UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 01-60378

TWN C TY FI RE | NSURANCE COMPANY,

Pl ai ntiff-Counter Defendant-Appell ee,

VERSUS

Cl TY OF MADI SON, M SSI SSI PPI,

Def endant - Counter Cl aimant-Third Party Plaintiff-Appellant,
HARTFORD FI RE | NSURANCE COWVPANY; HARTFORD FI NANCI AL SERVI CES
GROUP, INC.; SPECIALTY RI SK SERVI CES, INC.; M CHAEL P. DANDI NI ;
KI MBERLY J. CHABERT,

Thi rd-Party Def endant s- Appel | ees.

Appeals fromthe United States District Court
For the Southern District of M ssissippi

Cct ober 28, 2002

Bef ore DUHE, DeMOSS and CLEMENT, CGircuit Judges.
DUHE, Circuit Judge:

Plaintiff Twwn Gty Fire Insurance Conpany sued its insured,
the Cty of Madison, Mssissippi, for a declaratory judgnment
denying coverage under a policy issued to Madison and for
rei mbursenent of defense costs concerning two |awsuits brought

agai nst Madi son. After settlenment of the underlying clains for



$250,000, Twin City dropped its claimfor defense costs and added
a claimherein for reinbursement of the settlenent anount. Madison
counter-clai ned asserting coverage under the policy and liability
based on estoppel. Madison also asserted third-party tort clains
against affiliates of Twin Gty involved in adjusting Mdison’s
cl ai ms.

The district court granted sunmary judgnent to Twin City,
holding that a policy exclusion applied so that Twin Gty was
entitled to reinbursenent fromits insured of the anobunt paid in
settlenment of the underlying clains. On the City s counterclaim
the court ruled that estoppel cannot create or expand coverage.
Granting sunmary judgnent to third-party defendants, the court
ruled that Madison failed to show a genui ne i ssue of material fact
regarding its third party clains. Madison tinely appeals. Finding
fact questions material to the issue of estoppel and the third-
party clains, except concerning Hartford Fi nancial Services G oup,
we affirmin part, reverse in part, and renand.

| .

The Public Oficial Errors and Om ssions Liability Insurance
Policy issued to Mdison covers damages that the Cty becones
legally obligated to pay because of errors or om ssions of public
of ficials. The underlying damage claim was based on the GCty's
1986 inpact fee ordinance (“IFO), which required housing
devel opers, in order to obtain a building permt, to pay per-Iot
fees upon filing a prelimnary subdivision plat and upon pl at
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approval . Twn Cty provided Madi son a defense under its errors
and om ssions policy against the clainms, wth a reservation of
rights.

Several developers sued the Cty in federal district court,
asserting various clains pertaining to the |FOQO Upon a finding
that IFO was a tax, the matter was dismssed for [|ack of
jurisdiction under the Tax Injunction Act. This Court affirnmed the
dism ssal on the jurisdictional ground that the | FO was a tax, not

a fee. Hone Builders Assoc. of Mssissippi, Inc. v. City of

Madi son, 143 F.3d 1006 (5'" Cir. 1998). The devel opers then sued
Madi son in state court contending that the IFO violated state | aw
and conprised an unconstitutional taking.

The devel opers settled their clains with Madi son for $250, 000.
In a separate agreenent with Madison, Twin City agreed to pay the
settlenent anount to the developers, reserving its right to seek
recoupnent from Madi son in this declaratory judgnent action.

Twn Cty contends that the clains are excluded, relying on
exclusion 3(h) for “Liability arising out of any insured obtaining
remuneration or financial gain to which such insured was not
legally entitled.” The district court held that the |FO

constituted a tax, followng the analysis of Hone Builders.

Further, it found no legislative authority for the tax, and held
that the FOfunds were illegal tax revenues. It therefore applied
exclusion 3(h) regarding financial gain to which the Cty was not

legally entitled.



.
This court reviews the grant of sunmary judgnent notion de
novo, using the sane criteria as the district court, review ng the
evidence and inferences to be drawn therefromin the |ight nost

favorable to the nonnoving party. Hanks v. Transcontinental Gas

Pipe Line Corp., 953 F.2d 996, 997 (5'" Gir. 1992).

W agree with the district court that the underlying claim
falls under policy exclusion 3(h),! as the | FO was an unaut hori zed
tax and illegal “financial gain.” Wile Mssissippi’s Hone Rule
statute provides nunicipalities discretion in managi hg nunicipa
affairs, it also addresses the [imted power of a city to tax:

(1) The governing authorities of every municipality of
this state shall have the care, managenent and control of
the nmunicipal affairs and its property and finances. In
addition to those powers granted by specific provisions
of gener al | aw, t he gover ni ng authorities of
muni ci palities shall have the power to adopt any

ordinances wth respect to such nunicipal affairs,
property and fi nances which are not inconsistent with the
M ssi ssippi Constitution . . . Code . . . or any other
statute . . . . Except as otherwise provided in
subsection (2) of this section, the powers granted to
governing authorities of nmunicipalities in this section

! Madi son contends that if estoppel applies, we do not need to
address the coverage i ssue, because the insurer’s liability will be
a foregone conclusion. Wile this may be true in principle, it is
not true on summary judgnent, because we are not asked to determ ne
whet her estoppel applies, but only whether a genuine i ssue of fact
exists pertaining to the question of estoppel. As discussed |ater
inPart Ill, we disagree wwth the district court and find that fact
i ssues do exist which are material to the question of estoppel. |If
upon remand a fact finder determnes that the insurer is not
est opped, however, the district court will be faced with the sane
gquestion on the exclusion it has al ready decided. For this reason,
we Wil reviewits decision on the exclusion issue as well.
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are conpl ete without the exi stence of or reference to any
specific authority granted in any other statute or | aw of
the State of M ssi ssippi.

(2) Unless such actions are specifically authorized by

anot her statute or |law of the State of M ssissippi, this

section shall not authorize the governing authorities of

a municipality to (a) levy taxes of any kind or increase

the Il evy of any authorized tax .

M ss. Code Ann. 8§ 21-17-5 (West 2001) (enphasis added).

Even though under subsection (1) the Cty' s powers of self-
gover nance concerni ng nuni ci pal finances do not depend on any ot her
statutory grant of authority, subsection (2) provides the
excepti on: a nmunicipality’s power to levy a tax requires a
“specific[] authoriz[ation] by another statute or law.” M ss. Code
Ann. 8§ 21-17-5. None existed for this I[FO Under a plain reading
of this statute, we reject the Cty's contention that it had
authority to enact an | FO as part of the Hone Rule Act.

W reject the Cty's further contention that the power to
enact the IFOis inpliedly granted by the | egislation as a neans to
an end, or is incident to specific grants of authority to provide
services, hospitals, and the like.? The power to |l evy taxes is not

enbraced in a general grant of power such as police power. Pitts

v. Mayor of Vicksburg, 72 Mss. 181, 16 So. 418, 419 (1894). Nor

will we characterize the inpact fees as a regulatory fee rather

than a tax, as Madi son urges us to do, to avoid application of the

2 This Court denied the City's notion to certify the question
whet her a M ssissippi nmunicipality can lawfully enact and enforce
a devel opnental inpact fee ordi nance.
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plain terns of the Hone Rul e Act. Madi son has not chal |l enged the
factual basis for the district court’s characterization of this |FO
as a classic tax.

Since the ordinance created a tax, and the Cty |acked
specific authority to inpose such a tax, the collection of nonies
thereunder fits squarely wthin exclusion 3(h).

L1l

Madi son contends in its counterclaimthat Twin Cty shoul d be
estopped fromdenying liability under the policy because of various
clains handling violations and breach of the duty to defend.® Wen
sued by Hone Builders for the underlying clainms, Mdison nade a
demand upon Twin Gty for defense and i ndemmity, assum ng the suits
were covered under the errors and om ssions liability policy. Upon
notification of the clains, Twwn Gty appointed Daniel, Coker |aw
firmas counsel for Madison, with a reservation of rights. Terry
Levy of Daniel, Coker defended the clains by Hone Buil ders agai nst
the Gty in both the federal and state actions. Wen an insurer is
def endi ng under a reservation of rights, “a special obligation is
pl aced upon the i nsurance carrier” because of the built-in conflict

of interests. Moeller v. Anerican Guar. & Liab. Ins. Co., 707 So.

2d 1062, 1069 (M ss. 1996).

3 As part of a settlenent, Madi son waived all extra-contractual
damages against Twin Gty (but not third-party defendants,
di scussed later). The only issue on the counterclaimis whether
the of fending actions estop Twwn City fromdenying liability under
t he policy.



I n support its estoppel claim Madison points out the conflict
of interests between itself and the insurer, in that Levy wanted
coverage for his client the Cty, and Twn Cty seeks to avoid
cover age. Levy reported to both Madison and Twin Cty' s clains
adj usters about defense of the matter. Madison contends that Twi n
City inproperly utilized privileged information from Levy’'s claim
file to develop Twin City’'s position of non-coverage.

The district court concluded that, as a mtter of |aw,
estoppel cannot expand coverage in the face of an otherw se
applicable policy exclusion. We di sagree. Wien the alleged
m sconduct of the insurer concerns the duty to defend, the insurer
may be liable despite an exclusion otherw se applicable. Upon
w t hdrawal fromthe defense of an action, for exanple, an insurer
may be estopped from denying liability under a policy, if its

conduct results in prejudice to the insured. Southern Farm Bureau

Cas. Ins. Co. v. Logan, 238 Mss. 580, 119 So. 2d 268, 272 (1960).

Even if the insurer would not have been |iable had it not assuned
the defense in the first instance, it my becone liable for
W t hdr awi ng, because the assunption of the defense may give rise to
a duty to continue with the defense. Id., 119 So.2d at 272
Additionally, a breach of the duty to defend renders the insurer
liable to the insured for all danmages, including in a proper case

t he amount of the judgnent rendered against the insured.?

4 Appl eman di scusses a nunber of concepts of wai ver and est oppel
in the context of insurance policies, see generally 8 Eric MIIs
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Madi son’ s cl ai mabout conflict of interests may give rise to
estoppel or liability for breach because it concerns the duty to
defend. “A law firm which cannot be one hundred percent faithful
to the interests of its clients offers no defense at all.”
Moel ler, 707 So.2d at 1071.

The Gty of Madison conplains that the reservation-of-rights
letters were insufficient. Twn Cty's first two letters to
Madi son did not identify Twin Cty at all but reserved rights to
“Hartford Insurance Co.” Wiile the letters recited certain
al l egations of the conpl aint and a nunber of policy exclusions, the
only remark about exclusion 3(h) anong the list of exclusions in
the letters was: “to the extent which the conplaint asserts unjust

enrichnment by the defendants at the expense of the plaintiffs,

Hol nes, Hol nes’ Applenman on Insurance 2d 8 50.9 (1998), and it is
true that sonme if applied will not expand coverage in the face of
a clear exclusion. 1d. at 242 (“The doctrine of equitabl e estoppel
is not available to bring within the coverage of an insurance
policy risks that are not covered by its terns or that are
expressly excluded therefrom”); see also Glley v. Protective Life
Ins. Co., 17 F.3d 775 (5'" Gr. 1994) (insurer’'s letter to an
insured that coverage would begin for her son does not waive or
enl arge the policy which under its terns does not contenpl ate such
cover age) .

The M ssi ssi ppi Suprenme Court provided a useful conparison of two
different analyses of waiver in Hartford Accident & Indemity Co.
v. Lockard, 239 Mss. 644, 124 So.2d 849 (1960). For wai ver based
on an agent’s alleged know edge that the insured used his truck
wth a trailer, the insurer was not estopped to deny coverage and
did not “waive” the clear exclusion of the trailer in the policy.
124 So.2d at 852-55. However, for waiver under the very sane
policy based on different alleged conduct —refusal to defend —a
different analysis applies. Despite the express policy excl usion,
the insurer may becone liable if the insured was “msled to his
hurt or prejudice” by the conduct or representations of the insurer
on which he relied. 124 So.2d at 856.
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Section 3h would serve to exclude coverage for such allegations.”
The reservation of rights was “as to the issues of coverage
identified as well as any ot her issues which we may becone aware of
or which may cone into existence at a |ater date.”

Al t hough these first two reservation-of-rights letters were
delivered shortly after the Honme Builders filed the two | awsuits
agai nst Madi son (Novenber 1995 and Cctober 1998), it was January
2000, with the Hone Builders’ trial less than a nonth away, when
Twn Cty sent a third reservation-of-rights letter which
identified Twin City as the party reserving rights and i nforned t he
insured of its position. This letter stated, “The policy does not
provi de coverage . . . if Madison enacted the [IFQ w thout proper
authority, or if Madi son obtained renmuneration or financial gainto
which it was not legally entitled. Consequently, Twin Gty
reserves its right to deny coverage under Paragraph 3(h) of the
policy.” Further, this letter stated that “based on our present
understanding of the clains, we believe that in the event of an
adver se judgnent agai nst Madi son, any award of damages |ikely would
not be covered by the policy.”

A fact finder mght <conclude that Twin Cty did not
effectively advise Madison of its opinion that any danmages
recovered by the Hone Builders would not be covered until it sent
this letter. If an insurer is defending under a reservation of
rights, “the insured should be imediately notified of a possible
conflict of interest between his interests and the interests of his
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i nsurance conpany so as to enable him to give inforned
consideration to the retention of other counsel.” 7C John Al an

Appl eman, Appl eman I nsurance Law & Practice 8 4694 at 365 (1979).

When an insurer is defending under a reservation of rights, the
carrier “should afford the insured anple opportunity to select his
own i ndependent counsel to |look after his interest.” Moeller, 707
So. 2d at 1070. Here, the reservation-of-rights letters offered no
opportunity to the insured to select its own i ndependent counsel.
Rat her, they referred the “defense of this entire matter” to Levy’'s
firm Wth this evidence Madi son denonstrates an issue for trial,
i.e., whether the notice to the insured of the conflict of
interests was adequate, clear, and tinely.

The evi dence | eaves roomfor conflicting inferences regarding
not only notice to Madison of the conflict of interests and the
right to select its own counsel, but also its alleged consent to
continue with Terry Levy as its defense counsel. Twin Cty asks us

to hold, based on Levy's 27 April 1999 letter® and evidence that

5 Aletter of 27 April 1999 from Levy to the Mayor of Madi son

st at ed: “As we di scussed, under the Meller descision
[sic], since your insurer, is providing the
City a defense but reserving its rights to pay
any indemity for the claim the Gty has the
option to designate its own counsel to defend
the suit at the carrier’s expense. However,
it is our understanding that the Gty believes
it isinits best interest for Daniel, Coker
: to continue the defense of this action.
In light of such, we do not believe there is
any conflict of i nt er est in our firm
representing the Gty in this action. |If you
ever believe that a conflict does exist in our
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Levy conferred with Madison’s city attorney about Moeller, that
Madi son made an i nfornmed decision to continue wth Levy despite the
conflict. Levy s 27 April 1999 letter |eaves fact questions about
t he adequacy of the Moeller notice, because Levy gave his client an
opinion that no conflict existed when a bona fide conflict did
exist. Further, a fact finder m ght conclude fromLevy' s testinony
that he was not aware of the conflict hinself. Accordingly, the
i nference could still be drawn that Mdison did not give inforned
consent under those circunstances.?®

The foregoing mght also support an inference that Twin Gty
effectively withdrew the defense or breached the duty to defend.
Such conduct could give rise to application of equitable estoppel,
preventing the insurer fromdenying liability under the policy, if
Madi son can show that the conduct resulted in prejudice to the

i nsur ed. Sout hern Farm Bureau, 119 So. 2d at 272.

The evidence presents a genuine issue of fact regarding

firms representation of you or you believe we

are not representing the CGCty's interest

regarding this | awsui t to the dty's

sati sfaction, pl ease advise wus of such

imediately so we can make sure that the

City's interest is being properly protected.”
Seal ed ex. N

6 W also reject the notion that Madison's city attorney bore
responsibility for discerning whether a conflict existed. It was
the insurer’s choice to defend under a reservation of rights, and
by choosing to furnish | egal representation for the clains with the
single lawfirm it created a conflict of interest. See Moeller,
707 So. 2d at 1071. The duty is on the insurer, not the insured,
to determ ne whether a conflict exists and to notify the insured.
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prej udi ce, because the very ruling obtained by Levy in favor of the

City in Hone Builders (that the | FOwas a tax) was used agai nst the

City in this coverage dispute. Had it known earlier, the Cty
could have hired its own attorney who mght have foregone the
jurisdictional tax argunent. A reasonable fact finder m ght
believe that Madison relied on Twn GCty’'s conduct in assum ng the
defense and did not know until three weeks before trial that it had
no truly independent counsel. One mght find that Madi son | earned
only within that nonth before trial that its insurer had hired
counsel to defeat coverage, was using Levy’'s work product agai nst
Madi son, and was suing Madi son for the costs of defense’ over the
past five years. Moeller recognized that allow ng an insured the
opportunity to select its own counsel to defend the claim at the
i nsurer’s expense can prevent such prejudice as the i nsurer gaining
““access to confidential or privileged information in the process
of the defense which it mght later use to its advantage in

litigation concerning coverage. Moel ler, 707 So. 2d at 1069

(quoting CH of Alaska, Inc. v. Enployers Reinsurance Corp., 844

P.2d 1113, 1116 (Al aska 1993)).
The facts could permt the inference that Madison relied on

Twn Cty s appoi ntnent of Levy as counsel, was prejudi ced, and has

" Twin City dropped its claimfor the cost of defense early in
t hese proceedi ngs.
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conpensabl e dammages. 8 Viewng the summary judgnent evidence
favorably to Madison, we see the need for a trial, because there
are “genuine factual issues that properly can be resolved only by
a finder of fact because they nmay reasonably be resolved in favor

of either party.” Anderson v. Liberty Lobby, Inc., 477 U S. 242,

250, 106 S. Ct. 2505, 2511 (U. S. 1986). Because these fact issues
are germane to the question whether Twn Cty discharged its duty
to defend or mshandled the claim they nmay provide grounds to
estop Twin City from denying liability. Accordingly, we find
summary judgnent inappropriate on the counterclai mby Mdison.

| V.

Madi son also asserted bad faith clains handling and tort
clains against third-party defendants involved in adjusting
Madi son’s clainms, nanely, Hartford Fire Insurance Conpany (Tw n
City’'s parent corporation), Hartford Financial Services G oup,
I nc., Specialty Risk Services, I nc. (“SRS") (a Hartford
subsidiary), Mchael P. Dandini (a Hartford clains consultant), and
Kimberly J. Chabert (an SRS cl ai ns consultant). Madi son sued these
affiliates of Twin Gty for grossly negligent clains handling

tortious interference with contract, m srepresentation, fraud, and

8 As for the contention that Madi son cannot show a genui ne i ssue
of fact material to damages, Madison’s potential liability herein
for reinbursenent of the $250,000 paid in settlenment to the Hone
Bui | ders constitutes damage enough to defeat summary judgnment. On
the verge of trial Madison asked its insurer to settle within the
policy limts; had it had the confidence in having an i ndependent
attorney, it mght have proceeded to trial and obtained a victory.
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breach of fiduciary duty.

These clains depend in part on the sane evidence Mdison
presents against Twin City on the counterclaim discussed above
Because issues of fact remain, we find sunmary judgnent
i nappropriate for these defendants as well, excepting Hartford
Fi nanci al Services G oup.?®

In addition to the issues of fact concerning breach of the
duty to defend di scussed above, Madi son has denonstrated a nunber
of other issues of fact: whet her Chabert was involved in both
clai ns anal ysis and coverage anal ysis, prejudicing the insured with
a conflict of interests; whether Hartford Fire adequately separat ed
claimhandling responsibility from coverage analysis; whether
Chabert remained silent about a conflict of interests while
devel oping a strategy of noncoverage; whether Chabert ever told
Levy that she and Dandini were involved in coverage, though she
instructed him to send them both status reports containing
confidential information received fromthe client, detrinental to
coverage; whether Dandini relied on confidential information from
Levy’' s status reports to devel op a coverage defense or in deciding
to hire independent coverage counsel; whether coverage counsel
conducted any investigation besides the one perfornmed by Levy;

whet her the entire clains file was forwarded to Phel ps Dunbar to

9 As appel |l ees point out, Mdison waived any cl ai magainst this
defendant by not arguing in its opening brief that it has
denonstrated an issue for trial concerning this defendant.
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formul ate its non-coverage position; whether third-party defendants
relied on Levy's |egal defense against the underlying clains!® to
formul ate a strategy to defeat coverage in this action; and whet her
the timng and content of the comencenent of this action
denonstrated bad faith (clai mng defense costs when Meller plainly
precl udes such recovery).

These facts in dispute |eave a question regarding third
parties’ gross negligence in claimhandling. A fact finder m ght
consider that coverage analysts having unfettered access to
privileged information from appointed defense counsel in the
presence of an wundisclosed conflict support the tort clains
asserted herein. Finding no fact issue suggested as to the
liability of Hartford Fi nancial Services G oup, however, we affirm
the summary judgnent in favor of that third-party defendant.

V.

10 Twin City specifically challenges Madison's ability to show
a genui ne i ssue of fact that anyone relied on Levy’'s status report
or defense strategy. Levy argued in Hone Builders that the | FO was
a tax rather than a fee for federal jurisdictional purposes under
the Tax Injunction Act and won a dism ssal on jurisdictional
grounds. On appeal fromthat dism ssal, this Court noted Madi son’s
contention that the ordinance fit squarely within the neani ng of
“tax” as contenplated by the Tax Injunction Act. Hone Builders,
143 F.3d at 1010. Al t hough this Court noted that we were not
deci ding for purposes of other statutes or litigation whether the
| FO constituted a tax or fee, 143 F.3d at 1011 n.12, it is
abundantly clear that the district court found the tax/fee
distinction in Hone Builders instructive for state |aw purposes,
and concluded, like Hone Builders, that the IFO was a tax not a
fee. To that extent a fact finder mght conclude that Mdison s
very argunent in those proceedi ngs becane the basis for a ruling
against it in this coverage dispute.
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The City’s notion to recuse having been filed in the district
court after this appeal was noticed, the question of recusal is not
before this Court.

VI .

Fact issues surround the questions whether Twn Gty and
affiliates notified Mudison of the <conflict of interests,
sufficiently offered Madi son the right to Meller counsel, or used
confidential information or Levy's argunents (nmade earlier on
behal f of Madison) against Madison in this action. Summary
judgnent is not appropriate on the liability issue, because Twi n
Cty may be estopped by its conduct from denying liability.
Factual issues preclude summary judgnent on the clains against
third-party defendants as well, wth the exception of Hartford
Fi nancial Services G oup. Accordingly, the judgnent of the
district court is affirnmed in part as to the exclusion and summary
judgnent in favor of Hartford Financial Services Goup, reversed in
part, and the matter is renmanded.

AFFI RVED | N PART, REVERSED | N PART, and REMANDED.
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