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Introduction 
 

Attorneys generally seek to provide the best representation, while insurers seek to control legal costs.  The tension 
this dichotomy creates in insurance defense representation is reflected in the nationwide attacks on insurers’ 
attempts to control costs by the use of salaried counsel,1 billing guidelines and audits.  These practices are not new.  
They long have been the source of acrimony between insurers and attorneys.  They continue to be under siege, 
primarily by attorneys, as violating ethical rules.  There is no evidence that they pose substantial ethical problems 
and, as trends toward cost control and increased specialization grow, their use is evolving.  This article briefly 
addresses the myriad of issues raised by insurers’ efforts to manage legal costs in view of the unique tripartite 
relationship among insurer, insured and defense counsel. 
 

Settled Territory?  The Use of Salaried Counsel 
 

All but two states considering the question have rejected these arguments.2  In upholding the use of salaried counsel 
by insurers, courts recognize that the practice of law is regulated “for the purpose of protecting the unwary and the 
ignorant from injury at the hands of persons unskilled or unlearned in the law.”3  Salaried counsel are neither 
“unskilled nor unlearned.”  They “are not second-class lawyers; these are first-class lawyers who are delivering legal 
services in an evolving format.”4  Courts also recognize that an insurer has the right to protect its pecuniary interests 
by an attorney of its own choosing.  “If the potential loss is within the policy limits, then there is no reason to 
deprive the insurer – the only one appearing to have a pecuniary interest in the ultimate liability and the only source 
of the funds to be paid in settlement – of its absolute right to control the litigation.”5 
 
In Connecticut, a former insurance company staff counsel attacked his employer’s use of a captive law firm as the 
unauthorized practice of law and claimed that the attorneys who represent such insureds assist their employer in the 
unauthorized practice of law.6  The court rejected these arguments.  Observing the real purpose of the rule, to protect 
the public, the court noted that the prohibition exists because “[t]he relation of an attorney to his client is pre-
eminently confidential … Only a human being can conform to these exacting requirements.  Artificial creations such 
as corporations or associations cannot meet these prerequisites and therefore cannot engage in the practice of law.”7 
 
The Supreme Court of Missouri considered a similar challenge, where the petitioners alleged that the use of house 
counsel constitutes the unauthorized practice of law and raises impermissible conflicts of interests.8  The petitioners 
contended that the challenged services could not be provided by house counsel, but could be provided by outside 
counsel hired and paid for by the insurer.  The Court, in upholding the practice, recognized the identity of interest 
between an insurer and insured, and rejected the attempted distinction between outside counsel and house counsel.  
The Court noted, with some skepticism, that the petitioners simply sought to obtain business for private practitioners 
by denying it to employed attorneys.   
 
Under Georgia’s statute prohibiting corporations from engaging in the unauthorized practice of law, the plaintiff 
sought to disqualify the defendant’s attorney on the ground that he was a full-time employee of the insurer.9  
Georgia’s statute exempts a corporation from the prohibition, if it employs attorneys “in and about their own 
immediate affairs or in any litigation to which they are or may be a party.”10  The issue presented was whether the 
use of staff counsel to defend a lawsuit was “in and about” the insurer’s “own immediate affairs.”  The Court found 
that it was and that the insurer had not engaged in the unauthorized practice of law, noting that the insurer “is 
fulfilling contractual obligations which arise under the policy as well as defending its own interest in eliminating or 
limiting any recovery under the policy … That the insured has an equal or greater interest in the outcome of the 
litigation does not eliminate the insurance company’s interest therein.”11  Indeed, the position of the American Bar 
Association’s Committee on Ethics and Professional Responsibility is that an insurer’s use of attorney-employees or 
outside counsel on behalf of its insureds does not constitute the unauthorized practice of law.  “The furnishing of 
legal services to an insured by a liability insurance company involves such a community or identity of financial 
interest so as to define the service involved as in the insurer’s own interest.”12 



Despite the obvious identity of interest, critics continue to charge that the practice also violates ethical rules which 
provide that a lawyer shall not represent a client if the representation of that client will be directly adverse to another 
client.  However, the majority of jurisdictions reject this argument as well, and choose instead to rely upon an 
attorney’s professional expertise and ethical obligations as providing sufficient safeguards.  Both house counsel and 
outside counsel owe the same unqualified loyalty to the insured, as if they had been personally retained by him.  
“The intrusion of the insurance contract does not alter the fact that the relationship with the insured is that of 
attorney and client.  It cannot be overemphasized that the relationship is the same if the attorney were hired and paid 
directly by the insured.”13  Counsel’s ethical obligations are the same.   
 

These include a duty not to undertake or continue a representation if the exercise of the lawyer’s 
professional judgment on behalf of the client is or reasonably may be adversely affected by his other 
interests or representations ... The essential point of ethics is that the lawyer so employed shall represent the 
insured as his client with undivided fidelity.14 

 
The presumption that salaried counsel are unable to faithfully execute these obligations solely because of their 
employment status has been soundly rejected.  “The determinative factor is whether ... in-house counsel can 
maintain professional independence comparable to that of an outside law firm.”15 
 
The Florida Bar, over 30 years ago, sought a per se rule prohibiting the use of house counsel, asserting that conflicts 
could develop where a claim exceeds policy coverage, or when a compromise is in the making, and that the best 
interests of an insured require independent counsel.16  The Bar argued: “the compulsive economic pressure of 
retaining one’s full time means of livelihood precludes the possibility that a lawyer under such circumstances can 
give unadulterated devotion to divergent interests.”17  The Court rejected this argument, finding that house counsel’s 
responsibilities are no different than any other lawyer’s responsibilities to one of two clients whose interests are in 
conflict.   
 

[T]he ethical problem might well arise regardless of the nature of the employment relationship …  There 
may come a time when the lawyer must decide which of two ‘masters’ he will continue to serve because 
the presence of a conflict makes it ethically impossible to serve both.  Consequently, the proposed rule does 
not completely solve the problem which the Bar seeks to remedy.  It merely discriminates against a class 
with no reasonable basis for the distinction.18 

 
Where an attorney is engaged to defend in the insured’s name, it is well-settled that he cannot ethically seek a result 
that would leave the insured liable and uncovered.  Where a question of coverage arises at the inception of suit, the 
insured should be directed to retain personal counsel.  Where there is a declaratory judgment action regarding 
coverage, the attorney cannot appear for either party.  Where the attorney learns facts which suggest that the insured 
is not entitled to coverage, the attorney owes to the insured, his client, “an undeviating and single allegiance,” which 
forbids the attorney from taking a position adverse to the insured.19  In Montanez v. Irizarry-Rodriguez,20 an attorney 
assigned by an insurer to defend the insured was surprised by the insured’s testimony at trial.  The issue the court 
addressed was whether the attorney may impeach the insured’s credibility.  Because an attorney’s ethical obligations 
run directly to the insured, he cannot.  When a conflict arises, the attorney must advise both the insurer and insured 
and, in the absence of written consent from both, withdraw from representation.21 
 
The ultimate responsibility for handling conflicts must be placed on the attorney, and there is no basis to conclude 
that employed attorneys have less regard for ethical considerations than private practitioners, or that this type of 
representation is so fraught with conflicts that it should never be allowed.  Attorneys who depend on an insurer’s 
referrals for a significant portion of their income could be said to be at risk of favoring the company over the client 
in a conflict situation in order to keep the carrier’s business.22  Outside counsel billing by the hour arguably have a 
built-in incentive to prolong litigation.  Any time a third party pays the costs of representation, the attorney owes 
undivided loyalty to the client served and not the source of compensation.  When interests collide, it is the attorney, 
regardless of the quantum of employment, who must make the ethical decision. 
 

The Next Frontier?  Negotiated Fees, Billing Guidelines and Legal Fee Audits 
 
Where the insurer chooses to hire outside counsel, the insurer sometimes will negotiate set fees, impose billing 
guidelines and/or audit billings in order to control costs.  Recent challenges to such practices have been brought 



under ethical rules which prohibit a lawyer from permitting a person who employs or pays an attorney to render 
legal services to another to direct or regulate that lawyer’s professional judgment, or as compelling the disclosure of 
attorney-client privileged information. 
 
In American Insurance Ass’n v. Kentucky Bar Ass’n ,23 the Kentucky Supreme Court considered the validity of a 
contract between a law firm and liability insurer to perform all of the insurer’s defense work for a set fee.  The Court 
affirmed the determination of the Bar Association’s Board of Governors that the practice violates Kentucky’s Rules 
of Professional Conduct, since the lawyer would stand to gain by limiting the services rendered, and the set fee 
arrangement would result in the insured’s loss of control of the litigation.  Whether this decision represents the 
majority view is questionable, since Kentucky is one of only two jurisdictions which prohibits the use of salaried 
counsel.  
 
However, other challenges directed towards the use of billing guidelines or legal audits raise more troubling 
concerns.  It has been reported that approximately 35 jurisdictions have addressed insurers’ use of billing guidelines 
and legal fee audits through nonbinding state bar advisory opinions or, more recently, by litigation or legislation.24  
Because the insurer bears the financial risk and typically has the right and obligation to defend and control the 
defense under the insurance contract,25 courts have permitted insurers to impose reasonable restrictions on the 
conduct of the defense, including the cost of litigation.  Such restrictions vary, but where they become so 
unreasonable or inflexible as to interfere with an attorney’s ability to exercise independent professional judgment, 
they are vulnerable.  Ricketts v. Farmers Group, Inc.26 is an example.  In that case, the California court found that 
the insurer’s control over outside counsel’s work was so extreme as to constitute the unauthorized practice of law.  
Similarly, last year, the Montana Supreme Court unanimously held that because the defense lawyer’s client is the 
insured and not the insurer, the use of a pre-approval process fundamentally interferes with the attorney’s 
independent judgment, and audit practices which require disclosure of legal bills to third party auditors without fully 
informed contemporaneous consent violate client confidentiality.27 
 
An insurer’s requirement that counsel provide billing information to a third party auditor arguably intrudes upon the 
attorney-client privilege and requires counsel to reveal confidential information in violation of ethical rules.28  
Numerous states have issued advisory opinions warning against such disclosures without the authorizations of all 
parties.  Moreover, such audits can become so intrusive as to suggest that it is the auditor, not the attorney, who is 
managing the litigation, raising other ethical and legal questions.29 
 
In 1999, the Florida State Bar established a special committee to examine the use of billing guidelines and legal 
audits.  In the past year, the Georgia State Bar asked Georgia’s Supreme Court to adopt a prohibition against outside 
counsel sharing information with insurers’ auditors.  In an effort to reach a compromise and avert a stalemate with 
insurers, the Defense Research Institute recently approved a set of non-binding guidelines to address billing 
procedures, reporting requirements and case management.30  Whether these guidelines will meet the competing 
needs presented by the tripartite insurer, insured and defense counsel relationship remains to be seen. 
 

Conclusion 
 

The use of salaried counsel and billing guidelines can increase insurers’ efficiency, which ultimately benefits the 
public in the form of reduced costs.  In view of the benefits, the adoption of a per se prohibition against their use is 
unwarranted.  However, an insurer’s guiding cardinal principle should be that counsel always must be permitted to 
exercise independent professional judgment ultimately to protect the interests of the client. 
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