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Policyholder’s Defective Products Into
Third Party Property

by Lorelie 5. Masters & Richard P. Lewis
Coverage for damages stemming from “incor-
poration” of a policyholder’s allegedly defec-
tive product into third-party property under the
1973 comprehensive general liability insurance
policy form.
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by Raymond Coates & Thomas E. Mulvihill

In Montrose v. Admiral Ins. Co., the California
Supreme Court adopts a “continuous trigger of
coverage” in cases involving continous and
progressive third party damage claims, and
resiricts the “loss in progress” doctrine.
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by Joyce F. Mocek

Policyholders seek coverage for environmental

claims under the personal injury provisions of
their comprehensive general liability policies.

46 Casenote: Property Insurers
Need Not Defend Insured Against

Letter from EPA
by Richard M. Kuntz

The Illinois Supreme Court has ruled in Lapham-
Hickey Steel Corp. v. Protection Mutual Ins. Co.

Wrong Turns on the
Three Way Street:
Dispelling Nonsense
About Insurance
Defense Lawyers

by Charles Silver & Michael Sean Quinn

¢ GK ids say the darnedest things,” was Art Linkletter’s

famous phrase. He might have added, “Adults
say the darnedest things, too.” Especially when the topic
is lawyers. Errors abound in public discussions of
lawyering and civil justice. Politicians seeking votes
have incentives to distort the truth, so we expect all sorts
of falsehoods from them.! We also expect lay persons to
make innocent mistakes. Being unschooled in our pro-
fession, they naturally misunderstand our roles and our
obligations. One reason why we have professional re-
sponsibility law is to protect the laity from suffering be-
cause of their ignorance of the practice of law.

One expects both rectitude and sophistication from
lawyers who talk about lawyering. Alas, the world is
endlessly disappointing. Lawyers serving as judges, as
members of state bar advisory committees, as represen-
tatives of the American Bar Association, and as report-
ers on and industry liaisons to the American Law

-Institute’s project on the law governing lawyers have

made assertions about the professional responsibilities
of insurance defense lawyers which are completely false
and that reflect deep misunderstanding of the issues. Be-
cause these lawyers hold prestigious positions, their mis-
takes are not to be ignored. Already, some of these er-
rors are being recited as propositions of law. If they
work their way deeply into the fabric of the law, they

{continued on page 4)




Dispelling Nonsense

(Continued from page 1)

will be difficult to isolate and extract. Worse, they
will render the law increasingly irrational over time.
Mistakes about defense lawyers’ professional ra-
sponsibilities will infect and endanger cognate ar-
eas of law, including insurance law governing an
insurance company's right to control the defense
of the insured, evidence law governing the attor-
ney-client privilege, and bad faith law governing a
company s liability for defense counsel’s mistakes.?
Issues lying at the intersections of all these bodies
of law regularly arise when defense lawyers’ pro-
fessional responsibilities are questioned.

The errors to which we refer, ail of which were
made within the last two years, rest on a shared
misunderstanding about attorney-client relation-
ships. The errors all occurred because the com-
mentators thought they were entitled to determine,
once and for all, whether an attorney-client rela-
tionship exists between defense counsel and an in-
surance company. On reflection, it is abundantly
clear that they had no standing to make that deter-
mination. The law in every jurisdiction is that at-
torney-client relationships are consensual.* Such
relationships arise when a client asks a lawyer to
serve as an agent for the provision of legal services,
and the lawyer agrees. Whether an attorney-client
relationship exists, turns on facts. The crucial fact
is the parties’ shared intention, as expressed in an
agreement or course of dealing, to create a rela-
tionship in which they stand as attorney and client.
If commentators remain mindful that parties, not
commentators, determine whether attorney-client
relationships exist, they will better understand de-
fense lawyers’ professional obligations.

ﬁ Professor Charles Silver, Cecil D. Redford Pro
fessor, University of Texas School of Law, is Co-
Reporter on a Special Project on the Professional Re-
sponsibilities of Insurance Defense Lawyers sponsored
by the International Association of Defense Counsel
(IADC} and the Defense Research Institute (DRI). He
has received funding from these organizations for re-
lated work and gratefully acknowledges their support,
The views expressed in this article have not been ap-
proved by the IADC or the DRI and cannot be attrib-
uted to the organizations or their members, past,
present, or future. Michael Sean Quinn is a visiting
professor at the University of Texas School of Law. He
is a former partner in the Dallas office of the law firm
of Zelle & Larson, where he regularly handled insur-
ance bad faith cases.

The mistakes we will take up appear in diverse
places: a column in the ABA Journal; an advisory
opinion issued by the California State bar; two cases
from different Texas courts of appeals; an article in
Texas Lawyer; and a decision of the Supreme Court
of Tennessee. The diversity of the outlets indicates
that we are dealing with the tip of an iceberg. Mis-
understandings about defense lawyers’ professional
responsibilities undoubtedly exist nationwide. It
is important to set the record straight.

Part I: Going the Wrong Way
Down a Three-Way Street’

The professional responsibilities of insurance
defense lawyers have received a fair amount of at-
tention lately in the legal press. For example,
“Three-Way Street,” a column by Joanne Pitulla,
appeared in the August 1995 issue of the ABA Jour-
nal.* Pitulla is assistant ethics counsel in the ABA
Center for Professional Responsibility, and her col-
umn usually is a source of reliable information about
professional responsibility law. However, in this
particular instance she makes remarkable and in-
supportabie claims about the tripartite relationship
involving an insurance company, defense counsel,
and an insured.

Pitulla’s first mistake was giving the wrong an-
swer to the question, Whom does defense counsel
represent? *““The majority view,” she wrote, “is that
the insured is the sole client even though the in-
surer retains the lawyer and foots the bill. . .. Most
courts hold that the lawyer owes contractual or fi-
duciary duties to the insurer but not the duties of
lawyer to client,” That is not, and has never been,
the majority rule, As William T. Barker, one of the
leading lawyer-commentators on insurance issues,
observes, “[t]he overwhelming consensus of the
jurisdictions that have addressed the issue is that
‘(i)nsurance defense counsel routinely and neces-
sarily represent two clients: insurer and insured.’ ™
A recent report of the Professionalism Committee
of the Tort and Insurance Practice Section of the
American Bar Association agrees with Barker on
the point.> Apparently, Pitulla formed a mistaken
impression after reading Atlanta International In-
surance Co. v, Beil, a Michigan Supreme Court
decision she discussed in her column that denied
the existence of an attorney-client relationship be-
tween the lawyer and the carrier. Bell is “an
anomaly in American law,” as the authors of the
leading treatise on legal malpractice point out.’
Most jurisdictions that have decided cases embrace
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what we will call the two-clients view, according
to which insurance defense counsel routinely rep-
resents both the company and the insured.®

The two-clients view also rests on a far firmer
analytical foundation than the minority one-client
approach. Under prevailing law, the right to de-
fend provided for in the insurance contract entitles
the company to control the defense of the liability
suit, absent a conflict of interest sufficient to de-
prive the company of that right° The company
makes all litigation calls a defendant ordinarily
makes. It hires and fires defense counsel, manages
the process of discovery, and decides litigation strat-
egy. As Barker points out, “[t]he usual liability
policy language grants the insurer whatever right
the insured would otherwise have to direct counsel
in the conduct of the litigation,””® However, to
control defense counsel effectively an insurance
company must be a co-client. As a co-client, it has
every right to instruct the lawyer who represents it
in the conduct of the joint representation. As a non-
client, a company could not effectively control de-
fense counsel because the law of professional re-
sponsibility greatly restricts the extent to which a
lawyer may take instruction from a third-party
payor.!! Obviously, by definition and well-estab-
lished law, third-party payors are never clients.
Because attorney-client relationships are contrac-
tual, it makes sense that a company, when retain-
ing defense counsel, would make itself a co-client
and thereby put itself in a position to exercise its
contractual right to defend the lawsuit against the
insured. Otherwise, a company would be unable
to protect its financial stake in the litigation. In the
majority of all cases where liability insurance is
involved, the insured-defendant is fully covered for
the loss. In all such cases, as a matter of practical
economics, only the insurance company has any
exposure.

Another misstatement is Pitulla’s assertion that
defense counsel must represent the insured’s inter-
est as if the insured hired counsel directly. While
insurer and insured share common interests, they may
diverge at any point—over settlement, for example.
Insurance “defense counsel must act in the best in-
terests of the insured even if this compels opposing
the insurer regarding procedure or strategy.”"*

The first and third sentences quoted are mislead-
ing or false. Defense counsel does not and should
not act as an insured’s personal counsel would. For
one thing, defense counsel does and should take
instruction from the company, not the insured. For
another, defense counsel (usually) does not and

never should advocate the insured’s interests when
a conflict arises between the company and the in-
sured. Itis black letter law that a lawyer who jointly
represents two clients cannot subordinate the inter-
ests of one client to those of another, without ob-
taining the informed consent of (at least) the client
who stands to be harmed.'? It follows that a lawyer
who represents both a company and an insured can-
not take a side in a dispute between the two, with-
out express authorization from at least the client
who stands to be harmed.

Some authorities try to finesse this dispositive
point by contending that the insured is the primary
client whom defense counsel must favor in conflict
situations. Statements to this effect that appear in
decided cases are dicta, however, and the view itself
is an insupportable deviation from nearly-universal
norms of professional responsibility law.* The no-
tion of a “primary client” has no concrete meaning
under professional responsibility law, which puts all
co-clients on an equal footing absent an agreement
that a particular co-client is to be preferred. Because
“primary client” is a meaningless locution, its use
should be discontinued.

Pitulla’s remarks concerning settlement conflicts
are perhaps the most alarming of her errors. Taken
at face value, her words imply that defense coun-
sel, when making settlement recommendations,
must argue the position most beneficial to the in-
sured whatever the merits of settling or the impact
on the company may be. It is hard to imagine what
led Pitulla to think defense counsel’s job is to beat
up the company at the company’s expense for the
benefit of the insured. In our experience, insur-
ance companies retain defense lawyers to beat up
liability claimants, not to beat up themselves, and
to provide objective advice concerning settlement
values and the merits of the surviving liability
claims. How does Pitulla think insurance compa-
nies would react if they could not trust defense law-
yers to provide unbiased advice? It is obvious to
us that they would handle settlement issues in-
house, which they have every right to do, remov-
ing defense counsel from the loop.”* It seems un-
likely that this development would help insureds,
and there is no obvious reason to encourange in-
surance companies to handle settlement via their
own personnel.

The deeper point here is that the parties to the
retainer agreement decide what tasks the lawyer will
perform in the representation.'* Will the lawyer
(or someone else) handle settlement? Will the law-
yer (or someone else) conduct discovery? Will the
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lawyer (or someone else) appear in court? Just as
the parties to a retainer agreement decide who the
lawyer’s clients are to be, they also fix the scope of
the lawyer’s undertaking, thereby determining the
range of services the lawyer must provide. This,
again, is black letter professional responsibility
law."” It follows that the party retaining defense
counsel determines whether defense counsel is to
have any role in settlement and, if so, what that
role is to be. In our experience, the party that hires
defense counsel, the primary insurer, normally as-
signs counsel the task of providing accurate, unbi-
ased settlement advice. It makes sense to employ
defense counsel this way. Defense counsel will
know the case, will have a reservior of settlement
experience, and will have a point of view that, to
some extent at least, is independent of both the
company and the insured.

But if they are non-clients, they
must sit on the sidelines like
other thivd-party payors (such
as employers, parents, friends,
or drug lovds who hire lawyers
1o represent, respectively,
employees, childven, friends, or
mules), and defense lawyers
must follow only instructions
received from insureds.

Pitulla is far from the only authority on profes-
sional responsibility law to have made incorrect
statements about defense lawyers’ obligations in
the legal press. Not long ago, in an interview with
Texas Lawyer, Geoffrey Hazard, the Director of the
American Law Institute and the driving force be-
hind the Institute’s effort to restate the law govern-
ing lawyers, made several stunning remarks. He
also treated the fundamental question, “Ts or is not
the company a client?,” in an extraordinarily flip-
pant way. Hazard’s statements, as quoted in Texas
Lawyer, appear in full below.

A lot of insurance companies want (the Re-
statement [of the Law Governing Lawyers})
to say that they are clients, too because if
they're not treated as client, the law in some
states says they can’t sue for malpractice. But
to me, that's a non sequitur— there are con-

tractual duties owed by the attorney to the
insurance company, and if you [the lawyer]
screwed up, why should you [the lawyer] be
immune just because you [the insurance com-
pany are] not called a client? ., . [W]hat I'm
telling them is that our analysis is based on
the premise that there are duties owed by an
attorney, and an insurance company can sue
for malpractice even if they’'re not a client.

- And if there are states where the law would
make that difficult to do, then call them ‘the
other client’ if you have to.'t

The italicized language is scandalous. Calil the
insurance company a client if need be to support a
malpractice claim? Does not the connection run in
the opposite direction? Determine if the company
is a client and, if it is, let it sue for malpractice.
Client status is acquired at the outset of a represen-
tation by mutual agreement. Even the ALI's Re-
statement of the Law Governing Lawyers agrees
that is so. Section 26 of the Restatement provides
as follows. '

A relationship of client and lawyer arises
when: :

(1)A person manifests to a lawyer the person’s
intent that the lawyer provide legal services
for the person; and

(2)(a) The lawyer manifests to the person con-
-sent to do so or (b) fails to manifest lack of
consent to do so, when the lawyer knows or
reasonably should know that the person rea-
sonably relies on the lawyer to provide the
services, or (c) a tribunal with power to do so
appoints the lawyer to provide the services.!?

Given the connection the Restatement draws be-
tween client status and the parties' agreement to
establish an appropriate relationship, Prof. Hazard
ought not peddle the nostrum that a judge can freely
slap the label “client” on a non-client who wishes
to assert a malpractice claim.

Furthermore, it is important to know whether a
company is a client for other reasons. Insurance
companies rarely sue defense lawyers for malprac-
tice, but they instruct lawyers who are defending
lawsuits every day. Are they entitled to tell de-
fense counsel what to do? If they are clients, it is
clear that they are. But if they are non-clients, they
must sit on the sidelines like other third-party payors
(such as employers, parents, friends, or drug lords
who hire lawyers to represent, respectively, employ-
ees, children, friends, or mules), and defense law-
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yers must follow only instructions received from
insureds. Such an arrangement would make it ex-
ceedingly difficult for companies to administer
cases and would greatly impair their ability to hold
down defense costs. And what about the attorney-
client privilege? Does control of that privilege rest
(in part) in the company’s hands? If the company
is a non-client, then, under prevailing law, the in-
sured can waive the attorney-client privilege with-
out the company’s consent.®® Imagine the impact
that would have in cases where insureds assign
claimants the right to sue their insurance carriers
for bad faith.

It is easy to see why insurance companies, law-
yers, and insureds do not share Prof, Hazard’s per-
ception that the debate over the company’s status
is an “obscure and somewhat arcane controversy,”
to be treated cavalierly. Perhaps it overstates the
case to say that insurance drives tort litigation, but
it is surely true that insurance and tort litigation
substantially interpenetrate. It is also true that k-
ability insurers spend hundreds of millions of dol-
lars every year defending lawsuits brought against
their insureds. These same companies spend bil-
lions of dollars paying claims. The two classes of
expenditures interact. From an economic point of
view, it makes no sense to deny insurers control
over their expenses and their risks. Law must ac-
cord with sound, sensible social practice.

In the real world, where insurance companies are
battling liability claimants, defending most cases
unreservedly, defending some cases under reserva-
tions of rights, struggling to obtain the cooperation
of insureds, making close settlement calls, hiring,
instructing, firing, and (occasionally) suing defense
lawyers, defending bad faith claims, and fighting
to contain costs, the issue Prof. Hazard treats so
jocularly matters greatly. This is why the inter-
ested parties know how important it is to apply the
label “client” correctly. What is difficult to under-
stand is why Prof. Hazard thinks the issue matters
so little. As the Restatement of the Law Governing
Lawyers points out,

Many legal requirements tumn on the distinc-
tion between clients, to whom lawyers owe
many duties, and nonclients, to whom they
owe few duties. [t is therefore vital to know
when someone is a client, and when not.2

The divide between clients and non-clients is
fundamental to professional responsibility law.
Privity, to use the language of another day, is not
dead. To the contrary, it lives and, in some juris-

dictions, it is even frisky. It is little short of amaz-
ing that a leading authority on professional respon-
sibility and a collaborator on the Restatement should
need reminding of that.

Part Il: Stare Indecisis—What
Is the Law of Texas Anyway?

Another statement in the Texas Lawyer worth
noting was Robert O’Malley’s assertion that “Texas
law clearly takes the view ... that [defense counsel’s)
sole duty is with and to the insured.”® O’Malley is
Vice Chairman and Loss Prevention Counsel of the
Attorneys Liability Assurance Society. He is also a
leading player in the politics surrounding the increas-
ingly controversial Restaternent, and he is the au-
thor of an article often cited in support of the one-
client view.?* His statements concerning a
jurisdiction’s law are worth considering and, in fact,
two recent opinions out of two different Texas courts
of appeals bear him out. The cases are State Farm

~ Lloyds Insurance Company v. Maldonado® and

Bradtv. West,* both decided last year. Can it be that
Texas, our home jurisdiction, is a one-client state?

No, it cannot be, To the contrary, Texas juris-
prudence assumes that a defense lawyer has two
clients, the company and the insured. The leading
Texas opinion is Employers Casualty Company v.
Tilley.” Indeed, Maldonado and West purport to
rely upon Tilley in reaching the one-client conclu-
sion. The trouble is, both courts of appeals mis-
read Tilley, which was expressly premised on the
two-clients view. Texas adheres to the majority rule.

In Maldonado, the insured asserted that because
his lawyer, whom State Farm Lloyds retained to
defend him, recommended settlement of the liabil-
ity claim, the insurance company was negligent in
declining to settle. The court of appeals rejected
this assertion, stating that it

overlooks the fundamental principle that {the
lawyer's] client was [the insured,] not State
Farm, [The lawyer] was State Farm’s agent
in the sense that negligence by him would have
been imputed to State Farm in certain circum-
stances. But it does not follow that [the law-
yer] was State Farm's agent in the sense that
his opinions about settlement bound the com-
pany. On that issue [the lawyer] was acting
for the insured. [The lawyer's] duty was to
protect the insured’s interests, and in
pursuance of the duty he tried valiantly to
settle the case. But in urging settlement he
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was acting on behalf of the insured and not
the insurer who hired him.*®

Although the court of appeals came to the right
conclusion, almost every sentence in the passage
quoted is completely wrong.

Consider the assertion that it is a fundamental
principle of Texas law that the defense lawyer’s sole
client was the insured. In support of this statement,
the court of appeals cited two Texas Supreme Court
cases, American Physicians Insurance Exchange v.
Garcia® and Tilley. Neither case endorsed the prin-
ciple the court of appeals identified. In a footnote,
Garcia stated that a particular lawyer did not rep-
resent & particular insurance company.®® Putting
aside the fact that a footnote is hardly the place to
announce a fundamental principle of law* and ig-
noring the fact that the footnote would be dictum
if it did assert a proposition of law,* in reality, the
footnote contained a statement of fact specific to
the particular case before the Supreme Court. The
footnote did not set out any relevant proposition of
law. The Supreme Court concluded that the attor-
ney did not represent the carrier because the record
showed plainly that the company told the lawyer
he had no authority to speak for the company and
that the lawyer understood the company to be a
third-party payor.®® If anything, the Garcia foot-
note presupposes the two-clients view by assum-
ing that the lawyer would have been the company’s
attorney if the company had authorized him to act
on its behalf. There is nothing, anywhere in Garcia,
which suggests that the insurer could not have au-
thorized the lawyer to spedk for it. Clearly, the
Maldonado court read the footnote incorrectly.

In addition to making a factual claim, the Garcia
footnote also cites Tilley for the proposition that
“an attorney retained by an insurer to defend the
insured owes the insured a duty of unqualified loy-
alty.”** This may sound like an endorsement of the
one-client view, but it is actually a statement of
black letter, multiple-client, professional responsi-
bility law. Any lawyer who represents more than
one client owes a duty of unqualified loyaity to each.
As already mentioned, the duty forbids the lawyer
from subordinating the interests of one client for
the sake of another. The lawyer can pursue only
courses of action which either make both clients
better off or make one better off without harming
the other. Garcia’s reference to Tilley is thus en-
tirely consistent with the two-clients view.

The tendency of commentators and judges to
interpret statements concerning defense counsel’s

duty of unqualified loyalty to the insured as requir-
ing defense counsel to side with the insured in con-
flict situations reflects a misreading of the phrase
“unqualified loyalty.” A lawyer who represents a
single client demonstrates unqualified loyalty to that
client by advocating that client’s interests exclu-
sively. A lawyer who represents multiple clients
demonstrates unqualified loyalty to each client by
refraining from pursuing any course of action that
is expected to make any client worse off. Under
professional responsibility law, the content of the -
duty of unqualified loyalty a lawyer owes a client
depends on whether the lawyer has multiple clients
or only one,

Now turn to Tilley itself. There, the lawyer de-
fended the insured for 18 months without reveal-
ing that he was also helping the company build a
case for denying coverage on grounds of late no-
tice. The Texas Supreme Court found this conduct
inappropriate, reasoning that because the lawyer
represented the insured, he owed the insured un-
qualified loyalty and could not work adversely to
the insured without the insured’s informed con-
sent. This holding is unexceptionable. To con- .
clude as it did, the Tilley court did not need to, and
did not in fact, deny that the insured’s defense law-
yer also represented the insurance company. No
violation of a duty owed to the company was al-
leged. The court had simply to apply the rule that
a lawyer who represents two clients cannot subor-
dinate the interests of Client 1 to those of Client 2
without the informed consent of Client 1.

Tilley could not express more clearly the
majority’s belief that the lawyer had two clients.
First, the majority explicitly analyzed the case un-
der professional responsibility rules that apply to
multiple-client representations.*® Second, the Tilley
majority relied extensively on the Guiding Prin-
ciples promuigated by the National Conference of
Lawyers and Liability Insurers of the American Bar
Association.”’ The Guiding Principles endorse the
two-clients view, identify the insurance company
as the client in charge, and anticipate that defense
counsel will zealously protect the company’s finan-
cial interest in the liability suit.*® Third, the major-
ity rejected the position of Justice Johnson, who
wrote separately that defense counsel’s only client
was the insured.”® Fourth, the majority held the
insurance company accountable for the lawyer’s
misconduct because the company controlled the
lawyer.®® Had the majority thought the company
was a non-client, it would have had to deal with
the problem, raised in Justice Johnson’s concur-
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rence, that Texas professional responsibility law
prohibits a lawyer from taking instruction from a
third-party payor." As it was, the majority saw no
need to address this issue.

In reality, then, Maldonado’s so-called “funda-
mental principle” is at odds with Texas law.® Nei-
ther Tilley nor Garcia provides any basis at all for
asserting that Texas is a one-client state. Tilley sup-
ports the contrary principle that normally defense
counsel has two clients. Garcia says only that the
lawyer did not represent the insurance company in
that case and, by saying that, presupposes that the
lawyer would have represented the company as well
as the insured had he been authorized. Both cases
comport with the real fundamental principle of
Texas law, which is that private agreements, not
courts, determine how many clients a lawyer is to
represent.*’ When an insurance company and a law-
yer agree that the lawyer is to represent both the
company and the insured, the lawyer has two cli-
ents, When they agree that only the insured is to
be represented, the lawyer has only one. The an-
swer to the question, Whom does defense counsel
represent?, is that simple.

The Houston Court of Appeals, which decided
Bradt v. West,* also got the law wrong. In West, an
obstreperous litigant sued opposing counsel for
moving to hold him in contempt and at the same
time sought recovery from the insurance carriers
who retained the lawyers, The Houston court had
nothing but contempt for this appeal, and said so
by quoting the poet George Herbert, “the worst of
law is that one suit breeds twenty.”** Nevertheless,
the court discoursed at length on the legal relation-
ships obtaining among defense counsel, the insured,
and the defending insurers:

There is no attorney-client relationship be-
tween an insurer and an attorney hired by the
insurer just to provide a defense to one of the
insurer’s insureds. Even though such an at-
torney is typically selected by the insurer, paid
by the insurer, and periodically reports to the
insurer about the progress of the case against
the insured, the facts do not mean that the in-
surer is the client. In the context of insur-
ance, the client is the insured. It is the in-
sured to whom the attorney owes his alle-
giance in such cases, and the insured’s inter-
ests that he represents. There is no attorney-
client relationship between [defense counsel]
and the [insurance] company [providing the
defense].*

Tilley is the only Texas case the court of appeals
cited in support of this remarkable statement. We
have already shown that Tilley is solidly and un-
ambiguously a two-clients case. Hence, West flies
in the face of authority from the Texas Supreme
Court. Section 26 of the Restatement, quoted above,
also makes mincemeat out of this language from
West. According to § 26, a lawyer-client relation-
ship exists if a lawyer and another person agree
that the lawyer shall, and the lawyer in fact does,
provide legal services to that person. No one with
the slightest knowledge about litigation and its
management has any doubt whatscever that defense
lawyers provide legal services to liability carriers
acting for their insureds.

We can easily understand and forgive O’Malley's
mischaracterization of the law of a particular state,
even one as important as Texas, O’Malley, who is
from Illinois, cannot be expected to analyze care-
fully every jurisdiction’s caselaw. We strike this
conciliatory note even though Tilley is a nationally
renowned case. It is harder for us to understand
our fellow Texans sitting on the Houston and San
Antonio courts of appeals. Tilley is famous around
these parts. Every defense lawyer we know knows
it by name and is familiar with its holding. Some
keep a copy of the opinion within arm'’s reach of
their desks. Tilley is a two-clients case. Locals
should more accurately state our law. Or, if their
aim is to transform Texas law, they should refrain
from doing so by sleight of hand.

Part lll: The Supreme Court
of Tennessee: Leading the
Charge for Managed
Legal Care

Texas judges are not the only ones who forget
that attorney-client relationships arise by consent.
Every justice on the Supreme Court of Tennessee
suffered the same lapse earlier this year. The occa-
sion for the bout of group amnesia was In re
Youngblood,* where the Court considered whether
professional responsibility law permits an insurance
company to use staff attorneys to defend insureds
in liability suits. In concluding “maybe,” the Court
said many doubtful things, the first of which was
that “{t}he employment of an attorney by an in-
surer to represent the insured does not create the
relationship of attorney-client between the insurer
and the attorney.”* It should be obvious by now
that this is sheer and unwarranted stipulation. Such
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an employment can and usually does create just
that relationship. Attorney-client relationships are
consensual, even in Tennessee.® Therefore, the
parties to the retainer agreement determine whether
the lawyer will represent the company as well as
the insured.

Another unwarranted assertion in Youngblood is
the statement that a lawyer representin g an insured
in a liability action owes the insured the same loy-
alty “whether the attorney is employed and paid by
the [insured], is a salaried employee of the insurer,
or is an independent contractor engaged by the in-
surer.”® Surely the obligations of an insured’s per-
sonal counsel differ from those of a defense lawyer
hired by an insurer. Personal counsel represents
only the insured, obeys only the insured, and pro-
tects only the insured. That is why personal coun-
sel can, does, and should go to bat against the in-
surance company for the benefit of the insured. By
contrast, carrier-hired defense counsel has two cli-
ents, takes instruction from the company, and must
protect both clients. That is why defense counsel
cannot permissibly beat up the company for the
sake of the insured.

Most shocking of all was ihe Court’s utter re-
fusal to consider the economies when deciding
whether to permit staff attorneys to defend insureds.

Petitioners defend the use of employee-attor-
neys as an efficient and economical means of
accomplishing the insurers’ obligations to de-
fend their insureds. Petitioners explain that the
specialization and institutionalization of the bar
which. . .make the economy and efficiency pos-
sible, necessitates [sic] that the regulation of the
profession must be founded on practical reali-
ties as they exist. If the import of petitioner’s
argument is that ethical considerations must be
sacrificed for the sake of economy, that propo-

sition is totally rejected. The loyalty and inde-
pendent judgment required by the Code [of Pro-
fessional Responsibility] are absolute. They are
essential to the integrity and accountability of
the profession and the legal system. If the cost
of legal representation is burdensome, . . .the
profession must look to reforms which do not
threaten the foundation of the profession and
the system of justice !

To say that this view is otherworldly is to under-
state the matter. Clients often try to save money by
hiring (relatively) inexpensive attorneys, by acting
as co-clients of a single attorney, and by limiting
the services attorneys are to provide. Professional

responsibility law allows attorneys to help clients
who want to spend less.”> It permits lawyers to
charge low prices, it rarely requires lawyers to pro-
vide more legal services than clients wish to buy,
and it allows lawyers to represent co-clients. By
insisting that insurance companies provide gold-
plated attorneys to insureds, the Supreme Court of
Tennessee made a pig’s breakfast of professional
responsibility law. The Court also undermined the
integrity of insurance law. For the better partof a
century, insurance companies have satisfied the duty
to defend by providing lawyers who represent the
company and the insured,” and they have done so
in keeping with lawyers’ professional norms.™
Now, when a conventional defense lawyer is re-
tained to handle a matter in Tennessee, the insur-
ance company may breach the duty to defend and
the lawyer may violate the duty of loyalty to the
insured.

Even worse than the court’s departure from
long-standing doctrines is the extraordinary mes-
sage the passage conveys. Send in the gold-plated
lawyers, and hang the expense! Any price must
be paid to preserve the foundation of client loy-
alty on which the profession and the system of
justice rest! Can the justices fail to see that law-
yers’ professional freedom is more greatly threat-
ened by spiraling legal costs than by joint-client
insurance representations in which staff attorneys
are employed?*® Did word of the Republican
Revolution not reach Tennessee, or did the jus-
tices think the Attorney Accountability Act and
Common Sense Legal Reforms Act would not
apply to their state? Did the justices sleep through
the debate over national health care? Doctors
nearly lost their professional independence, not be-
cause too many doctors served patients badly, but
because doctors served patients too well. They
emphasized quality of care regardless of cost. As
aresult, they narrowly escaped federal regulation,
and they now seethe under the constraints of man-
aged care,

It is far from fanciful to suggest that lawyers are
next. Already, spiraling legal costs have greatly
impaired policyholders’ ability to buy insurance
coverage for defense costs. Policyholders who once
purchased unlimited defense cost insurance now
obtain coverage tied to the policy limits, so that
every dollar spent defending claims reduces the
amount available for indemnification. Policyhold-
ers provide self-insured retentions that require them
to bear defense costs up to established limits. In-
surance companies serve as third-party administra-
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tors who manage lawyers for insureds. Nationwide
insurance companies bring increasing amounts of
legal work in-house. They sponsor conferences and
research programs aimed at dethroning the billable
hour and developing cheaper, alternative methods
of paying lawyers. They solicit bids from law firms
on blocks of cases and concentrate their work among
a smaller number of firms. They impose rigid bill-
ing requirements and hire accounting firms to au-
dit lawyers’ bills. They support the Republican
agenda of civil justice reform.

Here is a simple truth. Cost control is not the
enemy of substantial justice or client service. Cost
control is an essential feature of responsible
lawyering that must be taken into account by judges
who announce standards with which lawyers must
comply. Judicial demands for gold-plated lawyers
are a dangerous threat to the continued professional
independence of the bar. The days are long past (if
there ever were such days) when insurance compa-
nies could afford to provide every insured a
“Cadillac defense,” no matter how small the claim
or how meritorious the complaint. If judges make
it difficult for lawyers to control costs themselves,
others will be only too glad to subject lawyers to
managed care,

Part IV: They're Still Doing
Drugs in California. How Else
Can Opinion 1995-139
Be Explained?

California Formal Opinion 1995-139 is supposed
to shed light on some important duties defense law-
yers have, including duties regarding information
acquired from an insured that puts the insured’s
coverage in doubt. Unfortunately, the light has a
psychedelic quality. Like the colored lights at a
disco bar that freeze dancers in weird poses, the
opinion creates a strange, distorted picture of the
subject it purports to illuminate.

In California, does defense counsel have one cli-
ent or two? According to Opinion 1995-139, the
answer is one-and-a-half. *Clearly,” the opinion
begins, the “insurer is denominated a ‘client’ by
case law. . .and is substantially affected by the
insured’s matter. But,” it continues, “while [the]
insurer is indeed a client in some respects--the on-
going relationship with the [attorney], the payment
of fees, ete.—it is a client whose rights under case
law are clearly limited.” Limited how?, one natu-
rally asks. According to the opinion, an insurance

company stops being a client when a conflict arises
and is denied any right of access to information com-
municated to the lawyer by the insured.” “[IJf an
insured reveals matters to the attorney in confidence,
and these matters are not intended to be heard by the
insurer, the attorney may not reveal them to the in-
surer, regardless of the relationship between them,”*

Clearly, Opinion 1995-139 forbids a defense law-
yer from communicating to a company confiden-
tial information received from an insured. That
expressly includes information that might lead to a
coverage denial,® Does it include anything else?
The opinion does not say, but its broad language
imposes no obvious limit on the insured’s power to
limit the information defense counsel can convey.
In an automobile accident case, can a married in-
sured insist that defense counsel keep secret the fact
that his mistress was a passenger in the car? Can
the insured require defense counsel to hide the fact
that the insured-driver is a diabetic whose blood
sugar may have been low? Suppose the insured’s
spouse apparently suffered a back injury in the
wreck? If the insured lets slip that the spouse had a
preexisting condition, must defense counsel keep
that information confidential as well? Even though
these bits of information relate to liability and dam-
ages rather than coverage, the opinion’s unquali-
fied language entitles the insured to insist they not
be revealed.®

Opinion 1995-139 gets professional responsibil-
ity law wrong in several respects, First, absent an
express agreement so providing, a representation
does not end when a conflict occurs. A representa-
tion ends when a lawyer completes an assignment,
when a client discharges an attorney, when an at-
torney withdraws, etc.® This comports with the
contractual nature of attorney-client relationships.
“Just as consent is usually a prerequisite to creat-
ing the relationship, the end of mutual consent usu-
ally ends the relationship.”® Termination works
the same way in tripartite relationships. A defense
lawyer acquires two clients by agreement and con-
tinues to have two clients until the representation
ends by one of the recognized means. Thus, an
insurance company remains a client until the com-
pany discharges the lawyer, the lawyer withdraws,
ot the representation is completed. The emergence
of a conflict of interest never converts a client into
a non-client, unless a retainer agreement provides
otherwise. The error regarding the means of termi-
nation completely undermines the Opinion's asser-
tion that the emergence of a conflict automatically
converts a two-client representation into a one-cli-
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ent matter where defense counsel represents only
the insured.

Second, Opinion 1995-139 errs by contending
that, once (and assuming) the company ceases to
be a client, defense counsel can automatically con-
tinue to act for the insured. The prevailing rule is
that when a lawyer representing co-clients “cannot
adequately represent the interests of each party, ...
the lawyer must withdraw and may not thereafter
represent one party against another on the same
matter.”®® Only the informed consent of the former
client can cure the disability. Model Rule 1.9 ex-
pressly requires the consent of a former client be-
fore a lawyer may represent “in the same ... mat-
ter” another client whose interests are materially
adverse to those of the former client.* Similarly,
California Professional Responsibility Rule 3-
310(E) requires the former client to consent if the
lawyer wishes to “accept employment adverse to

-the . ... former client where, by reason of the repre-
sentation of the . . . former client, the [lawyer] has
obtained confidential information material to the
employment.”*

Lawyers might like to be able to handle co-cli-
ent conflicts by dropping one client and continuing
to represent the other, but life is not so easy for
them. Except in rare cases, a lawyer who would
drop a client “like a hot potato™ must obtain that
client’s consent before opposing that client in the
same matter on behalf of someone else.® Lacking
consent, the lawyer must withdraw from both rep-
resentations,

Third, and most importantly, Opinion 1995-139
errs in stating that, absent a prior agreement allow-
ing defense counsel to keep secrets, defense coun-
sel must withhold, or even properly can withhold,
information relevant to liability or damages that also
bears on coverage. As a rule, no co-client can ask
a joint agent to withhold from another co-client
information relating to the subject matter of a rep-
resentation. That is one reason why the attorney-
client privilege does not apply in disputes between
former co-clients who have fallen out. Co-cli-
ents cannot reasonably expect relevant information
to be kept confidential from other co-clients.5
Exceptions are recognized mainly when a prior
agreement permits the joint agent to keep secrets.®

Although few relevant cases have been decided,™
application of the no-secrets rule to insurance de-
fense representations makes sense when the infor-
mation at issue bears on the defense, investigation,
or settlement of the liability suit against the in-

sured.” The insurance contract assigns the company
responsibility for defending, investigating, and set-
tling claims. To help the company conduct these
activities, the contract also obligates the insured to
cooperate by providing relevant information, secur-
ing witnesses, testifying, etc.”? It is therefore rea-
sonable to infer that the company retains defense
counsel with the understanding that counsel will el
the company everything it reasonably needs to know
to make informed defense, investigation, and settle-
ment decisions, including pertinent information re-
ceived from the insured.” No agreement to keep
secret information relevant to these activities can or
should be read into the tripartite relationship.

By requiring defense counsel to withhoid relevant
information, Opinion 1995-139 makes hash of the
structure of the liability insurance contract. The
opinion prevents a company from exercising its
contractual rights by denying the company access
to information held by its agent. The opinion thus
uses professional responsibility law to rewrite in-
surance law. It usurps the role of California’s in-
surance regulators, whose job it is to set the terms
on which insurance can be sold in that state.

Although Opinion 1995-139 suggests otherwise,
California case authority does not require defense
counsel to keep relevant information secret at the
request of the insured. The only California case
Opinion 1995-139 cites in support of the secrecy
rule is American Mutual Liability Ins. Co. v. Supe-
rior Court.™ This is a remarkable use of prece-
dent.”* American Mutual generally endorses the
view that, because the company is a co-client, de-
fense counsel must pass on to the company all in-
formation pertinent to the investigation, defense,
or settlement of the liability suit.” The opinion
does not hold that defense counsel must keep in-
formation secret at the request of the insured. It
merely recognizes the possibility that secrets may
be kept.

{Iit may well be that in the full discharge of
his obligation to his client-insurer, the attor-
ney may communicate to the insurer objec-
tive evaluations of his client-insured, which
are for the consideration only of the client-
insurer in permitting it to discharge its duties
to the insured under the insurance contract.
Similarly there may be confidences indulged
by the insured to the attorney which in turn
are not intended for the insurer,”

It would mock legal reasoning to characterize
the last sentence quoted, an obvious dictum, as a
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holding that requires defense lawyers to keep se-
crets. Yet that is what Opinion 1995-139 does. The
Opinion cites American Mutual for the proposition
that “if an insured reveals matters to the attorney in
confidence, and these matters are not intended to
be heard by the insurer, the attorney may not reveal
them to the insurer.”” This is spin-doctoring, not
lawyering.

The authors of Opinion 1995-139 should have
analyzed the problem of secrecy in the tripartite
relationship by starting with the general rule against
confidentiality in multiple-client representations.
They might then have asked whether a good reason
exists for departing from that rule in insurance de-
fense cases. That is the route we have taken. It
leads us to conclude that, in the tripartite relation-
ship, there is a baseline of open communication of
information bearing on the investigation, defense,
or settlement of liability claims. This is not to deny
that an insured can insist on secrecy, and when an
insured does insist, a lawyer who has the insured
as a client must obey. An agent cannot disobey a
direct instruction from a principal, even if the in-
struction is one the principal has no authority to
give.” But obedience comes at a price: the loss of
the agent’s services by the principal. An instruc-
tion issued in violation of a retainer agreement frees
an agent from the duty of continuing service.®® In
the tripartite relationship, an unauthorized instruc-
tion by the insured to keep information secret
breaches the retainer agreement, terminating the
agency relationship between the defense lawyer and
the insured.

Finally, the contention that an insurance com-
pany is a half-client is a strained one that finds little
support in professional responsibility law and that
is increasingly at odds with California cases. Pro-
fessional responsibility law has generally resisted
the efforts of scholars like Prof, Hazard to create a
category of quasi-clients,* and in September, 1995,
the California Court of Appeal for the Second Dis-
trict took a big step in the direction of recognizing
that an insurance company is a client in full. In
Unigard Insurance Group v. O'Flaherty &
Belgum ®* the court allowed an insurance company
to assert a malpractice action against counse} re-
tained to defend its insured. The Second District
concluded that where the insurer hires counsel to
defend its insured and does not raise or reserve any
coverage dispute, and where there is otherwise no
actual or apparent conflict of interest between the
insurer and the insured that would preclude an at-

torney from representing both, the attorney has a
dual attorney-client relationship with both insurer
and insured,®

We would put the matter more simply: When a
retainer agreement provides that a lawyer shall have
two clients, the lawyer has two clients. We are
nonetheless delighted that Unigard rejected the one-
and-a-half-clients view.

Conclusion

Our fundamental point is that in the insurance
defense situation, it is for the significant players to
decide who defense counsel represents. It is not
for courts or other sources of professional respon-
sibility law to mandate this arrangement, and no
one arrangement is required by any deeply embed-
ded, true proposition of law. Indeed, it is profoundly
consistent with the structure of professional respon-
sibility law that the company, the insured, and the
lawyer should agree to the terms of their relation-
ship. After all, attorney-client relationships are
usually intiated and structured by contract.

Along with this bedrock point we make another.
As an empirical matter, in the majority of cases
insurance carriers, insureds, and defense lawyers
actually agree to a dual representation, so that de-
fense counsel represents both the insurer and the
insured. In general, they do this by performance or
course of dealing rather than by explicit arrange-
ment, All lawyers know, however, that contracts
are often based upon acts. So it is here. The actual
conduct of most insurance defense representations,
in which lawyers routinely take instructions from
insurers and otherwise treat insurers as clients, dem-
onstrates the parties’ understanding that the lawyer
has two clients and that the insurer is in charge.

This nearly universal arrangement makes perfect
practical sense. Insurers run lawsuits for their own
benefit and for the benefit of their insureds. Mostly,
insureds are delighted that they do. In the majority
of representations, insureds and carriers both ben-
efit by minimizing the loss associated with the li-
ability claim. Trying to make insurarnice defense
counsel the lawyer for only the insured threatens to
impair this efficient working arrangement. It is dif-
ficult to see how an insurer can lawfully manage a
case for its insured unless it is a co-client. Nobody-
-but nobody--who has thought about the matter care-
fully would ever wish to deny insureds access to the
experience insurers have amassed in defeating bo-
gus claims and limiting exaggerated ones.
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What probably motivates proponents of the one-
client view is the fear that an insurance company
and a defense lawyer will conspire against an in-
sured. That is what happened in Tilley, where the
defense lawyer helped the insurance company build
a late-notice case for denying coverage to the in-
sured. Although the possibility of collusion is clear,
Tilley shows that the two-clients rule protects
insureds from such misconduct. It prohibits de-
fense lawyers from subordinating their interests to
those of insurers. Of course, the rule also prohibits
defense lawyers from preferring insureds, and this
flip-side of the rule can have adverse consequences
for insureds, especially those who want defense
lawyers to keep secrets. The two-clients rule is
hard on such insureds, but hardship occurs only
because these insureds entered into liability insur-
ance contracts requiring them to cooperate in the
defense, investigation, and settlement of claims,
Defense lawyers retained pursuant to the terms of
those liability contracts properly operate on a ba-

sis of full disclosure to the company of informa-
tion received from any source that bears on the
claim-handling functions a company is to perform.

Other difficulties remain to be considered. Some-
times an insurer mismanages a lawsuit. Occasion-
ally, a legitimate claim against an insured exceeds
the policy limits of the primary carrier and, in a
fraction of these cases, there is no excess insurer
perched on top. These situations are the stuff of
which dramatic state supreme court opinions are
made. Thankfully, they are relatively rare. Be-
cause of their infrequency, the central law of the
routine insurance defense paradigm should not be
built upon them. Ad horrendum arguments make
for wonderful law school classes and stump
speeches, but they seldom provide a proper foun-
dation for common law rules. Besides, each of the
problems we have just described has a safe and
helpful solution within the majority, two-clients
view, Presenting those solutions is work to be done
another day. i
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attorney are under a duty to inform the insured of such
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39. See 496 S.W.2d at 562- 563 (concurring opinion of
Justice Johnson) {contending that it is more appropri-
ate to regard the attorney as having “a single client,
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40. See Tilley, 496 S.W.2d at 561 (observing that “it
{was] undisputed that the work of the [defense] lawyer
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or merely incidental to his defense of [the insured]; it
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the client” ) (emphasis added).

42. Of course, one should not go overboard in the op-
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has ever decided whether a primary insurance carrier
can sue defense counsel for malpractice. One author-
ity cites Fireman's Fund American Insurance Co. v.
Patterson & Lamberty Inc., 528 S.W.2d 67 (Ct. of App.-
-Tyler 1975), for the proposition that Texas permits
company-initiated malpractice suits. See Mallen &
Smith, Legal Malpractice, supra, §23.09 at 151-152
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n.3.5. The case does not stand for that proposition.
The malpractice at issue in Fireman’s Fund occurred
when the lawyer was acting as subrogation counsel for
the company, not as defense counsel.

43. 7 Tex. Jur. 3d, Attorneys At Law § 48 (Supp. 1995)
{ “The relationship of attorney and client is one of agent
andprincipal. Thus, the relationship in its general fea-
tures is governed by the same rules that apply to other
agencies.” ),

44.892 SW.2d 56 (Tex. App.--Houston [ 15t Dist.] 1994).
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50. In re Youngblood, 895 S.W.2d at 328.
51. Id, at 329 {internal quotation marks omitted).
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vers § 30 (Tentative Draft No. 5, March 16, 1992} (al-
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sentation of a client and recognizing that such restric-
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53. See,e.g., Countryman v. Breen, 263 N.Y.5. 603 (Sup.
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yers were really the company’s attorneys, not his).
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255397 at *1.

57, Opinion 1995-139, supra, at *2 ( “when [] a con-
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59 I,
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the client to make informed decisions regarding the
subject concerning which the attorney represents the
client”). See also Betts, supra, 201 Cal.Rptr, at 545
{observing that a defense lawyer who represents a com-
pany and an insured owes each client a duty of full
disclosure of all facts and circumstances needed to en-
able that client to make decisions regarding the sub-
Ject matter of the litigation).
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78. Opinion 1995-139, supra, at *2 (citing American
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80. Id. at §385, Cmt. d (observing that “an agent has

no duty to act contrary to the terms of the contract or
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