Insurance Counsel

Liability insurer May Use lLawyers that Are Its
Employees to Defend a Suit against an Insured, If
the Interests of the Insured and the Insurer are
“Congruent,” but not Otherwise

Staff Attorney Must FFully Disclose to the Insured the
Netture of the Lanvver's Affifiaition with the Insurer

Unauthorized Fractice of Law Committee v. American 1lome
Assurance Company, Inc. & The Travelers indemnity Comjrany,
No. 040138, __ SW3d ___ 2008 WL 821034 (Tex. March28,
2008)

Case at a Glance

‘I'his case decides for lexas—after several years of
controversy—whether a liability insurer (and, by
implication, integrated groups of them) may legally
discharge il duty to defense by using auvomeys
employed by the insurer (or a2 member of the group)
0 defend an ingured, One of the main questions was
whether an insurer trying to do this would jtsclf be
practicing law—an activity which the law forbids The
court held, by a 7-2 vote, that an insurer's use of staff
counsel to defend its insured is not the practice of law
it the interests of the insurer and the insured are
“congruent,” which means they are the same under
some circumstances and very nearly (the same under
others, andif the sialf counsel provided the insured—
his/her clieni—with a (Umely) full disclosure of the
relationship between the insurer and the defense
lawyer, The interests of the defending liability insurcr
and the defended insured are congruent when (1) the
insurer and the insured are “aligned in defeating the
claim,” and (2) “there is no conflict of interest
between the insurer and the insured.” The two judge
minority took the opposite view. It would have held
that the State Bar Act forbids a corporate insurer from
representing anvone athier than itsell, and when an
cmployee of @ corporation is performing an act, the
corporation is performing that act. Hence, when a
staff attorney of an insurer is representing an insured,
s0 Is the insurer. Consequently it is practicing law
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withou a2 license, and so is engaged in the
unauthorized practice of law

Summary of Decision

Many liahility insurers have, as a result of their
insurance conlracts with their insureds, a duty to
defend theirinsureds under appropriate circumsianc-
esy often-if they have thae right- they also have the
right to control the defenses of those cases. This right
has long included, under most circumstances, the
right to select counsel. According to Justice Hecht, the
author of the seven-judge majority opinion, this right
has long included—at the discretion of the insurer—
the right to use in-house or staff counsel. Apparently,
this practice runs back to at least 1892, and ithas heen
approved as “nal unethical” twice in opinions issued
by the Amercan Bar Association and once by the
appropriate Texas Bar commitlee. Thas, Justice Hechl
asserts, “it 1s safe to say that the practice is now, and
has long been widespread [across the country, and
t)he same is true in Texas.” An amicus curiae brief filed
by several insurers states that 15 or more liability
insurers use staff counsel, that there are at least 220
staff counsel employed in l&xas, that they utilize at
least 39 offices, and that over 10,000 cases were
handled by siafl counsel in 2005. ,

The long and widespread use of siaff counsel
plays a significant role in the court’s deciston. Justice
Hecht also notes that liability insurers have long
defended the practice as “significantly more efficicnt
and economical . . . thereby reducing the costs and
[hence] premiums.” Significantly, neither the majority
nor the minority express any doubt about the
cemclusion in dhis argument.

Past Litipation. The use of house counsel to
defend policyholders has been controversial in Texas
for more than a decade, Although the court docs not
make this point, the defense bar is hostile w the
practice, for obvious reasons, and insurers often don't
like it either.

1n 1998, Nationwide Insurance Company sued the
‘Texas Unauthorized Practice of Law Committee in
federal court. Nationwide went to federal court and
sought 2 declaration that Texas law did not forbid the
practice andihad il did, the law was unconstiticnal.
The district court dismissed Nadonwide's case, and
the circuit court affirmed, noting in passing that Texas
law could be interpreted so s to permit a Liability

285



IVSURINCE LITIGATION

insurer 1o hire and wse siafl counsel, Texas law on the
unauthorized practice of law was “uncertain enough”
that a federal court should abstain from ruling on
federal constitutional issues. Nationwide Mutual

Insurance Company v. Unauthorized Pracrice of

Law Committee, 28% F3d 650 (5th Cir. 2002).
Mationwide then started over again in ‘lexas state
court, won its case, and that case was affirmed on
appeal. [natthorized Pracrice of Law Contmitice 1.
Natiomide Mutnal isurance Corary, 153 S5
590 (Tex. App.—3San Antonio 2004, petition pending).
On the same day that the Texas Supreme Court issued
its opinion in the present case, it denied review in the
Nationwide case.

This Case. In 1999, a staff defense lawyer with
American Home received notice that the Committee
was investigating whether she and other staff lawyers
ar American ome for engaging in the unauthorized
praciice of law. Almost immediaiely, American 1lome
and Travelers filed sui, and the Commiuee
coumerclaimed shortly thereafier, On cross.motions
for summary judgment, the motions of the insurers
were denied, but that of the Committes was granted.
The judgment was suspended pending appeal,
subject to conditions apparently regarding the
avoidance of conflicts of interest. Lhe court of appeals
reversed, in a complex opinion addressing a variety of
issues regarding insurance defense and the law of
lawyering. American Home [Eic.] v Inauiborized
Practice of Law Commiliee, 121 SW3d 8§31 (Tex.
App.—Eastland 2003, aff'd  as modified). The
Committee appealed to the Supreme Court on only
two issues, however, First, ifa liability insurer uses staff
counsel to defend an insured, is the insurer engaged
in-the unauthorized practice of law? Second, if not,
must the insurer-attorney relationship be fully
disclosed to the defended insured?

Agreed-to Starting Poivrs. All parties agreed that
corporations are not auwhorized 0 practice law in
Texas. This [ollows from the rules sct down by the
Texas Supreme Court. (The court does not need to—
and so does not-consider whether applicable rules
have been set down by article 2.02(B)(2) of the Texas
Business Corporation Act.) The parties also agreed, as
does the court and 'lexas legal history, that a company
does not engage in the practice of law by hiring
lawyers for its salaried staff to represent itz own
interests. Similarly, everyonge relevant agreod vhat a
liahility insurer i nou practicing law when it reging
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private: counsel 10 defend one of its insured, when it
gives that lewyer directions in accordance with ils
rights under the relevant contmcl of insuranoe—
whether these being the right to defend or the right
to settle,

Under existing Texas law, says Justice Hecht, a
corporation is engaging in the unauthorized practice
of law, only if it performs legal services for someone
else (or provides them 10 someone else).  See
S81.10T() of the Texas Governmenlt. Cocle. As we shall
sce, according to the majority, if a4 corporation
represents itself it is not practicing law at all. Here is
how the majority interprets the  statute  just
mentioned: “This section does not mean that a
corporation engages in the practice of law when its
attornev-emplovees provide legal advice regarding
the corporation’s own affairs or represent others with
identical interests in court. Only when a corporation
employs  attorneys o represent the unrelated
irterests of others docs it engage in the practice of
law.” (Tralics added.)

The last two sentences are the key clement in
Justice Hecht's argument! The following question is
how Justice Hecht formulates the central issue in the
case. “[W]hether an insurer that uses staff attorneys
to defend claims against insureds is practicing law or
simply defending its own interests in discharging its
contractual duty to the insureds and defending
claims it wordd be requived to indemnify(?]”

The question came up before in the historically
significant casc of Hexter Title & Absiract Compery i
Grievance Commmitiee, 179 3.W2d 946 (Tex, 1944). Tn
that case, Hexter, a title conveyance and title
insurance company, prepared legal opinions regard-
ing defects in title and- distributed them without
charge to at least some customers, Hexter maintained
that the express purpose for distribuiing these
opinions was to recruit customers for the sale of
insurance; it was not therefore the practice of law. The
Texas Supreme Court uneguivocally rejecred this view
Hexter and reiterated thar position in the present
case. After outlining the facls in Hexter; Justice Hecht
observed: “If Hexter's rendition of legal services to
customers and prospective custoniers was not the
practice of law, then it was difficult to imagine what
would he”

From {lexter, Justice Hecht distilled three factors
for derermining whether an insurer/corporation is
cngaged in \he unauthorized practice of kaw Firs, the



corporation does not have already existing interests
at stake: being served by the legal services. 8econd, the
corporation docs not have “a direcy |and) substantial
financial interest in the matter for which it provide|d|
legal services,” Third, and most important, the
carporation and the customer do not have identical
financial interests. Exactly these three principles werce
mcl in flexter: Significantly, none of them need be met
whon 4 liahility insurer defends an insured, because
in that case “there is for all practical purposes only
one client involved.” (Stgnificantly, Justice Hechr is
here quoting from a 1968 opinion-#343—0f the
Committee on Interpretation of the Canons of Ethics
of the State Bar of Texas.} Defending lability insurers
and defended insureds will have different and
divergent interesis only if there are coverage
guestions or when there is an argument about the
manner of the defense.

Upon  this bhasis, the majority reaches s
conclusion. “|A] lability insurer does not engage in
the practice of law by providing staff attorneys ta
defend claims againgt insureds, provided thar the
insurer’s interests and the insurcd's interests in the
defense in the particular case at bar arc congrucnt. In
such cases, a staff attorney’s representation of the
insured and the insurer is indistinguishable,” (Notice
that Justice Hecht is asserting that the insurer is not
practicing law at all. He is not agserting that the insurer
is nol ¢ngaging in the unauthorized practice of law.
This different will come up again in the “Comment”
below. Nolice also that he says that the staff attorney
is representing the insurer and the insured but that
there is only one representation. This oo will come
up in the “Comment™ section,)

Court Rejected Arguments. The Committee and
its amici argued before the Texas Supreme Court that
the: employment relationship between the insurer
and the staff defense counsel essentially conflicts with
the attorney client relationship and that chis conflict
is s0 strong that it is not only ever present but also
dangerously influcntial. The court rejects this view
since the Committee presented no  empirical
evidence supporting this asscrtion, “Given that
insurers have used staff attorneys across the country
for decades, the last of evidence of harm is an
important consideration,”

The presence of a coverage dispute between a
liability insurer and an insured entitled to a defense is
a different mayer. History and custom indicate that

INCRACE LiTIGoy

when adjusters identify o serious conllicl, they do not
use staff counsel. As already stated, the presence of a
conflicc which establishes or is cquivalent 1o the
relevant incongruence of interests therefore blocks
the use of staff counsel. The court, however,
recognizes that not every situation which might look
like o conflict aciually is a real or dangerous conflict,
Routine reservation of right letters do not automati-
cally entail the existenee of a conflicr. "A reservation-
ofrights letter ordinarily docs not, by iself, creale a
conflict between the insured and the insurer; it anly
recognizes the possibility that such a conflice may
arise in the future,” observes the court. (5till, says
Jusiice Hecht, it may be prudent to use outside
counscl when there is a reservation-ofright letter, and
some doubt of what will happen in the future.)

Justice Hechl examines several unclear sitiations
which raisc imteresting questions hut do not obviously
and avtomatically generate a duty to uwse outside
counsel:

*1f a defense counsel learns » fact about his
client which would injure coverage, the
lawyer must keep it to himself. This would
apply to in-house, staff counsel. The fact that
slafl counsel has knowledge of this kind of
seeret implies that other staff counsel may
also automaically be deemed to know it—
just as it would in 2 law irm—hut, in Justice
Hecht's view, it is nol clear that che
knowledge of staff counsel  would
automarically be attributable to any adjuster
in the company. Justice Hecht concludes that
these problems “do not necessarily destroy
the congruence of the insurer’s and insured's - -
interests.” e points out that “it could be
argued that a2 saff arromey's knowledge of
confidential information would estop the
insurer from using it ahogether.”

*There is the problem of demands 1o scule
within policy limits—known in Texas a “the
Stowers Demand.” The Commitiee argued
that staff counsel cannot be counted upon to
acdvocale the point of view of the client to the
insurgr—as s/he must, given the lawyer's duty
of undivided loyaliy-and  would have an
obligation to arguc and act only in accordance
with his employer's intemal rules. The
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majority implicdly acknowledges the power
of this argument, but points out that outside
counsel often have an analogous problem
and—more significantly—that there is no
empirical evidence to support even the
occurrence of  the ype of  event
contemplated.

*The Commiuee argued thae siafl counsel
cannot exercise independent judgmen for
his client because of being an employee of the
insurer. The court rejects this view because
there was evidence to support the idea that
either of the party-insurers do not 50 restrict
their staff counsel.

*An amicus alleged that staff counsel cannot
atiend o relevant personal concerns of an
insured client in the same way that ouside
defense counsel could. The majority sces 1o
resson to believe this,

*The Commitree argued that staff counsel is
maore likely to represent baoth the insured and
the insurer. Lhe court points out that there is
no ‘l'exas rle against doing this. “[W]e have
never held that an insurance defense lawyer
cannat represent both the insurer and the
insured, only that the lawyer muest represent,
the insured and prowect his interests from
comprormisce by the insurer,”

First Majority Conclusion. There are circum-
stances under which a corporate insurer is practicing
law and would therefore be engaged in the
unauthorized practice oflaw. To put the marter simply,
this would happen when the insurer and the insured
are: not really uniled in opposition o the claim against
the insured. Here is what Justice Hecht says about
this. “If 1] an insurer’s interest conflict with an
insured’s or [2 if] the insurer [other than staff
counsel] acguires confidential information that it
cannot be permitted to use against the insured or [3
if] an insurer attempts to compromise a  staff
attorney’'s independent, professional judgment, or [4
ifl in some other way the insurer’s and insured's
inlgrests do not have the congruence they have in
many cascs in which the are united in simple
oppasition to the claim, then the insurer cannot use
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a stafl anorney 1o defend the claim without engaging
in the practice of law”™ And, of course, any such
practice would be unauthorized. However, the court
said “there are a grest many cases that can be
defended by staff actorneys without conflict and o the
benefit of murual drterests, The use of staff counsel
in those cases does not constitute the unauthorized
practice oflaw [by the insurer, since it is not practicing
law ag all, although the staff lawyers are].” (ltalics
addedl) As already stated, this is true hecause seaff
counsel 15, (1) in cconomic reality, representing only
the insurer, since only its money is at stake, or s/heis
(2) in pragmatic reality representing the insurer and
the insured—eranted: two different entities, formally
speaking, but—two very closely related entities (that
are in some sense really only one entity),

Second Majority Conclusion, The Committes
wanted the court to require insurers using staff
counsel ro make sure that the insured are notified as
to who is representing them. The insurer defendants
did nor oppose this ides, Indecd, they vinally
insisted that this was alrcady done. The court
therefore granted the Committee’s request, The
Comimittee also wanted staff counsel forbidden from
using a company name which sounded like a law firm.
The court declined to consider this idea, however,
since the Committee did not include this issue it its
appeal.

Dissent. The unauthorized practice of law cannot
exist unless there is a client, because unless there isa
clicnt, there is no practice of Baw. If a corporation uses
staff counsel to represent itself, the acts of the staff
counsel are the acts of the corporation, so there is no
client. Things are different if staff counsel represents

-aninsured. In that case, there is a client, and typically

lawyetly things are done for that client, e.g., the filing
of pleadings. “Insureds are, quite simply, legal entities
completely separate from the insurance corporation
who must be defended because of acts or omissions
not considered 10 be those of the insurer. $o the
Insurance corporation is 2ol representing iself when
it represents its insurcds.” (Tralics added,)

Comment

The holdings in this case are of no particular
conscquence. They are small in scope; they will not
transform the practice of law to any significant degree;
they do not buck a trend; they do not raise new issucs,
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Indecd, the holdings in this case fit with the existing
legal tendency. The reasoning in this casc js quite
different.

‘The reasoning in this case is striking for two
reasons.  First, the lexas Supreme Court's majority
and minority opinions embrace distinet approaches
10 legal reasoning. Under formalistic legal reasoning,
stalules say whan they say—or what the legislature
intends  them  w mean—and  the  courts are
subordipate tw the legislature when it comes o
interpreting starutes, Legal interpretation is to be as
deductive as possible. Courts do not have the
function of getting the language of starutes or rules
revised to fit with social needs. The majority opinion
is not a formalistic opinion. It is highly creative and
innovalive. The minority opinlon, in contrast, is a
parcigm of a lformalistic opinion. Formalistic legal
opinions cschew pragmatism. The minority opinion
docs exactly that, whercas the majoriy  opinion
embraces with hidden passion both pragmatism and
responding to and dealing with social necd,

Second, Texas has a nearly ironclad rule that no
one can sue alawyer for malpractice except for a client
of that lawyer. The opinion in this case begins to
undermine that rule. On one hand, it acknowledges
thai liahility insurers and their insured are separate
entities. One the other hand, it argues that there is
another sense in which they are not really separate
entitics. After all, they have congruent interests
regarding given lidgation and so have roughly the
same interests, If they have the same interests, then—
in some pragmatic sense—they can be thought of us
the same client, if not guite (from a metaphysical
standpoint) the same entity. (But the minority asked,
“How can- twa-metaphysically distinet entities really
be the same client?)

Justice Hecht's opinion has three more dramatic
implications, First, il is prewy muoch commiied o the
view that if a staff-counsel defense lawyer represents
an insured whose interest are relevantly identical w
the interests of the insurer, then that lawyer
represents the insurer. Second, and more important-
ly, this conclusion is not restricted to staff counsel; it
would apply to out-of-house, hired defense counsel
as well as it would apply to emplayee lawyers. Third,
if the second poing is correct, then lighility insurers
should be permitted 1o sue defense counseld for
malpractice when they screw up cases of the insured
and there s a congruence of insurer and insured

inlerests.

IF T were advising liability insurer as to this new
“Hechtdan nsurance Delense World,” T would advise
carriers to adopt explicit rules direcling safl counsel
to serve the interests of the insurcd-clicrs. The rules
would begin with a general rule, and would then
include each of Justice Hecht's situations in which
there might he a conflict of interest, The rules should
require the staff counsel to act and speak on behalf of
the interests of the insureds who are their clients. 1
might also recommend that insurers have actual, fully
in-house counsel to whom sl defense counsel
report, so that these lawyers coukd review (heir
recommendations from the point of view of the
interests of the insurer. Obviously, these insurer
oriented lawyers should not be part of the staff
counsel staff. // Quinn
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