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THREE’S A CROWD: ADVENTURES
IN THE TRIPARTITE RELATIONSHIP

A n insurance company’s duty to de-
fend its policyholder is at least as impor-
tant as its duty to indemnify -- if not more
so. Indeed, it has been estimated that 55
cents out of every claim dollar is paid for
defense.

The not insignificant expense associ-
ated with defending claims has caused in-
surers to seek greater control over the de-
fense of claims asserted against policy-
holders. With increasing frequency, in-
surers are insisting on
the use of panel de-
fense counsel, the ad-
herence to strict billing
guidelines and the pre-
approval of even the
most basic costs. The
resulting tensions have
led defense counsel to
seek guidance from
their bar associations
and policyholders to seek relief from the
courts. Those tensions are exacerbated
even further when conflicts of interest be-
tween insurers and policyholders arise.

This article discusses the nuances of
the tripartite relationship involving insur-
ers, policyholders and defense counsel
and examines the current state of the law
governing that relationship.

I. The Policyholder Is Always The
Client

Even when an insurer is defending an
action without reservation, the policy-
holder remains the client of the defense
counsel retained and paid by the insurer.
In certain jurisdictions, however, the in-
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surer is also considered the client when a
tripartite relationship is formed. Not-
withstanding whether the insurer is also
considered the client, insurers will in-
variably insist that they are entitled to
control that defense, especially when they
are defending without reservation.
According to insurers, the right to
control will include the right to select de-
fense counsel, approve all tactical deci-
sions and settle any claim within policy
limits. At times, however, the policy-
holder and insurer may
have divergent views on
how to defend a case or the
policyholder may have
business reasons for not
wanting to settle a case
(“;‘» within policy limits. In

: /, those situations, the Model

Rules of Professional Con-
duct for attorneys provide
necessary guidance for
defense counsel and their clients.

Rule 1.2(a) of the Model Rules dic-
tates that the lawyer must consult with
and abide by a client’s decisions concern-
ing the representation. Moreover, Model
Rule 5.4(c) provides that a lawyer “shall
not permit a person who recommends,
employs or pays a lawyer to render legal
services for another to direct or regulate
the lawyer’s professional judgment in
rendering . . . legal services.” Thus, irre-
spective of whether the insurer is also
deemed the client, defense counsel must
consult with the policyholder, and not
permit the insurer to interfere with coun-
sel’s judgment in defending the interests
of the policyholder.
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II. An Insurer May Not Insist On Unfettered
Compliance With Its Billing Guidelines

In an effort to reduce litigation costs, insurers are in-
creasingly insisting that defense counsel comply with
stringent billing guidelines. Those guidelines typically
impose strict reporting requirements and require defense
counsel to seek prior insurer approval of any significant
costs to be incurred. The insurer’s interest in reducing
costs will, in many instances, diverge from the policy-
holder’s interests in obtaining the best possible defense.

When compliance with insurer-imposed billing
guidelines will compromise the de-

Generally, an attorney representing an
insured need only inform the Insurer of the
information necessary to evaluate a claim.
For example, assume an attorney represents
an Insured in a premise liability slip and
fall. During the course of the representa-
tion, the attorney discovers that the subject
property is a rental property, not a residen-
tial property as set forth in the policy.

Although this information may radi-
cally affect coverage, the attorney is pro-
hibited from releasing this information to

fense, defense counsel must protect
the policyholder’s interests. In those
circumstances, defense counsel must
first consult with both the insurer and
the policyholder. If the insurer is un-
willing to modify or withdraw the
limitation a billing guideline places
on the defense, and the policyholder
is unwilling to accept that limitation,

. I3
Rule 1.7(b) requires that defense consen

The majority of jurisdictions
have concluded that defense
counsel may not disclose
confidential information to a
third-party auditor, absent the
policyholder’s informed

the Insurer or any other third par-
ties. In the foregoing hypotheti-
cal, the attorney would simply in-
form the Insurer of the nature of
the injuries claimed by plaintiff
and the circumstances surrounding
the incident. The insurer would
have all of the information neces-
sary to evaluate the value and ba-
sis for the claim and the Insured’s
confidentiality would be pro-

counsel withdraw from representation
of both the policyholder and the insurer. Rule 1.7(b) pro-
vides, in pertinent part, that “[a] lawyer shall not repre-
sent a client if the representation of that client will be ma-
terially limited by the lawyer’s responsibilities to another
client or to a third person . ...”

A specific cost-reduction mechanism employed by
insurers, which has come under fire recently, is the use of
third-party auditors to review defense counsel bills. Such
“legal bill audits,” typically involve an examination of
hourly rates charged, time spent and defense counsel’s
work product to determine the reasonableness of the
amounts charged.

In the usual case, defense counsel may share this type
of information with the insurer because such sharing is
either required by the insurance policy or it is permissible
in those jurisdictions in which the insurer is also consid-
ered the client of defense counsel. When the disclosure
would affect a material interest of the policyholder, how-
ever, defense counsel may not share such information
with the insurer, absent informed consent from the poli-
cyholder. For example, defense counsel are usually pro-
hibited from disclosing information to the insurer that
could adversely affect the policyholder’s coverage under
the insurance policy at issue. An apt example was pro-
vided by the Pennsylvania Bar Association:

tected.

Pa. Bar Assoc. Comm. On Legal Ethics and Prof. Resp.
Informal Op., No. 97-119, 1997 WL 816708 at *2 (Oct.
7, 1997).

Moreover, the majority of jurisdictions have con-
cluded that defense counsel may not disclose confiden-
tial information to a third-party auditor, absent the poli-
cyholder’s informed consent. Unlike the case with in-
surers, disclosure of such information to third-party
auditors, with whom defense counsel have no employ-
ment or contractual relationship, may result in a waiver
of any applicable privilege. In order to secure informed
consent from the policyholder, defense counsel must
discuss the nature of the disclosures sought by the third-
party auditor as well as the consequences of disclosure
(ie., potential waiver of privilege) and non-disclosure
(i.e., insurer may view non-disclosure as a breach of the
duty to cooperate under the insurance policy).

II1. When Conflicts Arise, The Insurer Must
Relinquish Control Over The Defense

When a conflict of interest between the insurer and
policyholder arises, an insurer must typically relinquish
any right to control the defense, including the right to
select defense counsel. “It is settled law that where
conflicts of interest between an insurer and policyholder
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arise, such that a question as to the loyalty of the insurer’s coun-
sel to that policyholder is raised, the policyholder is entitled to
select its counsel, whose reasonable fee is to be paid by the in-
surer.” St. Peter’s Church v. American Nat. Fire Ins. Co., No.
00-2806, 2002 WL 59333 at *10 (E.D. Pa. Jan 14, 2002).

A classic example of a conflict necessitating the retention of
independent counsel may arise where the insurer reserves the
right to deny coverage for certain of the underlying claims, but
not others. In that situation, an insurer “would be tempted to
construct a defense which would place any damage award out-
side policy coverage.” Public Serv. Mut. Ins. Co. v. Goldfarb,
442 N.Y.S.2d 422,427 (N.Y. 1981).

Another prime example of a conflict sufficient to cause an
insurer to relinquish the control over the defense is where the in-
surer lacks the economic motive for mounting a vigorous de-
fense. This situation may arise where the underlying claimant
prays for damages that are well in excess of the insurer’s policy
limits. See, e.g., Emons Indus., Inc. v. Liberty Mut. Ins. Co., 749
F. Supp. 1289, 1297 (S.D.N.Y. 1990).

Iv. Conclusion

The tripartite relationship between the insurer, policyholder
and defense counsel provides fertile ground for confusion and
abuse. Even when an insurer defends a matter without reserva-
tion, the policyholder remains the client and can properly object
to any limitations placed on the defense by the insurer. If de-
fense counsel reasonably believes that an insurer-imposed limita-
tion will materially impair the defense, defense counsel must
withdraw from representing both the insurer and the policy-
holder.

When a conflict of interest between the insurer and policy-
holder arises, the insurer must relinquish control over the defense
and the policyholder is entitled to select defense counsel. Such a
conflict may arise where an insurer reserves the right to deny
coverage for only certain of the underlying claims, or where the
insurer does not have an economic incentive to defend vigor-
ously, or where the insurer could construct a defense placing any
damage award outside of coverage.
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