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Other People’s Money – The ethical challenges of Excess Underwriters v. Frank’s Casing Crew, 246 SW3d 42 (Tex. 2008) – How insurance coverage issues affect counsel’s duties regarding settlement of underlying substantive disputes.

Why is this topic important enough for your attention, particularly this year?  The current Frank’s Casing decision is a state law opinion, but we know that state law affects or even controls insurance law questions in the maritime world.
  Why is it being presented by someone whose principal practice is now mediation – assisting parties in the settlement of disputes?


Notice that the question describes mediation as “assisting in the settlement” of disputes, rather than the fancier “facilitating” or the less ambiguous “evaluating.”  There is an ongoing argument about the ethics of mediator practice, about whether a mediator should only facilitate the parties’ own negotiations, or whether a mediator should venture an evaluation of the strength or weakness of either party’s case, or of the likely damage exposure.  That ethics question is not what this presentation is about.  Most mediators wind up somewhere in the middle of the spectrum on any given day, and sometimes are expressly asked what he or she thinks a particular case or claim is  worth.  One of the reasons that question can be so tough, both for the parties and for an intermediary, is that factors other than the merits of the cause of action have so much to do with the value at which a claim can or should be resolved.  The Frank’s Casing decision is based in part on the premise that insurance coverage is one of those factors.

Experienced counsel who work on either side of the docket know that there are several moving targets in the resolution of a dispute: the rights of the parties, and the amounts involved, and the will of the respective parties, and the ability to pay or accept the level of payment being negotiated.  There are many shades and phases of these so-called targets, but it is a truism that it is easier to settle with someone else’s money. Cf: Frank’s Casing, 246 SW3d, at 47.  That truism is one way to describe the source of the problem  in Frank’s Casing, and from the point of view described by that truism, the ethical dilemmas of counsel when coverage or other indemnity issues are present do recur in real world situations, whether on the courthouse steps or at the mediation table.  This paper addresses the issues which put pressures on counsel when coverage or indemnity issues interact with the merits of a claim in or about to be in litigation.  It asserts that a guiding principle for ethical representation of clients on either side of the docket is to make sure that counsel is not making agreements about other peoples’ money.
Frank’s Casing


In Excess Underwriters v. Franks Casing Crew,
 the Texas Supreme Court held that, when a settlement has been made, the risk of an erroneous coverage decision falls on the insurer, and not on the insured, unless the insured has agreed to reserve the coverage question until after the underlying claim has been resolved.  Franks Casing Crew, as the insured, faced a claim that exposed its excess insurance policy, at least insofar as the amount being claimed was concerned.  Under the excess policy language, the insurer had no duty to defend, although it did have the right to involve itself in the defense.  A significant dispute arose about whether the excess policy covered all or only parts or perhaps none of the claim in question, based on substantive coverage questions rather than policy defenses or conditions.  When a settlement demand was received within the excess policy limits, the excess insurer was put to the decision whether (1) to pay the settlement, thereby abandoning its coverage defense unless the insured agreed to reserve the issue for later determination, or (2) to decline to pay the settlement, thereby exposing the insured to a judgment greater than the available settlement, and exposing itself to that same judgment if coverage was thereafter found to exist.  The insurer’s exposure in the second case would not necessarily be limited by its contractual policy limits, since its refusal to make the settlement would be tested under the Stowers
 doctrine if coverage was found to exist.  When the insured declined to participate in a funding agreement or to reserve the coverage question for later determination, the insurer went forward to conclude the settlement with the plaintiff, attempting unilaterally to preserve a reimbursement right from the insured if coverage was later found not to exist.  Over equitable objections from the dissent, the Texas Supreme Court held that an insurer could not make such a settlement and then seek reimbursement from its insured, unless the insured had agreed to permit that possibility.

Both the insured and the insurer are in tough spots, when coverage is unclear and a settlement becomes available within policy limits.  The Stowers doctrine, originating in 1929 and more recently addressed in Garcia
, holds insurers to an expert negligence standard with respect to their decisions whether to expose an insured to a judgment above policy limits by declining a settlement opportunity within those limits prior to final judgment, if coverage is found to exist.  The Garcia expression of the doctrine includes a premise that the claim is within the insurance coverage.  When there is doubt about the insurance coverage, Frank’s Casing now tells us that an insurer may not use its financial resources to liquidate the claim against the plaintiff and reserve the coverage dispute against its insured, unless the insured agrees to the reservation of the issue.  
The Poverty Defense

The law school principle that a right without a remedy is not much of a right has its pragmatic corollary in the realization that a judgment which cannot be collected is not much of a judgment.  For this reason, a claim against an impoverished and uninsured defendant typically has less value than an equal or lesser liability claim against a wealthy or well-insured defendant.
  Analytically, the so-called poverty defense is a form of affirmative defense, potentially acknowledging some or a lot of liability but denying the ability to pay for any or much of that liability.  The credibility of the poverty defense varies sharply according to whether there is or is not insurance available to fund a settlement or judgment.  When coverage issues impair but do not conclusively rule out the existence of insurance coverage, the value of the poverty defense can become a matter of substantial dispute between the parties.  

One effect of the Frank’s Casing decision is to preserve to the insured-defendant in the underlying substantive dispute whatever value the poverty defense may have.  If an insurer funds a settlement but reserves a coverage issue against the insured only, it thereby relieves the plaintiff of worrying about the poverty defense (but may leave the insured worrying about poverty itself, if there is no insurance coverage at the end of the day).   Since the Frank’s Casing decision no longer permits the insurer to make that reservation, without the insured’s agreement, the insurer must necessarily seek to discount its contribution to the settlement or effectively concede the existence of coverage entirely.  This discounting process, or evaluation of the coverage issue(s), seems necessarily to involve counsel who are preparing the underlying case for trial and negotiating any possible settlement as they go, whether at mediation or on the courthouse steps, and whether on plaintiff’s or defendant’s side of the docket.
From the Plaintiff’s point of view:


Another effect of the Frank’s Casing decision is possibly to put plaintiff’s counsel into the sophisticated insurance coverage business, in some cases.
  As mentioned above, the value of a particular claim is a function not only of its merits but also of the resources available to satisfy that claim.  Financial analysis of a defendant’s resources is one way to understand whether the insurance coverage question is really material to the value of the claim, but the convenience of having a responsible insurer available to write a check is a factor present in every case, no matter how solvent the defendant itself may be.  In other cases, the relative strength of the coverage defense will be relevant to the Stowers leverage felt by the defendant’s insurer.  As in Frank’s Casing itself, the insurer is risking not only whatever compromise value is inherent in a potentially available settlement within its policy limits, it is also risking extra-contractual exposure above its policy limits under the Stowers doctrine.  Since the Garcia expression of the Stowers doctrine relies on a claim within the insurer’s coverage, the validity or not of the coverage defense may affect the basic availability of the Stowers leverage.
  Accordingly, plaintiff’s counsel will probably be well-advised not to ignore the underlying coverage details, to the extent available, in order to understand not only the strength of defendant’s possible poverty defense, but also to gain an understanding of the insurer’s perception of its own exposure.  The Frank’s Casing decision keeps these issues potentially in play in the basic liability case against defendant, and does not permit an insurer (and arguably a contractual indemnitor) simply to settle a plaintiff’s claim and reserve for later resolution the question whether the settlement funds would come from the insurer, or from the insured after a coverage determination.  Of course, plaintiff and his or her counsel can rely on an unconditional offer from either the defendant or its possible insurer.  The problem is that after Frank’s Casing, those parties may be reluctant to make such unconditional offers, unless they are receiving some value in the settlement negotiation for the possibility that their view of the coverage position may be wrong.
From the Defendant’s point of view

It is a basic principle that defense counsel has an unqualified duty of loyalty to the insured-defendant, even if appointed and paid by insurer, and whether or not a reservation of rights regarding insurance coverage has been asserted by the insurer.  Employers’ Casualty Company v. Tilley, 496 SW2d 552, 558 (Tex. 1973).
  Before the Frank’s Casing result was reversed on rehearing, secondary authorities such as the State Bar Litigation Section’s Advocate were saying that defense counsel were “strongly encouraged” to avoid participating in negotiations between insured and insurer when a coverage problem complicated a Stowers situation.
  While these issues are squarely in the middle of the so-called tripartite relationship problem, it clearly does not answer all the questions simply to revert back to the duty of loyalty to the insured for guidance (although that may still be the best guidance).  Does that duty extend to pursuit of coverage against the insurer?  If the insurer is separately represented, can the insurer’s counsel act directly with the plaintiff to reduce the coverage potential, even if it increases the defendant’s exposure to the plaintiff?  An example might be to emphasize (or document) the intentional aspect of injury causation (not covered) as opposed to the insured’s negligent conduct (covered).  

Now that the 2008 version of Frank’s Casing is the law, it appears that the defendant’s insurance coverage problems may have to go into the mix of negotiation with the plaintiff.  Frank’s Casing says that an insurer may not negotiate with what may turn out to be someone else’s money (i.e., the insured’s).  Therefore, unless the insured agrees to reserve the coverage issue for later determination, the insurer is likely negotiating with its own money and discounting or abandoning its coverage defenses.  The principal contact and point of negotiation between plaintiff’s counsel and defendant is usually defense counsel, and one of defense counsel’s tools of negotiation is the poverty defense, as discussed above.  If the coverage defense is necessarily involved in the settlement of plaintiff’s claim (Frank’s Casing), defense counsel as negotiator necessarily is aware of the coverage defense and must either assert it or fail to assert it. Either option seems to leave defense counsel “participating” in the use of the coverage defense, if not technically in the negotiation between insurer and insured.
   Incidentally, must defense counsel with the duty of loyalty to the insured necessarily advise the defendant-insured on the question whether to allow or refuse to allow the reservation of the coverage defense until after the plaintiff’s claim has been resolved/liquidated?  It worked well for the Frank’s Casing insured to refuse to negotiate the coverage question contemporaneously with the underlying negotiations with the plaintiff.  The insurer’s choice to control the damage potential of the claim by settling with the plaintiff had the effect of abandoning the coverage defenses, despite the efforts of insurance counsel to preserve them.  In the procedural posture of the case, with hindsight, this had the effect of creating coverage in spite of at least one ruling that coverage did not exist.  It might not have been perceived as having worked so well, if the insurer had chosen not to make the settlement without the insured’s participation, and the trial result had created a liability greater than the net amount of coverage, once the coverage defenses were subsequently litigated.  

Note that characterizing the settlement as the insurer’s choice to control the damage potential of the claim describes the transaction as creating a benefit to the insurer, even though it had the effect of forfeiting under pressure the insurer’s coverage defenses.  Justice Wainwright, dissenting in Frank’s Casing, disagreed with the majority not on equitable principles of restitution, but because he believed an agreement to reserve the issue had been made.  His dissent illustrates, however, that he did not believe either that the insurer was spending someone else’s money or that the insurer was unfairly stuck with coverage it did not write.  Instead, he pointed out that both the insured and the insurer benefited from the settlement, in terms of resolving risk.  The insurer spent its own money, but obtained a compromise value below its policy limits, and incidentally resolved whatever Stowers exposure was created by the mere receipt of a settlement demand within its policy limits.  Although he dissented for another reason, Justice Wainwright appears to agree with the majority that the insurer was spending its own money for its own purposes.  As for the insured, it did get the benefit of someone else’s money (the insurer’s), but arguably at least, the insurer had agreed to make its money available under the insurance contract and the only question was how much.
The Relevance of Disclosure and Joinder Rules:  

The Texas Rules of Civil Procedure provide for the routine disclosure upon request of the existence and contents of any indemnity and insuring agreements under which any person may be liable to satisfy part or all of a judgment or to indemnify or reimburse payments made to satisfy a judgment.
  The federal equivalent calls for a mandatory disclosure of any insurance agreement under which an insurance business may be liable to satisfy all or any part of a possible judgment or to provide reimbursement therefor.
  Thus the information about whose money is at risk should be available in every suit, and the information should also be available about the level, if relevant, that it becomes someone else’s money.  Neither rule expressly requires detailed disclosure of coverage disputes or reservations of rights agreements, but routine discovery in support of the disclosure rules should be available, particularly in light of the Frank’s Casing holding that insurance disputes are necessarily resolved in liability settlements, unless the parties agree to reserve the disputes.  In view of the importance of this information to evaluation of claims, as well as to the familiar negotiating strategy issues, early attention to this information is a matter of potential concern to counsel on both sides of the docket.

The mere fact that the court in Frank’s Casing has said that insurance coverage disputes are necessarily resolved when liability settlements are agreed, unless the parties have reserved that issue for later determination, does not mean that insurers have become proper parties to liability suits.  The Texas joinder rules prohibit the joinder in tort cases of a liability or indemnity insurance company, unless there is statutory or contractual authority for direct liability to the plaintiff, whether directly or in third-party practice.
  Real party-in-interest concepts have not so far overcome the express prohibitions to joinder of liability insurers.  So, a nonparty (an insurer, whether primary or excess), whose contractual rights and obligations are at stake, and who generally has the resources to assist in resolving an underlying liability dispute, may now act to compromise its exposure (i.e., make a payment in exchange for settlement of a claim) only at the risk of forfeiting its contractual defenses to the insurance claim, unless its insured has  agreed that it may make such a payment and still pursue its contractual defenses at a later time.  Even if such agreement is present, and particularly when it is not, the defense of the underlying claim creating the exposure is committed to defense counsel whose primary duty of loyalty is to the insured rather than to the insurer.  These consequences flow from a contract under which someone else’s money (the insurer’s) is placed at risk for the first party’s liability (the insured’s).  This is called the liability insurance business, and the insurers typically retain the authority for spending their own money to discharge their contractual obligations.
Other People’s Money 


What is so special about dealing with other people’s money?  Consider some of the relationships characterized as having fiduciary elements, such as trustee, agent, executor, attorney-in-fact, or attorney-client.  Does the fiduciary relationship [with its ethical obligations] flow from the legal categories, from the labels, or at least as to financial duties, does it flow from the mere fact of handling other peoples’ money?  We expect our bankers to have a duty of fidelity – bonds are written to insure that fidelity.  Is that expectation because they are bankers or because they’re handling someone else’s money (ours!)?   In the context of settling lawsuits, various cases emphasize the importance of correlating the decision-making authority with the ownership of the money being spent.  For example, the Gandy
 decision and its progeny rely on the concept of a fully adversarial trial for assurance as a matter of public policy that litigation agreements and resulting judgments in fact represent decisions by parties whose money is actually at stake.  An agreed judgment accompanied by a covenant not to execute is not considered trustworthy, since the party agreeing to the judgment but protected by the covenant not to execute does not really have its own money at stake.

What does Frank’s Casing tell us about this analysis based on whose money is being spent to resolve a lawsuit?  First, it is consistent with the premise that a court will not let one party spend another party’s money without a contractual right to do so.  If the insurers in Frank’s Casing had been permitted to liquidate the plaintiff’s claim but still reserve the right to recoup the money from the insured, based on possible non-coverage, the insurer would in effect have been spending the  insured’s money if the coverage defense proved ultimately to be successful.  The mere fact that the insurer chose to pay money it arguably did not owe under its coverage did not outweigh the appearance of the insurer spending the insured’s money.  

Second, as a matter of policy, the poverty defense analysis ensures that real money is being spent by a party making a settlement agreement.  This is similar to the fully adversarial trial requirement of the Gandy decision.  


Third, the court’s express rationale in Frank’s Casing was to the effect that professional insurers are in a better position than an insured to (a) bear the risk of paying a claim for which there should not have been coverage, or (b) extract policy language creating a contractual right to reimbursement of payments made to settle claims, if there later proves to have been no coverage.  The insurance principle is to transfer the risk of having to pay a covered claim from the insured to the insurer, in exchange for a premium payment; in effect, the insurance contract creates a situation in which the insurer’s money is used to defend, discharge, or settle the insured’s liability.  The insurance policy contains a contractual right to the benefit of someone else’s money (the insurer’s), up to a limit.  The Frank’s Casing decision extends that contractual right across whatever gap is created by the coverage defense – a matter of contract interpretation.  The insured has a contractual right to use the insurer’s money for matters within coverage – is it such a stretch to recognize that right when the contract interpretation question (coverage) is less than clear?  The dissent in Frank’s Casing somewhat forcefully points out that it is a windfall to the insured to have its liability settled without using its own money or paying a premium for the right to use the insurer’s money.  Certainly from the insurer’s point of view, equitable concepts of restitution or unjust enrichment would seem to be available to justify a post-settlement examination of the coverage issue and a re-apportionment of the loss to the parties’ contractual (coverage) expectations.    In the world of insurance, however, where contracts expressly provide for the use of other people’s money, the Frank’s Casing court was unwilling to permit the insurer to place at risk someone else’s money, in the absence of an express agreement to accept that risk.  The point is that anyone can decide what to do with his own money, even agree to leave the money at risk for later determination in a coverage decision.  In the absence of that agreement, however, no one should be permitted to put someone else’s money at risk unilaterally.  

Frank’s Casing and Stowers


As mentioned above, the Stowers doctrine requires an insurer to act reasonably from the point of view of the insured, when a settlement demand is made within policy limits and within the policy’s coverage.  The risk of unreasonable claims handling/settlement decision behavior, such as declining a reasonable settlement opportunity just under an insurer’s limit and thereby exposing the insured to a judgment above the insurer’s coverage, is the same risk as letting the insurer make a settlement decision that exposes another person’s money (the insured’s) under a later coverage determination.  Eighty years ago, Stowers said that an insurer couldn’t expose another person’s money that way – said that the insurer could be required to spend its own money to pay for an unreasonable decision not to settle.  Expressed in this way, it may be seen that Stowers and Frank’s Casing are based on the same principle – the principle that an insurer will not be permitted unreasonably to risk its insured’s money with respect to settlement of lawsuits.

Under the restitution principles inherent in the Frank’s Casing insurers’ attempted unilateral reservation of the coverage dispute for later resolution, the court couldn’t tell whose money was at stake, when the settlement decision had to be made with the plaintiff.  It might turn out to be somebody else’s money (i.e., the insured’s, if there turned out to be no coverage).  Without knowing whose money was at stake, the court could not visualize, determine, pronounce, figure out (whatever verb of decision one might choose), to whom counsel owed the duty of professional loyalty, to which party was owed a fiduciary’s responsibility for someone else’s money.  The insured couldn’t settle the case (spend the excess underwriter’s money) without the underwriter’s consent;
 now Frank’s Casing says that the excess underwriter couldn’t settle the case without unreservedly accepting the responsibility for spending its own money (i.e., could not reserve the contingent right to spend the insured’s money, depending on how the coverage issue came out.)  If this is indeed a guiding principle underlying the Frank’s Casing decision, it may also be the touchstone guiding counsel from an ethical point of view in representing one or another party in such situations.  Counsel need “only” make sure he or she is not making recommendations for one party or another to spend other people’s money, having in mind the issues of privileged communication, contractual agreements pre-and post- casualty and pre- and post- litigation, and loyalty to one’s own client.

What to do when coverage questions remain unresolved at settlement time?

So, how many lawyers does it take to (1) pass out the money? Or (2) hold on to the money?  Or (3) solve the coverage problem on its own merits, independently of the merits of the underlying claim? Or (4) recognize and respond appropriately to the weakness imposed on defendant by uncertain insurance coverage?


In Frank’s Casing, the insurers sought to minimize their exposure by making the settlement with the plaintiff and reserving its coverage defense for resolution in a claim against the insured for reimbursement, if coverage was found not to exist.  This the Court has now said an insurer may not do, without the insured’s consent.  For the majority of the court, an insurer is so much more knowledgeable about coverage matters than its insured ever is, that it must not expose its insured to a quantum of damages by agreeing to a settlement figure without also agreeing to pay that amount of damages.  It didn’t matter whether the settlement figure was reasonable or not, and in fact, both insured and insurer agreed that the settlement figure with plaintiff was reasonable on the merits.  Remember that one of the moving parts of a settlement is frequently the ability to pay, so that an uninsured defendant will get more mileage out of the poverty defense than an insurance company ever will.  While this situation will never be easy for counsel, the analysis based on identifying attempts to use other peoples’ money suggests the following comments.

First, counsel should make sure he or she knows who his or her client is, and to whom that duty of undivided loyalty is owed, regardless of who is paying the bills or authorizing settlement offers.  Second, remain aware of ( or even alert to) the fact that a coverage problem cannot be reserved unilaterally for later resolution, however sensible that approach may seem under the pressure of too many moving parts as trial approaches.  The mere fact that a settlement opportunity is acknowledged by the insured to be reasonable does not amount to an agreement to reserve a coverage dispute for later resolution.  For trial counsel dealing with a settlement decision, and for a mediator trying to understand the parties’ respective impediments to settlement, reasonableness of the demand on the merits is an important element, but it is not enough to justify reservation of the coverage decision for a later day.  It may be that a  mediator can discuss these  points with an insurer and its coverage attorney more directly than could defense counsel with the duty of loyalty to the insured, even if it is  defense counsel who brings the coverage problem to the attention of the mediator.  

Counsel should do what he or she can to see that the parties are prepared to compromise both the underlying claim and the coverage dispute as trial approaches, whether for settlement discussions at mediation or at the courthouse.  This may mean an additional section in counsel’s pretrial or pre-mediation report to his client(s), and even that a section of the report may have to be redacted from the copy of the report directed to the insurers.  The mere fact of that redaction will likely be enough to alert the insurer to prepare itself for the settlement opportunity, whether or not separate coverage counsel is involved at that point.  Duty, awareness, and preparation – these are counsel’s familiar obligations, made a little more sophisticated by the Frank’s Casing decision.  
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� G.A. Stowers Furniture Co. v. American Indemnity Co., 15 SW2d 544 (Tex. Comm’n. App. 1929, holding approved).


� American Physicians Exchange v. Garcia, 876 SW2d 842 (Tex. 1994).


� Tort reform analysts will recognize that the targeting of wealthy or well insured defendants with joint and several liability theories is a time-honored practice which has attracted both judicial and legislative attention. 


� Cf: Footnote 10, below.


� No post-Frank’s Casing decision has been identified which addresses the question whether or not the insurer’s doubts about coverage go into the evaluation of whether a settlement decision is reasonable or not.  That is, no case has been found which after Frank’s Casing says whether the Stowers evaluation of an insurer’s non-settlement decision must be made from the point of view of the insured alone.


� See also Northern County Mutual Ins. Co. v. Davalos, 140 SW3d 685, 690 (Tex.2004); State Farm Auto Ins. Co. v. Traver, 980 SW2d 625,628 (Tex. 1998).


� Volume 37, Winter 2006, at p.31 (Christopher S. Ayres, “Considering Settlement? Current Issues Relating to the Stowers Doctrine”


� In order to use the coverage defense in negotiation with plaintiff’s counsel, it would seem that one would need to evaluate its strengths and weaknesses, as well as its relevance.  If defendant is able to satisfy any potential judgment from its own assets, the presence or absence of a coverage defense is not particularly relevant to plaintiff in settlement negotiations, except as a matter of convenience and to understand defendant’s negotiating strategy.


� Texas Rules of Civil Procedure, Rule 194.2(g) and Rule 192.3(f).  


� Federal Rules of Civil Procedure, Rule 26(a)(1)(A)(iv).


� Texas Rules of Civil Procedure, Rules 51(b) and 38(c).


� State Farm Fire and Casualty Co. v. Gandy, 925 SW2d 696 (Tex.1996).


� Cf: Footnote 9, above.


� Motiva Enterprises LLC v. St. Paul Fire and Marine Ins. Co., 445 F3d 381 (5th Cir. 2006)
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