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By Christopher “Kipper” Burke

THE SEARCH FOR THE TRUTH: THE TRUE FACTS
EXCEPTION TO THE DUTY TO DEFEND FROM THE

CARRIER’S PERSPECTIVE

Several hundred years ago, Lord Chief Justice Coke ob-
served that “truth is the mother of justice.”

Courts across the United States universally agree that lit-
igation should be a search for the truth. Texas courts and
the Fifth Circuit are no different. Even in cases where an
insurance company is paying for the defense of its insured,
the Supreme Court of Texas understands that the search for
truth is paramount. In fact, the court stated that the profes-
sion needs to guard against giving prominence or substance
to the “image that lawyers will take any position, depending
upon where the money lies, and that litigation is a mere
game and not a search for truth.”

But what happens if neither the plaintiff nor the defendant
pursue the truth? And, what if the refusal to seek the truth is
because it would take the matter out of coverage under the
defendant’s insurance policy? Should an insurer be required
to defend a case where neither party seeks the truth?

Under Texas law, insurance companies defending their in-
sureds under a reservation of rights are limited in their op-
tions to ensure that the underlying lawsuit is a search for the
truth. Texas courts should permit insurance companies the
opportunity to establish the true facts when the underlying
parties lack the incentive to do so. Rather than wait for a
trial based on a fiction designed to benefit both the plaintiff
and the insured defendant at the expense of the insurance
company, Texas law should permit insurance companies to
establish the coverage issue at the duty-to-defend stage when
neither party in the underlying lawsuit has the incentive to
litigate the true facts.

Gamesmanship is common in cases involving people injured
while working. Injured workers who may be employees of
the defendant under Texas law often allege that, at the time
of the injury, they were (1) an independent contractor of the
defendant; or (2) either an employee or independent con-
tractor of the defendant. Alleging that the injured worker
was an independent contractor is likely sufficient to trigger a
duty to defend under standard commercial general liability
or commercial auto policies. In this situation, or where the
insurer’s investigation determines that the plaintiff may be
the insured’s employee, the insurer accepts the defense while
reserving the right to disclaim under the employee injury
exclusion.

Whether the worker is an independent contractor or
employee significantly affects the trial. If the worker is
an employee, then the defendant loses all common law
defenses like contributory negligence. If the worker is an
independent contractor, then the defendant can submit the
plaintiff’s comparative fault to the jury.

If the availability of insurance coverage was not an issue,
the plaintiff would almost certainly argue that he or she is
an employee to maximize the employer’s liability. However,
because this would trigger the employee injury exclusion,
plaintiffs often ignore the worker’s status and proceed to trial
as if the injured employe were an independent contractor.
The defendant, even knowing that the worker is an employee,
lacks incentive to prove it. The parties submit the case to the
fact finder with negligence questions as to the plaintiff and
defendant, as well as the comparative liability question. They
do so despite the fact that whether the injured worker was
an employee or an independent contractor affects liability
and the availability of insurance coverage.

Under the current guidance from the Supreme Court
of Texas, the insurance company has no viable option to
address this fiction until a final judgment is entered. Because
it is defending under a reservation of rights where a true
conflict between it and the insured exists, the insurance
company lacks the ability to control the defense. The
insurance company has no means to ensure that the true
facts are tried, as neither underlying party has the incentive
to argue the truth—that the worker was an employee.

Texas courts have long held that the insurer’s duty to defend
is analyzed under the eight-corners rule. The rule is well
established: the duty to defend is determined by comparing
the factual “allegations of the complainant . .. in the light of
the policy provisions without reference to the truth or falsity
of such allegations and without reference to what the parties
know or believe the true facts to be, or without reference to
a legal determination thereof.”

The duty to indemnify, however, is determined by the actual
facts established in the underlying litigation. Texas courts
treat the duty to indemnify separately from the duty to
defend. And, Texas law provides that “a claim based on a
contract that provides indemnification from liability does
not accrue until the indemnitee’s liability becomes fixed
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and certain.” Thus, if an insurer has a duty to defend, any
attempt to determine the duty to indemnify prior to a final
judgment in the underlying action is deemed “premature.”

1. Courts should adopt a true-facts exception to the duty
to indemnify when trier of fact will not decide the cov-
erage issue in the underlying case.

A true-facts exception, permitted where the underlying liti-
gation will not establish coverage-determinative facts, is the
only mechanism by which justice can be efficiently achieved
for all the parties. While this approach may, at first blush,
appear to violate well-established Texas law, it reflects the
rationale behind virtually all of the Supreme Court of Texas
opinions on the issue. Each of these opinions is addressed
below.

a. GuideOne

In GuideOne, the Supreme Court of Texas declined to adopt
a “true facts” exception to the eight-corners rule in a suit
involving sexual assault. The insurer argued that it knew the
allegations could not be true because the individual defen-
dant was not an employee of the church during at the time
of the alleged assaults. The Court held that if an insurer
“knows [the] allegations to be untrue, its duty is to estab-
lish such facts in defense of its insured, rather than as an
adversary in a declaratory judgment action.” The Court
determined that public policy did not support a “true-facts
exception” because “the record before us [did] not suggest
collusion or the existence of a pervasive problem in Texas
with fraudulent allegations designed solely to create a duty

to defend.” /d.
The Court explained:

Moreover, were we to recognize the exception
urged here, we would by necessity conflate the
insurer’s defense and indemnity duties without
regard for the policy’s express terms. . . .

The policy thus defined the duty to defend
more broadly than the duty to indemnify. This
is often the case in this type of liability policy
and is, in fact, the circumstances assumed to
exist under the eight-corners rule. Because the
respective duties differ in scope, they are in-
voked under different circumstances. A plain-
tiff’s factual allegations that potentially support
a covered claim is all that is needed to invoke
the insured’s duty to defend, whereas, the facts
actually established in the underlying suit con-

trol the duty to indemnify.

The GuideOne decision is premised on the fact that the cov-
erage issue will be resolved in the underlying lawsuit. But,
in the injured-worker scenario, the true facts will not be lit-
igated in the underlying case, leaving coverage unresolved.
|[d Thus, the Court’s premise for rejecting a true-facts exception

is lacking where the facts will not be established in the un-
derlying lawsuit.

b. Avalos

In Loya Insurance Company v. Avalos, the Court adopted an
insurer’s right use a true-facts exception to the eight-corners
rule. In Avalos, the insurance company sold an automobile
liability policy to Guevara. Guevaras husband, Flores, was
explicitly excluded from the policy’s coverage. While mov-
ing Guevaras car, Flores collided with another car carrying
Avalos and Hurtado. Avalos, Hurtado, Guevara, and Flores
agreed to tell both the responding police officer and the in-
surer that Guevara was driving the car, rather than Flores.

Avalos and Hurtado sued Guevara for damages. Guevara
sought coverage from her insurer, which retained defense
counsel. Guevara disclosed the lie to her attorney and iden-
tified Flores as the driver. The attorney reported this infor-
mation to the insurer. The insurer withdrew the defense
and denied coverage for the accident. Avalos and Hurtado
obtained summary judgment, and the trial court entered a
judgment against Guevara for $450,343.34.

Guevara assigned her rights against the insurer to Avalos and
Hurtado, who sued the insurer for payment of the judg-
ment. The trial court entered summary judgment in favor of
the insurer, finding there was no factual issue that Flores, the
excluded driver, was driving the at fault vehicle. The appel-
late court reversed, relying on the longstanding eight-cor-
ners rule, stating that “as logically contrary as it may seem,”
the insurer owed a duty to defend.

The Supreme Court of Texas reversed. The Court found no
dispute that the parties agreed to lie in order to trigger in-
surance coverage. Finding this sufficient evidence of collu-
sive fraud, which the Court identified as a key distinction
justifying departure from the eight-corners rule, the Court
concluded, “an insurer owes no duty to defend when there
is conclusive evidence that groundless, false, or fraudulent
claims against the insured have been manipulated by the in-
sured’s own hands in order to secure a defense and coverage
where they would not otherwise exist.”

In the injured-worker scenario, the insured does not affir-
matively manipulate the claim into coverage. Thus, Avalos is
not controlling. But, Avalos’ statement that there was no fac-
tual dispute regarding who was driving is, in application, a
“true facts” exception to the eight-corners rule. Because the
Supreme Court of Texas would not allow a fiction to trigger
the insurer’s obligation, it found that the insurer could rely
on the true facts to establish that it had no duty to defend
the insured. While collusion is one reason to apply such a
true-facts exception, other reasons also support the excep-
tion. That a case will proceed to judgment based upon a
fictional set of facts should, alone, be sufficient. Thus, when
the underlying lawsuit will not establish the facts necessary
to determine coverage, the insurer should be able to negate
the duty to defend by looking to the true facts.



Monroe Guaranty

Of course, the above approach directly conflicts with the Su-
preme Court of Texas’ most recent opinion regarding extrin-
sic evidence in determining the duty to defend. In Monroe
Guaranty Insurance Company v. BITCO General Insurance
Corporation, the Court determine whether two insurance
companies owed a duty to defend a suit where the insured
defendant drilled an irrigation well that damaged the plain-
tiff’s land. The Court considered whether Texas law permits
consideration of stipulated extrinsic evidence to determine
the duty to defend when the plaintiff’s pleading is silent
about a potentially dispositive coverage fact. The plaintiffs
pleading was silent on when any “property damage” may
have occurred within the meaning of the commercial gener-

al liability policies.

The Court determined that extrinsic evidence could be con-
sidered only “if the evidence (1) goes solely to an issue of
coverage and does not overlap with the merits of liability,
(2) does not contradict facts alleged in the pleading, and (3)
conclusively establishes the coverage fact to be proved.” The
Court ultimately decided that the stipulated extrinsic evi-
dence did not satisfy the newly-articulated standard; when
the property damage occurred overlapped with the merits
of liability because that issue necessarily implicates wheth-
er property damage occurred. In other words, the insured
would be forced to confess damage at a particular date to
invoke coverage, when its position may be that no damage
occurred at all.

Turning to the injured-worker scenario, suppose the plaintiff
alleges that the worker is an independent contractor, which
contradicts the true fact that the worker is an employee.
Extrinsic evidence would not be permitted under Monroe
because it violates the second prong of the test. Importantly,
however, the Monroe standard does not address a scenario
where the true facts are not litigated in the underlying law-
suit. The Monroe decision was based on the premise that the
underlying parties would eventually litigate the true facts. In
the injured-worker scenario, that will not occur.

The Texas Supreme Court previously observed that the “var-
ied circumstances under which . . . consideration of extrin-
sic evidence may arise are beyond imagination.” Thus, an
insurer should be permitted to consider extrinsic evidence
regarding the duty to defend when the underlying litigation
will not establish coverage dispositive facts.

2. Such an exception is based on sound public policy.

The search for truth is sound public policy. In discussing
a case involving an insurer’s refusal to defend, the Texas
Supreme Court stated “[tlhe defendant’s insurer is often
the plaintiff’s only real source of recovery, but without the
insurer’s involvement in the lawsuit the likelihood of a fully
adversarial trial diminishes substantially.” In the injured-
worker example, however, the presence of insurance increases

the likelihood that the case will not be litigated based upon
the true facts. The presence or absence of insurance should
not impact the search for truth.

A “true-facts” exception is also supported by sound public
policy because it promotes an efficient resolution of the dis-
puted issues. Under the current Texas law, the parties must
participate in lengthy litigation in the underlying lawsuit,
where they submit the case to the fact finder based upon
incomplete facts regarding the insured’s employment status.
Then, they must litigate the true facts in the subsequent cov-
erage action involving the insurance company. This scheme
of double litigation is inefficient.

In Great Am. Ins. Co. v. Hamel, the insurer declined to de-
fend based on an erroneous interpretation of the trigger of
coverage. The Court examined whether the underlying trial
was “adversarial,” which depended on the insured defen-
dant’s incentive, or lack or incentive, to defend. The Court
concluded that, because the underlying judgment was not
the result of a fully adversarial trial, the “judgment that fol-
lowed was not enforceable or admissible as evidence in the
subsequent [coverage lawsuit].” And, the parties to the cov-
erage action would be able to “litigate any disputed underly-
ing issues with the benefit of full adversity.”

Under Hamels reasoning, the failure to address the worker’s
status results in a non-adversarial trial as it relates to the
insurance company. Because neither the plaintiff nor the
defendant have an incentive to raise the issue, the judgment
should not be “enforceable or admissible” in the coverage
action. The logical end result is that the judgment is mean-
ingless in every case where (1) whether the worker was an
employee or an independent contractor is not submitted to
the fact finder; and (2) the carrier defends under a reserva-
tion of rights on the employee injury exclusion. In this sce-
nario, the insurance company has paid to defend its insured
in a lawsuit that could never be used to collect under the
policy. And the parties will be forced to litigate all the “dis-
puted underlying issues” in the coverage action. Essentially,
the parties will be required to retry the entire underlying
case.

A true-facts exception would cause no harm to the plaintiff
or the defendant. If the plaintiff is an employee, he or she
can pursue the defendant under that theory and obtain a
judgment against that defendant. The defendant could de-
fend the suit and make settlement decisions. If the true facts
establish that the plaintiff is an independent contractor, the
insurer will provide a defense to the insured without reser-
vation on that issue, have the right and duty to defend, and
have the exclusive right to settle the lawsuit. That is exactly
what the defendant purchased from the insurance company.

A true-facts exception would also help the parties more ef-
ficiently seek a negotiated resolution, as it would clarify the
rights and responsibilities of all parties. The parties will have H
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fewer issues that impact the decisions on whether to settle or
not. It would alleviate uncertainty for all the parties.

Such a rule supports the Supreme Court of Texas pro-
nouncement that the duty to indemnify is separate from the
duty to defend. When insurers are forced to defend uncov-
ered claims, the duty to defend has an undue impact on the
duty to indemnify. Insurance companies, like other busi-
nesses, make decisions based upon financial implications.
The costs to defend a lawsuit—whether frivolous or not
covered—are often considered when deciding how much to
pay to settle a claim. When there is no duty to indemnify,
the duty to defend swallows the duty to indemnify analysis.
And, particularly where the insured controls of the defense,
the insurer’s decision to use the duty to defend as the prima-
ry driver of its duty to indemnify is amplified.

3. The Texas Rules of Professional Conduct may not pro-
tect the integrity of the courts in this scenario.

Opponents of a “true-facts” exception, may argue that the
State Bar’s ethical rules prevent the plaintiff’s counsel from
knowingly pleading the plaintiff’s employment status incor-
rectly. However, the Texas Rules of Professional Conduct
are not so limiting in this scenario. Rule 3.01 states that
a lawyer shall not bring or defend a proceeding, or assert
or controvert an issue therein, unless the lawyer reasonably
believes that there is a basis for doing so that is not frivolous.
A filing or assertion is frivolous if it is made primarily for
the purpose of harassing or maliciously injuring a person.
A filing or contention is frivolous if it contains knowingly
false statements of fact. It is not frivolous, however, merely
because the facts have not been first substantiated fully or
because the lawyer expects to develop vital evidence only
by discovery. Neither is it frivolous even though the lawyer
believes that the client’s position ultimately may not prevail.

Many workers, even those who qualify as employees under
the common law definition, are reported as 1099 contrac-
tors to the IRS or paid in cash. Because they are not paid as
employees that receive a W-2, an attorney can, without any
additional investigation, argue that their client might be an
independent contractor without violating Rule 3.01. Thus,
Rule 3.01 may not prevent an attorney from making such
an allegation.

An analysis of an attorney’s ethical obligations to the
court fares no differently. Under Rule 3.03(a) of the Texas
Rules of Professional Conduct, “a lawyer shall not know-
ingly: (1) make a false statement of material fact or law to
a tribunal; . . . or (5) offer or use evidence that the law-
yer knows to be false.” Because the defendant will not ar-
gue that the worker was an employee or an independent
contractor, the plaintiff never need offer any evidence of
the worker’s status at the time of the injury. Thus, Rule
3.03 does not ensure the true facts are presented either.

4. Insurers should be permitted to intervene or file a sep-
arate declaratory judgment action.

While the Supreme Court of Texas considered an extrinsic-
evidence exception sound public policy, the question of
how an insurer may establish the extrinsic facts remains.
Normally, an insurer files a declaratory judgment action
to raise a coverage issue. And, while that should still be a
viable approach, the insurer should also have the option
to intervene in the underlying lawsuit to promote judicial
efficiency.

Intervention would permit the trial court to resolve the
issue, just as it would if the underlying matter were tried
on the true facts. The court could also question counsel for
both the plaintiff and the defendant about the true facts to
ensure that the litigation is not solely a search for money
rather than the truth. The trial court is in the best position
to ensure the integrity of the process.

Texas Rule of Civil Procedure 60 states that “any party may
intervene by filing a pleading, subject to being stricken out
by the court for sufficient cause on the motion of any party.”
Rule 60 authorizes a party with a justiciable interest in a
pending lawsuit to intervene in the suit as a matter of right,
subject to a trial court’s finding of “sufficient cause” to strike
the intervention. Under Rule 60, a person or entity has a
justiciable interest “if the intervenor could have brought the
same action, or any part thereof, in his own name, or, if
the action had been brought against him, he would be able
to defeat recovery, or some part thereof.” Intervention by
an insurer does not fit into this definition of a justiciable
interest on its face.

Both the Supreme Court of Texas and the Fifth Circuit,
however, have permitted insurers to intervene even where
the insurer lacked such a justiciable interest. In both cases,
the insured attempted to abandon a substantive issue on
appeal. The Supreme Court of Texas permitted an insurer to
intervene on appeal when the insured abandoned a defense
in order to resolve uninsured claims. The Court ruled that
the insurer had a right to intervene because “our procedural
rules favor the resolution of cases based upon substantive
principles.” The Fifth Circuit also permitted an insurer to
intervene when the insured attempted to abandon its appeal
because the victims agreed to not execute on the insured’s
property in exchange for an assignment of rights against the
insurer. In both of those cases, the insured would not argue
the true facts of the case.

The reasoning of Rule 60 supports the right of an insurer
to intervene to raise the true facts that neither underlying
party will. Intervention is necessary to promote the orderly
administration of justice and avoid a sham trial. As the only
party with an incentive to promote the truth, the insurer has
a justiciable interest in the outcome. In addition, allowing
an insurer to intervene would promote the resolution of the
case based upon substantive issues at an early stage.



Courts in other jurisdictions routinely permit insurers to
resolve coverage issues early in the underlying litigation.
For example, in Florida, insurers may litigate duty-to-de-
fend and -indemnify issues prior to the resolution of the
underlying case. The Florida Supreme Court has noted the
substantial policy factors that favor resolving coverage issues
early. In discussing whether a declaratory judgment action
would be appropriate, the Court stated:

We conclude that it is illogical and unfair to
not allow insureds and insurers to have a de-
termination as to whether coverage exists on
the basis of the facts underlying a claim against
an insurance policy. Why should an insured be
placed in a position of having to have a sub-
stantial judgment against the insured without
knowing whether there is coverage from a
policy? Why should an insurer be placed in a
position of either paying what it believes to be
an uncovered claim or being in jeopardy of a
bad faith judgment for failure to pay a claim?
These are precisely the issues recognized by this
Court in other contexts that are intended to
come within the purpose of the declaratory
judgment statute’s “relief from insecurity and
uncertainty with respect to rights, status, and
other equitable or legal relations.”

Wisconsin also permits an insurer to litigate the insurance
coverage issues prior to resolution of the underlying case.
Wisconsin identifies four judicially-preferred procedures:

1. Defend under a reservation of rights;

2. Defend under a reservation of rights but seek
a declaratory judgment on coverage;

3. Enter into a nonwaiver agreement under
which the insurer defends the insured but
the insured acknowledges that the insurer
has the right to contest coverage;

4. File a motion with the circuit court request-
ing a bifurcated trial on coverage and liability
and a stay of the proceedings on liability un-
til coverage is determined.

Intervention under Rule 60 would ensure that the underly-
ing case is, in fact, a search for the truth. Timely addressing
the duty to defend and the duty to indemnify, whether by
intervention or a declaratory judgment action, will promote
efficiency. It would be the most effective method to guard
against giving prominence or substance to the “image that
lawyers will take any position, depending upon where the
money lies, and that litigation is a mere game and not a
search for truth.”
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