnify because an insurer may owe an
obligation to defend even though it may not ultimately have to pay for any settlement or
judgment).
I1. Caswell and Warnick correctly cite National Ben Franklin Insurance Company v.
Davidovitch, 462 N.E.2d 696 (III. App. 1st Dist. 1984), for the proposition that an insurer
that defends without reserving rights will be estopped from later raising defenses to
indemnity coverage. As the above discussion of Kinnan shows, however, Caswell and
Warnick are incorrect in concluding (on page 23 of their article) that the Illinois Estoppel
Doctrine is somehow derived from common-law equitable estoppel (which requires a
showing of prejudice) in the same manner as the Davidovitch rule.
12. Associated Indem. v. INA, 68 111. App. 3d 807, 386 N.E.2d 529 (1st Dist. 1979).
13. Incidentally, Illinois courts hold that an insurer may not satisfy the option of defending
under a reservation of rights by offering to pay only a pro rata share of defense costs.
Central Mutual Ins. Co. v. Kammerling, 571 N.E.2d 806 (III. App. Ist Dist. 1991); LaSalle
Nat. Trust, N.A. v. Schaffner, 818 F. Supp. 1161 (N.D. 11. 1993); Employers Insurance of
Wausau v. Ehlco Liquidating Trust, slip op., (No. 93 CH 01869) (Cir. Ct. Cook Co., Ill.
November 7, 1994), reprinted in Mealey's Litigation Reports: Insurance Vol. 9, No. 4 at DI (Nov. 21, 1994).
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Caswell and Warnick misstate the facts in Ehlco. The court estopped the insurer based
on its failure to pay all defense costs even though the insureds expressly agreed to accept
only a pro rata contribution to their defense costs. They argue that the Ehlco court was
wrong and applied "flawed" logic that would call into question settlement agreements
reached "in 95 percent of the cases filed." Caswell and Warnick at 18 n. 43. Contrary to
Caswell and Warnick's misstatement, the actual nonwaiver agreement in Ehlco nowhere
provided that the insurer was responsible for only a pro rata contribution toward defense
costs. This is apparent from the court's opinion which quotes the agreement and explains
that the insurer, by failing to pay all defense costs, breached it.
14. Conway (cited in note 4); Raymark (cited in note I) at 150, 163.
15. (63) The court held that it was not the place of a declaratory judgment action
concerning insurance coverage to decide issues relating to the insured's liability in the
underlying case. This "conflict" issue is discussed further.
16. See, e.g. Insurance Company of Illinois v. Markogiannakis,544 N.E.2d 1082 (Ill. App.
1st Dist. 1989); Aetna Cas. and Sur. v. Prestige Cas. Co. (cited on p. 59); Illinois Mun.
League Risk Mgt. v. Seibert, 585 N.E.2d 1130 (I11.App. 4th Dist. 1992); Ins. Co. of Pa. v.
Protective Ins., 592 N.E.2d 117 (III. App. Ist Dist. 1992).
17. See Caswell and Warnick (cited in note 3) at 12-13.
18. "Before progressing to the next issue on appeal, we believe it important to distinguish
this case, where the insurer exercised its options to defend under a reservation of rights and
to file a declaratory judgment action, from those cases where the insurer elects neither
option and refuses to defend an insured who ultimately incurs an adverse judgment. In the
latter case, the insurer is estopped from raising non-coverage as a defense to an action
brought to recover policy proceeds and therefore, the insurer is necessarily bound to the
allegations in the underlying complaint. However, when an insurer has elected to either
defend under a reservation of rights or file a declaratory judgment action, this estoppel
concept does not arise ... and the insurer may present evidence beyond the underlying
complaint, so long as it does not tend to determine an ultimate issue in the underlying
proceeding." [Citations omitted.] Envirodyne (cited on p. 54) at 474-475.
19. MIA Com, Inc. v. Perricone,543 N.E.2d 228 (Il. App. 1st Dist. 1989); International
Environmental Corp. v. National Union Fire Ins. Co., 860 F. Supp. 511, 516-17 (N.D. Ill.
1994) (choosing to follow the reasoning of Perriconeand an Alabama court decision on the
subject. Strangely, the court appears to have ignored Seventh Circuit holdings that a late
notice defense is subject to the estoppel rule.).
20. See Aetna Cas. & Sur. Co. v. Chicago Ins. Co., 994 F.2d 1254, 1261 (7th Cir. 1993)
("By failing to defend its insured under a reservation of rights, Aetna contends, Chicago is
estopped from raising any defenses to coverage, such as improper or late notice of the claim.
Illinois law would support this assertion if Celer had tendered his defense to Chicago.");
Maneikis v. St. PaulIns. Co. of Ill., 655 F.2d 818, 824 (7th Cir. 1981) (Insurer could not rely
on a late notice defense because of the estoppel rule); Kammerling (cited in note 13)
(Estoppel precluded insurer from arguing a seven-year delay in notice of occurrence);
LaRotunda (cited on p. 55) (estoppel applied because "if the insurer thought it had received
notice too late to trigger its obligations, it should have litigated that fact in a declaratory
judgment action or defended under a reservation of rights"); McFadyen v. North River Ins.
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Co., 209 N.E.2d 833 (III. App. 2nd Dist. 1965); Petersen Sand & Gravel (cited on p. 56);
Attorney's Title Guaranty Fund v. Maryland Cas. Co., No. 90 C 3916, 1991 U.S. Dist.
LEXIS 11909 (N.D. Ill. Aug. 23, 1991); Ehlco (cited in note 13).
21. See also Maryland Casualty v. Peppers,355 N.E.2d 24 (II1. 1976).
22. See also GibraltarCas. Co. v. Sargent & Lundy, 214 I11. App. 3d 768, 574 N.E.2d 664,
674 (Ist Dist. 1991) (finding it difficult to reconcile waiting to the end of the underlying
action to reimburse defense costs with the rule that the duty to defend is broader than the
duty to indemnify); Village Management, Inc. v. HartfordAcc. & Indem, 662 F. Supp. 1366,
1374 (N.D. III. 1987) (same); State Farm Fire & Cas. Co. v. Shelton, 176 II1.App. 3d 858,
531 N.E.2d 913, 919 (1st Dist. 1988).
23. (64) Insurance Co. of Pa. (cited in note 16) (holding that a failure to reimburse defense
costs as incurred would result in the insurer being estopped to raise defenses to coverage).
24. Kammerling (cited in note 13). (Eleven-month delay in filing declaratory action
operated as an estoppel).
25. Clemmons (cited on p. 49); Aetna Cas. and Sur. v. Prestige Cas. Co. (cited in note 16).
26. See Central Mutual Ins. Co. v. Kammerling (cited in note 13) (carrier waited until it
learned of settlement opportunity to file declaratory action); Ins. Co. of Pa. v. Protective Ins.
(cited in note 16) (insurer cannot "insulate itself from the imposition of estoppel by an
eleventh hour filing of a declaratory judgment action"); Providence Hosp. v. Rollins Burdick
Hunter, 824 F. Supp. 131, 136 (N.D. 11. 1993) (delay not crucial because trial of underlying
action was years away when declaratory suit was filed and settlement was not "imminent").
27. Country Mutual Ins. Co. v. Murray, 239 N.E.2d 498 (I11.App. 2d Dist. 1968); Novak v.
InsuranceAdmin. Unlimited, 414 N.E.2d 258 (III. App. 2d Dist. 1980); ConsolidatedRail.
Corp. v. Liberty Mut. Ins. Co., 416 N.E.2d 758 (III. App. 5th Dist. 1981); County of Massac
v. USF&G, 446 N.E.2d 584 (Il1. App. 5th Dist. 1983); Trovillion v. USF&G., 474 N.E.2d
953 (I11. App. 5th Dist. 1985); Northbrook Property and Casualty Ins. Co. v. USF&G, 501
N.E.2d 817 (1st Dist. 1986); Casualty Ins. Co. v. Northbrook Property,501 N.E.2d 812 (III.
App. 1st Dist. 1986); Joslyn Manufacturing Co. v. Liberty Mutual Ins. Co., 23 F.3d 1212
(7th Cir. 1994).
28. U.S. Gypsum Co. v. Admiral Ins. Co., 643 N.E.2d 1226, 1241 (I11.App. Ist Dist. 1994);
Maneikis (cited in note 20); Solo Cup (cited in note 4).
29. Clemmons (cited on p. 49) ("Travelers was estopped from later denying coverage when
... asked to pay the judgment in the underlying suit."); Shell Oil Co. v. AC&S, Inc., 649
N.E.2d 946, 949 (Ii. App. 5th Dist. 1995); Society of Mt. Carmel v. National Ben Franklin
Ins. Co., 643 N.E.2d 1280, 1292 (III. App. Ist Dist. 1994) (Under California law, which is
"in full accord" with Illinois law on this point, insurer that wrongfully refuses to defend "is
estopped from denying liability under the policy at a later date.").
30. Ins. Co. of Pa. v. Protective Ins. Co. (cited in note 16) ("the insurer will be estopped
from raising policy exclusions or noncoverage as a defense in any subsequent action
brought to recover policy proceeds"); Massac (cited in note 27) ("the insurer is estopped
from raising policy defenses and exclusions from coverage").
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31. Sims (cited on p. 48).
32. Associated Indem. Co. v. INA (cited in note 12); LaRotunda (cited on p. 55); Conway
(cited in note 4); Green v. J.C. Penney Auto Ins. Co., 806 F.2d 759 (7th Cir. 1986).
33. Fruit of the Loom v. Travelers, 89 CH 9846 (Cir. Ct. Cook Cty. Ill., June 6, 1994),
transcript at 20, in Caswell and Warnick (cited in note 3) at 22.
34. McFadyen (cited in note 20) (insurer estopped from raising non-coverage of premises
where accident happened to defeat duty to indemnify); Murray (cited in note 27) (insurer
estopped to raise noncoverage of insured or automobile involved in underlying suit and held
liable for judgment entered against insured); Consolidated Rail (cited in note 27) (insurer
that refused to defend nine personal injury suits by employees of subsidiary estopped to
raise defense that subsidiary was not covered by (65) primary insured's policy); Clemmons
(cited on p. 49) (insurer that refused to defend automobile accident case estopped in
garnishment action to raise defense of noncoverage of the insured because he did not have
permission to drive the vehicle involved in the underlying accident); Tuell v. State Farm
Fire & Cas. Co., 477 N.E.2d 70 (I11.App. 2nd Dist. 1985) (homeowner's insurer estopped
to raise noncoverage of premises where motorcycle accident happened); Prestige (cited on
p. 59) ("Since Prestige is estopped, there is no necessity for determining whether the
homeowners or automobile policy was applicable to this situation."); National Cycle, Inc. v.
Savoy Reinsurance Co. Ltd., 938 F.2d 61 (7th Cir. 1991) (holding an insurer that issued
claims-made policy without retroactive date estopped to seek reformation of the policy to
include a retroactive date where it refused to defend a claim covered by policy as written);
Ins. Co. of Pa. v. Protective Ins. (cited in note 16) (in this case involving an auto accident in
which driver and truck had been leased to another business and plaintiff sued driver and
both lessor and lessee and insurer that refused to defend on basis of noncoverage of driver
and truck, the insurer breached its duty to defend and was estopped from raising
noncoverage as a defense to indemnity because defense was not apparent from face of the
underlying complaint).
35. Caswell and Warnick (cited in note 3) at 23.
36. E.g., Attorneys Title Guaranty Fund v. Maryland Cas. Co., 1991 U.S. Dist. LEXIS
11909 at *18 (N.D. II1. Aug. 23, 1991)("Estoppel arises at the moment that the insurance
company wrongfully refuses to defend." (citing Maneikis (cited in note 20)).
37. See also, Northbrook (cited in note 27).
38. Carriers have erroneously focused on two recent estoppel decisions that mention
prejudice as holding that the rule now requires prejudice. In J.A. Jones Constr. Co. v.
Hartford Fire Ins. Co., 645 N.E.2d 980 (I11.App. Ist Dist. 1995), and Sportmart, Inc. v.
Daisy Mfg. Co., 645 N.E. 2d 360 (II1. App. 1st Dist. 1994), the courts refused to hold the
carriers estopped because, although they did not file prompt declaratory actions to resolve
their duties to defend, their insureds and another insurer did. The carriers then litigated their
defenses in those actions rather than file separate declaratory actions. That was sufficient
because the insureds were not "prejudiced" by the fact that the insurers did not separately
file suits. Neither case states that the no prejudice rule established in Prestige and other
cases is overruled. In fact, both cited as authoritative prior no prejudice decisions such as
Prestige and Northbrook.
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39. For example, in Ehlco (cited in note 13), in which the authors are counsel, Wausau
argued that all Wausau coverage was foreclosed for a Superfund cleanup site because the
policyholder allegedly failed to notify Wausau of the potential for cleanup liability years
before CERCLA was even passed. The court ruled that it did not have to treat that argument
because of the estoppel doctrine.
40. In fact, Illinois is one of a small minority of states that strictly enforce the requirement
of timely notice as a condition precedent, the violation of which will bar coverage
completely. See I. Warshauer, A. Gill, and N. Lewites, "Late Notice: Poison or Prejudice," 7
Environmental Claims J. I (Autumn 1994) at 53 n.16 (listing only eight states, including
Illinois, that "solely apply the condition precedent rule").
41. Insurance carriers chose to assert the estoppel rule against other insurers in several
reported decisions. Prestige (cited on p. 59); Aetna Cas. & Sur. Co. v. Chicago Ins. Co., 994
F.2d 1254, 1261 (7th Cir. 1993); Northbrook (cited in note 27); Aetna Cas. & Sur. Co. v.
Coronet Ins. Co., 358 N.E.2d 914 (5th Dist. 1976).
42. (66) Caswell and Warnick at 6 n. 1.
43. Insurers commonly assert that the estoppel rule is unnecessary because an Illinois
statute will punish them if their refusal to defend is held to be "vexatious and unreasonable."
E.g., Caswell and Warnick at 24 (citing to §155 of the Illinois Insurance Code). The statute
alone, however, is an insufficient deterrent. Courts have been reluctant to hold carriers liable
under the statute if they can assert some colorable argument for refusing coverage, even if
that argument was weak and erroneous. E.g., Heller v. Equitable Life Ins. Soc., 833 F.2d
1253, 1263 (7th Cir. 1987) (declining to apply statute though insurer's argument was
"without merit" because the insurer's defense "was not so unbelievable as to reach the level
of being classified as vexatious or unreasonable."). Without estoppel, the insurer would be
encouraged to sit idly by until the underlying case is over to assert any flimsy defense it can
imagine.
44. Northbrook (cited in note 27).

