SERVING TWO MASTERS - THE INS AND OUTS OF
THE TRIPARTITE RELATIONSHIP

I. WHAT IS THE TRIPARTITE RELATIONSHIP?

The tripartite relationship arises when the insurance carrier hires a defense attorney to
defend a lawsuit against the insured/policy holder. There is a relationship between the insurance
carrier and the defense attorney and a relationship between the attorney and the insured/policy
holder and those relationships are not the same. In many states, there is a dual representation
where the attorney represents the carrier and the insured. In other states, the insured is considered
the “primary client” which seems to imply that the attorney has at least a secondary obligation to
the carrier. Not in Texas. In Texas, there is one and only one client and that is the policy
holder/insured.

The duty owed by defense counsel was well established by the Texas Supreme Court in
Employers Casualty Co. v. Tilley, 496 S.W.2d 552 (Tex. 1973). The attorney hired by the insurance
company to represent the insured becomes the attorney of record and the legal representative of
the insured, and as such owes the insured the same type of unqualified loyalty as if he had been
originally employed by the insured. If a conflict arises between the interest of the insurer and the
insured, the attorney owes a duty to the insured to immediately advise him of the conflict. /d. The
law is clear that there is no attorney-client relationship that exists between an insurance carrier and
the attorney it hires to defend its insured.

Another widely cited case discussing the duty owed by defense counsel is State Farm Mut.
Auto. Ins. Co. v. Traver, 980 S.W.2d 625 (Tex. 1998). Davidson was involved in an accident with
Klause. Both were insured by State Farm. Jordan was a passenger in Klause’s vehicle and sued
both drivers. State Farm retained counsel to represent Davidson. Settlement attempts failed and
the case went to trial and Davidson was found 100% negligent. An excess judgment was taken
against Davidson, who passed away shortly after trial. Traver, her executor, sued State Farm
alleging they were negligent, breached the duty to defend Davidson, breached the Stowers duty,
breached the duty of good faith and fair dealing and violated the DTPA. Traver specifically alleged
that the attorney retained by State Farm to represent Davidson committed malpractice and that
State Farm deliberately orchestrated this malpractice to avoid potential Stowers liability to Klause
arising from the settlement negotiations. The trial court rendered summary judgment for State
Farm. The court of appeals reversed in part.

The Texas Supreme Court held that a defense attorney, as an independent contractor, has
discretion regarding the day-to-day details of conducting the defense and is not subject to the
client’s control regarding those details. There was no evidence that State Farm had actually
orchestrated the attorney’s mishandling of the case and the insured’s primary recourse for the poor
defense was a malpractice claim against the defense attorney. While the attorney may not act
contrary to the client’s wishes, the attorney is in complete charge of the minutiae of court
proceedings and can properly withdraw from the case, subject to the control of the court, if he is
not permitted to act as he thinks best. /d. Because the lawyer owes unqualified loyalty to the
insured, the lawyer must at all times protect the interests of the insured if those interests would be
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compromised by the carrier’s instructions. Id. Accordingly, the court found that State Farm was
not vicariously liable for the actions of the attorney.

Justice Gonzalez filed a concurring and dissenting opinion which was joined by Justice
Abbott. Recognizing the inherent problems that can arise in the tripartite relationship, Justice
Gonzalez wrote the following:

The duty to defend in a liability policy at times makes for an uneasy
alliance. The insured wants the best defense possible. The insurance
company, always looking at the bottom line, wants to provide a
defense at the lowest possible cost. The lawyer the insurer retains to
defend the insured is caught in the middle. There is a lot of wisdom
in the old proverb: He who pays the piper calls the tune. The lawyer
wants to provide a competent defense, yet knows who pays the bills
and who is most likely to send new business. This so-called tripartite
relationship has been well documented as a source of unending
ethical, legal, and economic tension.

In 1973, we clearly define the tripartite relationships in terms of
professional ethics. See Employers Cas. Co. v. Tilley, 496 S.W.2d
552, 558-59 (Tex.1973). Under Tilley, the lawyer owes unqualified
loyalty to the policy holder. /d. at 558. Defining the attorney’s
allegiance was designed to make everyone’s role in the relationship
clear. This rule has existed for twenty-five years and serves well in
perhaps a majority of cases. It allows the attorney to provide a
single-minded defense to the insured. That was my view when |
wrote in Ranger County Mutual Insurance Co. v. Guin, 723 S.W.2d
656, 660-63 (Tex.1987) (Gonzalez, J., dissenting). In Ranger, 1
argued that insurance companies should not have the full spectrum
of vicarious liability that goes with a true principal-agent
relationship. /d. at 663. I adhere to that view today, but it may be
necessary to modify the rule in 7illey to account for current trends
in insurance defense law practice.

Since Tilley and Ranger, in part because of tort reform of the 1990s,
the business of insurance and the practice of insurance defense have
undergone revolutionary changes. In the last two decades, the
insurance industry has seen fierce competition, a changing
investment climate, and constant pressures to contain costs. To
weather changing market forces and dramatic shake-outs within the
industry, companies have changed the way they operate. I am
concerned that these changes have weakened the protection Tilley
envisioned.

Id. at 633.
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The issue of whether the insurer could use staff or “captive counsel” to defend claims
against its insureds was address by the Texas Supreme Court in Unauthorized Practice of Law
Commiittee v. American Home Assurance Co., 261 S.W.3d 24 (Tex. 2008). The issue was whether
a liability insurer that used staff attorneys to defend claims against its insureds was representing
its own interests, which is permitted, or engaging in the unauthorized practice of law, which is not.
The court noted that liability insurance polices that obligate the insurer to defend claims against
the insured typically give the insurer “complete and exclusive control” of that defense. The court
recognized that insurers often retain attorneys in private practice to represent insureds, overseeing
and directing their work and paying their fees, sometimes use “captive” firms (not employees of
the insurer but have no other clients) and also use lawyers employed as salaried corporate staff to
represent insureds. In each instance, the insured’s lawyer owes the insured the same type of
unqualified loyalty as if he had been originally employed by the insured and must at all times
protect the interests of the insured if those interests would be compromised by the insurer’s
instructions. Id. There were multiple arguments set forth by the UPLC as to why there was a
conflict of interest, or a greater potential for a conflict of interest, by an insurer utilizing “captive”
or staff counsel and how such use constituted the unauthorized practice of law. The Texas Supreme
Court rejected every such argument.

The Court relied on its holding in Hexter Title & Abstract Co. v. Grievance Committee, 179
S.W.2d 946 (Tex. 1944), where it distilled three factors to be considered in determining whether a
corporation engaged in the practice of law by employing staff attorneys to provide legal services
to someone other than the corporation, and more particularly, whether a liability insurer is
practicing law by using staff attorneys to defend claims against insureds. UPLC, 261 S.W.3d 24.
The factors to consider are (1) whether the company’s interest being served by the rendition of
legal services is existing or only prospective; (2) whether the company has a direct, substantial
financial interest in the matter for which it provides legal services; and most importantly (3)
whether the company’s interest is aligned with that of the person to whom the company is
providing legal services. /d. Aliability insurer’s interest in avoiding its indemnity obligation gives
it a direct, financial and substantial interest in defending a claim against its insured and if the claim
is defeated, the insurer benefits. /d. In a vast majority of cases, a liability insurer and an insured
have the same interest in defeating a liability claim, and their interests differ only when there are
coverage questions or when the consequences of the manner in which the defense is rendered affect
them differently. /d. Applying these factors, the Court concluded that a liability insurer does not
engage in the practice of law by providing staff attorneys to defend claims against insureds,
providing that the insurer’s interests and the insured’s interests in the defense in the particular case
at bar are congruent. In such cases, the staff attorney’s representation of the insured and the insurer
is indistinguishable. /d.

The Court went on to state that it is possible that counsel will fail to render the loyalty
owned to the insured, but they could not presume that a staff attorney is more likely to do
so, especially absent any evidence of a complaint ever having been made. Id. The Court
also seemed to acknowledge that the holding in 7illey was not a hard and fast rule that the
insured is the only client when it stated “we have never held that an insurance defense
lawyer cannot represent both the insurer and the insured, only that the lawyer must
represent the insured and protect his interests from compromise by the insurer.” Id. at 42.
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