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SUMMARY

The Iowa Supreme Court considered whether an insured defended under a reservation of rights
breached policy duties by entering into a stipulated judgment and settlement over the insurer's
objection. The court held that if the insurer wrongfully rejects a fair and reasonable settlement demand
within policy limits, the insured may settle on terms protecting against personal exposure without
forfeiting coverage. The court reversed summary judgment for Iowa Mutual and remanded because the
record was insufficient to determine whether the insurer had breached its contractual settlement
obligations.
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PROCEDURAL POSTURE The estate appealed from the district court's grant of summary
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stipulated wrongful-death judgment under an insurance policy.

STANDARD OF REVIEW Summary judgment is reviewed for correction of errors at law.
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PRECEDENTIAL VALUE Published opinion; binding Iowa Supreme Court precedent.
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QUESTIONS PRESENTED

1. Whether an insured defended under a reservation of rights breaches policy duties and forfeits coverage
by entering into a stipulated judgment with the claimant over the insurer's objection.

2. Whether the insurer's defense under a reservation of rights constituted a breach of the insurance contract.

3. Whether the insurer's commencement of a declaratory judgment action concerning coverage constituted
a breach that released the insured from policy conditions.

4. Whether the insurer breached its contractual obligations by refusing to accept a fair and reasonable
settlement demand within policy limits.

5. Whether summary judgment for the insurer was proper on the record before the district court.

HOLDINGS

1. An insurer does not breach the policy merely by defending an insured under a reservation of rights. An
insured may not enter an unauthorized settlement solely because the defense is provided under a
reservation of rights when the insurer has not otherwise breached the contract.

2. An insurer's initiation of a declaratory judgment action to determine coverage does not, by itself, breach
the insurance contract or release the insured from policy conditions, even when the coverage issue may
overlap with an issue in the underlying tort action.

3. When an insurer provides a defense under a reservation of rights and rejects a fair and reasonable
settlement demand within policy limits that a reasonable and prudent insurer would pay, the insured may
consummate the settlement on terms protecting the insured from personal exposure without forfeiting
coverage.

4. Summary judgment for Iowa Mutual was premature because the record did not establish the course of
settlement negotiations or the insurer's involvement sufficiently to determine whether it wrongfully
rejected a fair and reasonable settlement demand.

KEY QUOTATIONS

“At the point in time that the insurer is faced with a fair and reasonable settlement demand that a reasonable
and prudent insurer would pay, the insurer must either abandon its coverage defense and pay the demand or
lose its right to control the conditions of settlement.” (at 644)

“We hold, therefore, that when an insurer provides a defense under a reservation of rights and rejects a fair
and reasonable settlement demand that a reasonable and prudent insurer would pay, the insured is free to
consummate the settlement on terms that protect the insured from any personal exposure.” (at 645)

FACTUAL BACKGROUND



Leo Kelly was killed while repairing a farm implement owned by Philip McCarthy, who was insured by Iowa
Mutual under a farm liability policy. Iowa Mutual disputed coverage under an employee exclusion and defended
McCarthy under a reservation of rights. While the coverage appeal was pending, McCarthy and the estate
entered into a stipulated judgment for $507,500, with the estate accepting $7,500 and agreeing to collect the
remaining $500,000 only from the insurance proceeds. Iowa Mutual objected to the settlement, and the estate
later sought payment of the remaining judgment from Iowa Mutual.

PROCEDURAL HISTORY

Iowa Mutual initially filed a declaratory judgment action asserting that an employee exclusion precluded
coverage. The district court ruled that Leo Kelly was the insured's employee as a matter of law, but the Iowa
Supreme Court reversed and reinstated the jury's verdict that coverage existed. While that appeal was pending,
the insured and the estate entered into a stipulated settlement over Iowa Mutual's objection. The district court
then granted Iowa Mutual summary judgment on the ground that the settlement breached policy conditions and
forfeited coverage. The Supreme Court of Iowa reversed and remanded because the record was insufficient to
determine whether Iowa Mutual wrongfully rejected a fair and reasonable settlement demand.

DISPOSITION

reversed_and_remanded

REMAND INSTRUCTIONS

The district court must conduct further proceedings consistent with the opinion, including determining from an
adequate record whether Iowa Mutual wrongfully rejected a fair and reasonable settlement demand and whether
the stipulated settlement was fair and reasonable. The parties may file properly supported motions for summary
judgment on remand.
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