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Using Staff Counsel to
Represent Insureds

A carrier's use of in-house counsel raises ethical considerations

house,or staf, counselto represent

their insuredsn aneffort to manage
defensecostsandexpensesThe useof
in-hous coun®l, while generdly per
mitted in mod statesand specfically
pemitted in New Jersey,gives rise to
somesignificant ethical consideratns
for both the in-housecounseland the
insurancecarrier. While many of these
ethical consideations extend,to some
degeeg to theretentionof outsdecoun
sel,theuniquenatureof thereldionshp
betwveenthe carier andin-housecoun
selcreates specialsetof problens that
requireadditionalsafeguardsindscrutt
ny.

I naurance cariiers often utilize in-

The use of salariedstaf counselto
representthe insured is inherently rife
with potential conflicts of interest
Typicaly, a policy of insurancegives
the carrierthe right to selectthe attor-
neywho will representts insured. The
selecion of theattorneyandpaynentof
feeshy thecariier hasbeenidertifiedas
one saurce of potential conflict recog
nizedby the New JerseyCommiteeon
the Unautorized Practiceof Law (the
Comnittee) The Committee’sview is

predicaed on the principle thatboth in-
hous counselandoutsde counselowe
an unquaified duty of loyalty to the
insured. The New Jersey Rules of
Professional Conduct (RPC) set forth
the duties owed by the attorney. RPC
1.7@) states, in relevantpat, that the
duty of loyalty is violatedif the repre-
sentaton of one client will be directly
adveee to anoher client, or thereis a
significant risk that the represenaton
of oneor more clients will be material-
ly limitedby thelawyer’'sregponsbility
to anotter client, a former client or a
third personor by a peronalintered of
the lawyer. RPC 1.7(a)2) is violated if
the attorney’s responibilitiesto a third
person (e.g., the cariier) or the attor-
ney’s personalinteress (e.g.,his or her
enmployment) “mateially” limit his or
herrepregntaton of theclient
However,the notion that in-house
coungl is unabk to honor the duty of
loyalty has been rejected by the
Committee,andthepracticeof usngin-
houe coun®l has been given “more
than nodding accepance” by the
Suprene Court. Seeln re Webs, Healey
& Rea 109 N.J. 246, 254 (1988). In
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Opinion 23, the Committee concluded
that “i nsuance companiesconductng
the defeng of litigation in which they
owe indermificaion to their insureds
throughhous coun®l doesnot consi-
tute the pracice of law.” See Use of
House Counsl by Insuance
Compangésto DefendIinsuredsOpinion
No. 23, New Jewsey Suprene Court
Comm. onthe UnautorizedPracice of
Law, 114N.J.L.J.421(1984).

Twelve yeass later, in its supple
ment to Opinion 23, the Conmittee
directly addresed the “ethical con
cems’ airising out of the insuredbeing
repreentedby hous counsel.SeeUse
of House Couwnsd by Insurance
Commnies to Deferd Insurdls,
Suppkement to Opinion No. 23, New
Jersey Supreme Court Comm on the
Unauthorized Pradice of Law, 145
N.JL.J. 935 (Augud 26, 1996). The
Committee expressly rejected the
notionthatin-hou courselis unabkto
honorethical obligatons(e.g.,the duty
of loyalty) to the insued The
Committee reasoned that the ethical
issues confronting in-house counsd
were no different from those con-
fronting apponted counselin most
insurance defense contexts.
Accoringly, whether the insuredwas
representedby staff counselor outside
coun®l wasmerely a“distinction with-
outadifference.”

The cleaed cas in which no con
flict will be foundto existis wherethe
carier is defending without a reserva
tion of rightsandthe potential liability
or exposue falls within the carriers
policy limits. Unde those circum-
stances only the carier’s money is at
risk. However,in many ins@ances,the
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carier will defendsubjectto a reserva
tion of rightsandmaynotbeobligatedto
indemify theinsuredfor someaspecbf
the claim or portion of the liability.
Presumably, evenin instancesvherethe
carierhasagredto indemify theclaim
in its entrety without reservabn andit
is believedthatthe claim will fall within
the policy limits, the erosionof aggre
gatepolicy limits can createa potental
conflict.

In Opinion 165, the New Jersey
Advisory Committee on Professonal
Ethics (Advisory Committee) consid
ered a situaton where an attorney
retainel by the carier (here, the
Advisory Committeemade no distinc-
tion betveenin-houseandoutside coun
sel) ascertaingactsduring the courseof
litigaton which will exposethe insured
to liablity notcoveredby thepolicy. See
Disputed Facts Regardng Coverage,
Opinion 165, New Jewsey Advisory
Committee on Professional Ethics, 92
N.JL.J. 831 (Decemberl8, 1969). In
this instarce, if counsel endeavorsto
prove or utilize the newly discovered
facts, he will be taking a positon
adverseto the insuredin violaton of
RPC 1.7 (duty of loyalty). Convesely,
as an enployee, he has at least sone
obligaion to inform the insurancecarri
er of thesefacts,which may deermne
theavalability of insurancecoverage.

The Advisory Committee deter
minedthattheattomeyisforbiddenfrom
taking a postion adwerseto the interest
of theinsued. Howe\er, the Conmittee
also recognizedthat the attorney’s duty
to thecarrierrequiresthathedisclosethe
information. The Advisoly Committee
recomnmended that a dechratory judg-
ment action be instituted by the carrier
againstheinsured ard the plaintiff. The
Advisory Committeeset further guide
lines to deal with such conflicts when
theyarise:Theassgneddefensetorney
is forbiddenfrom appeamg for any of
the paries in the dedarabry judgment
action. Under no circunrstancesis the
origind assigned defense attorney
allowedto proceedwith the defenseof
theinsuredn themaincaseuntil thedis-
puted facts have been detemined
throughthedeclaatory judgmentaction.
Theoriginal actionis to be stayedpend
ing the determinatio of theseissues,
after which, the original counselmay,
with the consentof both theinsuredand

thecarier, coninueascoungl of recod
for theinsured.

In Opinion 502, the Advisory
Committee on Professional Ethics con
sidered the duty of assgned defense
coun®l wherethereis aquesion of cov-
erageraisedby the carier at the incep
tion of the lawsut. In manyingancesa
carier may properly provide a defense
subject to a reservaton of rights. The
Advisory Committeerecognzedthatthe
obligation of the carier to provide the
insured with a defeng is a duty distinct
fromthe carier’s obligation to indermi-
fy theinsured. The Advisory Committee
wasmindful thatthe duty of theattorney
hired by the insurancecarier “runs to
the insured” andis not diluted becaus
the attormneyis paid by the carrier.

The Advisory Committee recog
nizedandcauionedthatit is cusbmary
for the carierto forwardto the assgned
defensecoungl a copy of its invesiga
tion file, which may include notes or
othercommentry relevantto the avai-
ability of insulancecovemlge.This pre-
sents a potential conflict for defens
counsd because counsel may learn
which portionsof the claim are not cow-
ered and may be temped to defendthe
ca® in suchaway thatliahility atiaches
to theuncoverectlaims

This scenaro is comnon and,while
contols may be putin placewhich will
minimize or prevent the disclosure of
coverage informaton to assigned
defense counsel the use of in-hous
coun®l presens specal difficulties This
problemis further conplicaied by New
Jersey’s eliminaton of the “appeaance
of impropiiety” doctine from the New
Jersey Rules governng attorney ethics.
Many of the prior New JerseyCourt and
Advisory Committee rulings, which
would geneally provide guidance,may
no longer be applicable after the 2004
amendnentto the RPC.

While conflicts may bewaived,pro-
vided each affeded client gives
informed congent, in writing, after full
disclosue andconsutation, suchwaiver
will rarely be obtainedin view of the
inherenty prejudicial effect suchwaiver
would have on one party, usualy the
insured, if client informaion is shared
with the carrier.

RPC 1.6(@) requres the lawyer to
preseve in confidenceall “i nformaion
relaing to represenation of a client”

The duty includesall information relat
ing to the client, regadlessof the source
from which it is acqured. This duty
apdies to accidentdly or casuwlly
acquredinformation.

Theproblemfor in-housecounsein
this regad is somewhat unique, espe
cially for in-hou® counselwho share
office spacewith the claims depariment
Suppos, for exanple, in-housecounsel
is defending claims contaned in one
countof a conplaint. The secondcount
contans claims not coveredunder the
policy andtheinsuredis being defended
by personalcounsehgansttheseclaims.
In-hous coun®l leans that the insured
mugd avoid the pubilicity of atrial at all
coss. If this confidental information is
reveakdto thecarier,thecarriermaybe
inclinedto limit its contibution to a set
tlement undestanding that the insured
will be inclined to contiibute a dispro
portonat share so as to avoid trial.
While outside coun®l may be privy to
suchinformation andmay beinclinedto
revealit to the carier, it is likely thatin-
hous coungl will havemore opportunt
ty and pethapsmore incentive to make
sucharevehton.

The New Jessey Rules of
Professional Conduct which addresghe
independencef the lawyer, presentthe
mod dauning obdacle for the practce
of in-hous atomeys.RPC 5.4 prevens
a lawyer from allowing a nonlawyer to
direct or contol his professionaljudg
ment RPC 5.5 treas such direcional
contol as the unauhorized practce of
law andthelawyerwho fails to maintain
professionalindependencis unehicaly
contibuting to the unauthorzed prac
tice.

This mandaé is often not easly
acheved.In-housecounsl oftenoperate
within a nonlawyer manajementstruc
ture, which may be contiary to the pro-
fessional independencespousedy the
RPCs. Thejudgmenbf in-housecounsel
may also be compromised by corporate
podlicies, stffing limitations or other
strictures which materially affect inde-
pendenfjudgnent

The insulnce carier and the in-
houe coun®l mug work togetherto
minimize or eliminatethe ethical issues
thatmay arise.

1. Carriers shoul prohibit or care
fully limit the use of in-housecounsel
where thedefenseis being providedsub
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jectto a reservationof rightsor where
the carrier’s indemniy obligation has
not been fully determned to avoid
potenial conflicts of interest.

2. In-house counsel shauld not
have acces to computer files or sys
tems maintained by the claimsdepart
ment. Likewise theclaimsdepartment
should hawe only limited accessto
compuer files or systemsmaintained
by the legd depatment. In the same
regar, the carrier should not forward
to the assigned defense counselthose
portions of its investigationfile, which
may include correspmdence notesor

other commentary, relevant to the
availability of insurance coverage.

3. A nonlawyer may not cortrol
the mears by which the objectives of
the litigation are pursuel. In-house
counsd may not be direded by man
agement or the claims deparimert. A
managing attorney should supervise
in-house counsd.

4. When stdf or outside cownsel
ase@rtains facts during the course of
litigation which will expo® the
insured to liakility not covered by the
policy, a declaratory judgment adion
should be filed by the carrier against

the insured and the plaintiff. The
assgned defense counsel shaild not
appea for any of the parties in the
declarabry judgment adion. The orig-
ind adion should be stayed until the
isste of coveragge hasbeen determined
through the declaratary judgment
adion.

5. Cariers should restrict the use
of in-house counsel where the carrier
believes that the claim will exceed its
policy limits or where erosion of
aggregate policy limits could expose
theinsurel to liability over padlicy lim-
its.



