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i. introduction

This article discusses recent noteworthy court decisions and regulatory ac-
tions affecting the liability that a variety of professionals—including corpo-
rate directors and officers, architects and engineers, lawyers, accountants
and auditors, and insurance agents and brokers—may incur to third parties
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or for which they may seek insurance coverage. Section II of the article ad-
dresses developments in directors and officers insurance coverage over the
past year, including courts’ divergent conclusions about coverage available
for regulatory investigations and the application of the prior acts exclusion
to post-policy claims purportedly arising out of pre-policy wrongful acts.
Section III turns to recent developments in the specific area of professional
liability claims involving architects, engineers, and other design profession-
als. These developments examine the extent to which these professionals
are obligated to defend an owner, developer, or general contractor for
that party’s own negligence, and whether the design professionals may es-
cape liability for damages that are solely economic in nature under the
“economic loss doctrine.” Section IV discusses developments in legal mal-
practice cases and highlights a case in which a legal malpractice claim was
dismissed for failure to adequately plead harm from the representation. It
also addresses recent decisions regarding the discoverability of successor at-
torney files in malpractice cases. Section V presents developments in the
specific area of accounting malpractice, including cases addressing the ex-
tent to which a non-party to an accounting agreement may seek damages
from the accountant, the effect of state law on arbitrability, and whether en-
gagement letters may contractually alter the applicable statutes of limita-
tions. Finally, Section VI discusses developments over the past year in in-
surance broker and agent liability, examining varied topics such as when
a “special relationship” exists between a policyholder and its agent or bro-
ker that imposes fiduciary or similar duties on the agent or broker, the in-
terplay of statutes of limitations with the policyholder’s duty to read its pol-
icy, and the grounds for a negligent misrepresentation claim by a broker
against the underwriting insurance company.

ii. directors’ and officers’ liability
insurance coverage

This survey period included some particularly interesting and instructive
rulings for directors and officers (D&O) liability insurance coverage prac-
titioners. While many D&O insurance policies are interpreted by trial
courts, appellate review of such decisions is far rarer. In 2017, two of
the more prominent rulings of interest to D&O practitioners were issued
by circuit courts of appeal. In MusclePharm v. Corp. v. Liberty Insurance
Underwriters, Inc.,1 the Tenth Circuit addressed the question of whether
a subpoena or private order of investigation by a regulatory agency con-
stitutes a claim under the terms of a D&O policy; and in Zucker v. U.S.

1. 2017 WL 4675701 (10th Cir. Oct. 17, 2017).
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Specialty Insurance Company,2 the Eleventh Circuit addressed the question
of whether a prior acts exclusion bars coverage for a claim “arising out of ”
wrongful acts committed before the inception of the policy. These two
appellate cases, their facts, and other recent decisions involving the
same issues are discussed in detail below.

A. Regulatory Investigations and Subpoenas

Any attorney practicing in the D&O arena knows one of the trickiest and
most detail-oriented issues is the question of whether a regulatory inves-
tigation or the receipt of subpoenas issued by a regulatory agency qualifies
as a valid “claim” under a D&O policy. Many insurers will offer enhanced
language by endorsement that is designed to address coverage for such
events. However, regardless of whether the issue is specifically addressed
via endorsement, insurers and insureds can find themselves at odds. More-
over, insurers and insureds may find themselves arguing either side of the
issue depending on the particular facts of a matter and the approach that
will help them avoid or maximize coverage, respectively. Two courts on
opposite sides of the country recently examined whether an SEC investi-
gation constitutes a “claim” under a D&O policy and arrived at very dif-
ferent conclusions. Given the different facts and postures of the cases,
however, the insurer prevailed and avoided coverage in both cases.

1. MusclePharm Corp. v. Liberty Insurance Underwriters, Inc.

In MusclePharm, the Tenth Circuit denied coverage to a policyholder that
received an informal information request from the SEC, which eventually
led to a full-blown formal SEC investigation.3 The court found that the
informal investigation did not rise to the level of a “claim” under the rel-
evant D&O policy because it did not allege specific wrongdoing by the
insured.4

The facts underpinning the MusclePharm case are as follows: policy-
holder MusclePharm Corp. received a letter from the SEC on May 16,
2013, stating that the SEC was “conducting an inquiry into MusclePharm
and requesting that MusclePharm voluntarily produce documents.”5 Sig-
nificantly, the SEC’s letter stated that “[t]his inquiry is non-public and
should not be an indication that the Commission or its staff believes any
violation of the law has occurred, nor should you consider it an adverse re-
flection upon any person, entity, or security.”6 A few months after infor-
mally seeking information from MusclePharm, the SEC issued an “Order

2. 856 F.3d 1343 (11th Cir. 2017).
3. 2017 WL 4675701, at *2–3, *5.
4. Id. at *5.
5. Id. at *2 (internal quotations omitted).
6. Id.
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Directing Private Investigation and Designating Officers to Take Testi-
mony” against MusclePharm (Order) on July 8, 2013.7 The Order indi-
cated MusclePharm appeared to have violated securities laws, and the
SEC would conduct a private investigation to evaluate the extent of any po-
tential misconduct.8 The Order also empowered the SEC to issue subpoe-
nas, take depositions, and require the production of documents.9 In accor-
dance with this Order, the SEC subsequently issued twenty-one separate
subpoenas to MusclePharm and its directors and officers requesting both
the production of documents and in-person testimony.10

MusclePharm gave its insurer Liberty Insurance Underwriters, Inc.
notice of both the informal request and the Order. MusclePharm first
provided notice of the SEC’s informal letter request a month after receiv-
ing it, weeks before the SEC decided to initiate a formal investigation.11

Thereafter, MusclePharm also provided notice of the SEC’s Order. Liberty
denied coverage for both submissions on September 18, 2013.12 However,
Liberty did agree to accept the submissions as a notice of potential claim
circumstances.13

Meanwhile, the SEC’s investigation continued in earnest. In early
2015, the SEC issued Wells Notices to two individuals who served as
MusclePharm’s current and former chief financial officer.14 The Wells
Notices stated that the SEC had made a preliminary determination to
commence an enforcement action against those individuals.15 Muscle-
Pharm notified Liberty of the Wells Notices shortly after they were re-
ceived in early 2015.16 In response, Liberty stated that the Wells Notices
qualified as a “claim” under its policy and that it would cover defense costs
incurred by MusclePharm subsequent to its receipt of the Wells No-
tices.17 Six month later, the SEC reached a settlement with MusclePharm
and the individuals, resulting in the entry of cease-and-desist orders.18

The definition of “claim” in MusclePharm’s policy included three key
components relevant to coverage for the SEC’s investigation: “(a) a written
demand for monetary or non-monetary relief against Insured Persons, or
with respect to Insuring Agreement 1.3, against [MusclePharm]; including

7. Id.
8. Id.
9. Id.

10. Id.
11. Id. at *3.
12. Id.
13. Id.
14. Id.
15. Id.
16. Id.
17. Id.
18. Id.
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a request to toll the statute of limitations; . . . (c) a formal administrative or
regulatory proceeding against an Insured Person; and (d) a formal criminal,
administrative, or regulatory investigation against an Insured Person when
such Insured Persons [sic] receives a Wells Notice or target letter in con-
nection with such investigations.”19 As stated above, Liberty took the posi-
tion that the “claim” did not ripen until the SEC issued the Wells Notices
and satisfied subsection (d) of the definition.20

The day before MusclePharm received theWells Notices, however, it had
filed a declaratory judgment action against Liberty, alleging breach of con-
tract and statutory and common law bad faith.21 MusclePharm alleged that
the SEC’s investigation into MusclePharm constituted a “claim” under its
policy as of May 16, 2013, the day MusclePharm first received any corre-
spondence from the SEC.22 MusclePharm also asserted it incurred over
$3 million of expenses in the course of defending itself and honoring its in-
demnification obligations, and that Liberty was duty-bound to provide cov-
erage for all defense costs incurred with any SEC activity.23 Liberty removed
the case to the U.S. District Court for the District of Colorado, and both
parties filed cross-motions for summary judgment.

The district court concluded that the SEC’s investigation did not sat-
isfy the definition of “claim” in Liberty’s policy prior to the Wells Notices
being issued and therefore granted Liberty’s motion for summary judg-
ment, denied MusclePharm’s motion, and dismissed the case.24 Muscle-
Pharm appealed.

The Tenth Circuit affirmed the ruling of the district court denying cov-
erage to MusclePharm and rejected MusclePharm’s contention that the
subpoenas issued by the SEC qualified as a “claim” because they consti-
tuted “a written demand for monetary or non-monetary relief.”25 Because
the term “relief” was not defined by Liberty’s policy, the Tenth Circuit ex-
amined the dictionary definition of that term: “‘legal remedy or redress’” or
the ‘redress or benefit,’ especially ‘equitable in nature (such as an injunction
or specific performance), that a party asks of a court.’”26 However, the
Tenth Circuit noted the SEC’s Order specifically stated its investigation

19. Id. at *1.
20. Id. at *3.
21. Id.
22. Id.
23. Id.
24. Musclepharm Corp. v. Liberty Ins. Underwriters, Inc., No. 15-CV-00555-REB-

KMT, 2016 WL 4179784 (D. Colo. Aug. 4, 2016).
25. Musclepharm Corp. v. Liberty Ins. Underwriters, Inc., 2017 WL 4675701, at *5 (10th

Cir.).
26. Id. (citing Merriam-Webster, https://www.merriam-webster.com/dictionary/relief;

BLACK’S LAW DICTIONARY (10th Ed. 2014).
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was being conducted to determine whether there was any relief to seek.27

The court also noted the SEC’s letter and the Order specifically cautioned
the SEC had not made a determination that any party had violated any
law.28 Accordingly, the court held the subpoenas could not constitute a
written demand for monetary or non-monetary relief.29

The Tenth Circuit also rejected MusclePharm’s argument that the SEC’s
Order commencing a private investigation qualified as a “formal administra-
tive or regulatory proceeding” under the policy’s definition of a “claim.”30

Looking again at the plain meaning of the terms “investigation” and “pro-
ceeding,” the Tenth Circuit concluded that “‘proceeding’ is ‘[t]he regular
and orderly progression of a lawsuit, including all acts and events between
the time of commencement and the entry of judgment,’ or ‘[a]ny procedural
means for seeking redress from a tribunal or agency.’”31 Likewise, the Tenth
Circuit determined that an “investigation” was “‘[t]he activity of trying to
find out the truth about something.’”32 Because the Order specifically stated
that it was attempting to determine whether any person or entity had en-
gaged in wrongdoing, the court concluded that the SEC’s private investiga-
tion did not constitute a “formal or administrative regulatory proceeding”
sufficient to qualify as a “claim” under Liberty’s policy.33 The Tenth Circuit
also concluded that because of the cautionary language in the SEC’s Order
noted above, it also contained no specific “allegation” of wrongdoing against
MusclePharm or any of its directors or officers.34

2. Patriarch Partners, LLC v. AXIS Insurance Company

In contrast to the Tenth Circuit decision in MusclePharm, Judge Valerie
Caproni of the Southern District of New York applied a different analysis
in Patriarch Partners, LLC v. AXIS Insurance Company.35 Notably, the Pa-
triarch decision predates MusclePharm by a few weeks.

In Patriarch, Judge Caproni ruled that an SEC formal order of investi-
gation, a subpoena to an individual, and the SEC’s underlying investiga-
tion collectively constituted a “claim” that triggered D&O coverage.36 In
this instance the insurer (rather than the insured) had pressed the court to
find that the SEC investigation constituted a “claim.” The insurer then

27. Id.
28. Id.
29. Id.
30. Id. at *6.
31. Id. (citing BLACK’S LAW DICTIONARY (10th Ed. 2014)).
32. Id.
33. Id. at *6.
34. Id. at *7.
35. 2017 WL 4233078 (S.D.N.Y. Sept. 22, 2017). An appeal to the U.S. Court of Appeals

for the Second Circuit was filed September 27, 2017, and is currently pending.
36. Id. at *4.
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further took the position that the investigation claim predated the incep-
tion of the current policy, so coverage was barred by a “prior or pending
claim” exclusion.

The Patriarch case involves some key facts about policy renewal that
differentiate it from the facts of MusclePharm, but otherwise, the chain
of events leading to the coverage litigation are similar. The SEC began
an investigation into Patriarch in 2009, but the investigation did not
begin to pick up steam until the first half of 2011.37 After an informal re-
view, the SEC issued a formal order of investigation into Patriarch on
June 3, 2011.38 Additionally, the SEC issued a subpoena to Meric Topbas,
one of Patriarch’s senior executives, on July 1, 2011.39

Meanwhile, Patriarch’s D&O insurance tower came up for renewal on
July 31, 2011.40 The second excess renewal policy that AXIS Insurance
Company sold to Patriarch contained a “prior or pending claim” exclusion
endorsement that excluded from coverage all claims ‘“arising out of or at-
tributable to any demand, suit or other proceeding pending or order, de-
cree, judgment or adjudication entered against any Insured on or prior to
July 31, 2011, or any fact, circumstance or situation underlying or alleged
therein.’”41 The policy defined “claim” to include: “a written demand for
monetary damages or non-monetary relief (including but not limited to in-
junctive relief ) or a written request to toll or waive the statute of limita-
tions” or an “Investigation of an Insured alleging a Wrongful Act.”42

Patriarch sought coverage for the SEC investigation from AXIS after
the SEC sent Patriarch a subpoena requesting documents in Febru-
ary 2012.43 The insurers underlying AXIS had accepted the subpoena
as a covered claim, but AXIS reserved its rights and then denied coverage
based on the prior or pending claim exclusion in its policy.44 AXIS took
the position that the SEC’s investigation of Patriarch was a “claim” from
the outset, and that the “claim” began before the July 31, 2011, prior and
pending date in the policy.45

Patriarch then brought a declaratory judgment action against AXIS in
the U.S. District Court for the Southern District of New York. Both sides
filed cross-motions for summary judgment. Judge Caproni granted
AXIS’s motion for summary judgment and denied Patriarch’s cross-
motion. On the cross-motions, Judge Caproni ruled that the SEC’s for-

37. Id. at *2.
38. Id.
39. Id.
40. Id. at *1.
41. Id. at *4.
42. Id. at *1.
43. Id. at *3.
44. Id.
45. Id. at *4, *7.
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mal order of investigation, its subpoena to Topbas, and its underlying in-
vestigation all constituted a “claim” under AXIS’s policy.46 In contrast to
the Tenth Circuit in MusclePharm, Judge Caproni ruled that the SEC’s
subpoenas constituted a demand for “non-monetary relief” under the pol-
icy’s “claim” definition. Judge Caproni reasoned that under Second Cir-
cuit precedent, a “demand” is an ‘“imperative solicitation for that which
is legally owed,’” the subpoenas at issue sought documents to be pro-
duced, and compliance was not optional.47

Notably, just as the Tenth Circuit concluded in MusclePharm, Patriarch
argued that the SEC’s formal order of investigation was not a “claim” be-
cause it did not “allege” a “wrongful act” under AXIS’s policy. That is,
there was no assertion by the SEC that the company or any person had com-
mitted fraud or any other illegal activity.48 However, Judge Caproni rejected
the insured’s argument, noting that it found a more “commonsense” defini-
tion of the term “alleged” to ‘“necessarily include all acts that may have been
committed.’”49 In brushing aside Patriarch’s contention that the subpoena
did not seek “relief” under the terms of the policy because it did not allege
any particular wrongdoing, moreover, the court noted that had both parties
wanted to exclude a subpoena from the definition of a “claim” when there
was no assertion of civil or criminal liability, they could have done so by lim-
iting coverage to demands for non-monetary relief that allege a “wrongful
act.”50 Interestingly, this step was taken by the parties in MusclePharm.51

Thereafter, Judge Caproni concluded that the “claim” came into being be-
fore the AXIS policy renewed, and that coverage was barred by the prior and
pending exclusion.52

B. Prior Acts Exclusion

The Eleventh Circuit examined the reach of a prior acts exclusion—akin to a
prior or pending claim exclusion—in Zucker v. U.S. Specialty Insurance Com-
pany,53 concluding that the term “arising out of” in the exclusion was unam-
biguous, broad, and defeated coverage under the specific facts before it.54

46. Id. at *4.
47. Id. (citing Gil Enter., Inc. v. Delvy, 79 F.3d 241, 246 (2d Cir. 1996); Minuteman Int’l

Inc., v. Great Am. Ins. Co., No 03 C 6067, 2004 WL 603482, at *7 (N.D. Ill. Mar. 22,
2004)).
48. Id. at *6.
49. Id. (citing Weaver v. Axis Surplus Ins. Co., No. 13-CV-7374 (SJF), 2014 WL

5500667, at *12 (E.D.N.Y. Oct. 30, 2014) (internal citations omitted) (emphasis in original));
see also id. at *5.
50. Id. at *5.
51. See MusclePharm Corp. v. Liberty Ins. Underwriters, 2017 WL 4675701 (10th Cir.

Oct. 17, 2017).
52. Id.
53. 856 F.3d 1343 (11th Cir. 2017).
54. Id. at 1349–50.
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The Zucker case grew out of the failure of a bank during the 2008 financial
crisis and the aftermath of bankruptcy claims asserted against the directors
and officers of the bank and its parent company. Notably, as in Patriarch,
some of the key facts in Zucker involve the interpretation and application
of policy provisions implemented in renewal and replacement policies pur-
chased after the insured entity already faced problems.

The insured parties in Zucker are BankUnited, a federally chartered sav-
ings bank, and its parent holding company, BankUnited Financial Corpo-
ration (BUFC).55 Both entities found themselves in severe financial trouble
in 2008, and the Treasury Department’s Office of Thrift Supervision
(OTS) began investigating the bank.56 Around that time, BUFC’s D&O in-
surer declined to renew its policy.57 U.S. Specialty Insurance Company of-
fered to provide replacement coverage, even though that it was aware that
BUFC was in a precarious financial position and that government regula-
tors were circling.58

Given BUFC’s tenuous financial footing, U.S. Specialty offered BUFC
two policy choices: first, a less costly policy that contained a prior acts ex-
clusion for all conduct occurring before November 10, 2008; or second, a
policy without such an exclusion at a much higher premium.59 BUFC
elected to purchase the policy that contained the prior acts exclusion.60

Meanwhile, BankUnited and BUFC continued to struggle financially.
In May 2009, OTS closed the subsidiary bank and appointed the FDIC as
its receiver.61 BUFC filed for bankruptcy one day later.62

BUFC’s official committee of unsecured creditors obtained derivative
standing to investigate and bring suit against any of the holding company’s
former directors and officers.63 A lawsuit was subsequently brought against
three of BUFC’s former directors and officers, alleging in part that these in-
dividuals improperly down-streamed $80 million into the subsidiary bank
from BUFC without considering whether the transfer would delay or pre-
vent the bank’s closure.64 The committee also asserted that the decision
to approve certain tax refund transfers from BUFC to the subsidiary bank
in 2009 was a breach of the fiduciary duty owed to BUFC by its directors

55. Id. at 1344.
56. Id.
57. Id. at 1345.
58. Id.
59. Id. at 1346.
60. Id.
61. Id.
62. Id.
63. Id. at 1346–47.
64. Id. at 1347.
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and officers because the transfers violated Florida’s Uniform Fraudulent
Transfers Act.65

U.S. Specialty denied coverage for the lawsuit against BUFC’s former
directors and officers.66 U.S. Specialty asserted that the prior acts exclu-
sion barred coverage because the allegedly fraudulent transfers at issue
in the lawsuit resulted from the officers’ wrongful conduct that occurred
prior to November 10, 2008, as evidenced by the fact that the complaint
against the individuals asserted that BUFC’s directors and officers en-
gaged in alleged misconduct beginning in January 2007.67

BankUnited’s plan administrator eventually settled the fraudulent trans-
fer causes of action against the individuals for $15 million, and the former
directors assigned their rights under U.S. Specialty’s policy to the admin-
istrator.68 The administrator then brought suit against U.S. Specialty, as-
serting that it wrongfully denied coverage for the settlement.69 On motions
practice, the district court agreed with U.S. Specialty that the prior acts ex-
clusion barred coverage for the fraudulent transfer claims and granted sum-
mary judgment to the insurer. The administrator appealed to the Eleventh
Circuit.

The Eleventh Circuit affirmed the trial court’s conclusion that the prior
acts exclusion barred coverage.70 The prior acts exclusion in U.S. Speci-
alty’s policy provided that it would not cover any “‘Loss’ in connection
with a ‘Claim’ arising out of, based upon or attributable to any ‘Wrongful
Act’ committed or allegedly committed, in whole or in part,” before
November 10, 2008.71 The administrator had argued that because the tax
refund transfers occurred in 2009 and “insolvency itself is not a wrongful
act, those claims should not fall within the prior acts exclusion of the pol-
icy.”72 The Eleventh Circuit concluded that even though insolvency is not a
“wrongful act,” the exclusion applied because the lawsuit against the indi-
viduals “arose out of” conduct that predated the U.S. Specialty policy.

Applying Florida law, the Eleventh Circuit noted that the phrase “aris-
ing out of” is not ambiguous and is interpreted broadly, meaning “originat-
ing from, having its origin in, growing out of, flowing from, incident to, or

65. Id.
66. Id.
67. Id.; see also Zucker v. U.S. Specialty Ins. Co., No. 1:14-CV-20893-UU, 2015 WL

11216710, at *10 (S.D. Fla. Feb. 12, 2015), aff’d sub nom. Zucker for BankUnited Fin.
Corp. v. U.S. Specialty Ins. Co., 856 F.3d 1343 (11th Cir. 2017).
68. Id.
69. Id. at 1347–48.
70. Id. at 1351.
71. Id. at 1349.
72. Id.
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having a connection with.”73 In the court’s words, “the ‘arising out of’ stan-
dard is not difficult to meet.”74 The court went on to note that the BUFC’s
bankruptcy clearly arose out of wrongful acts that occurred before Novem-
ber 10, 2008, as amply set forth in the complaint against the former offi-
cers.75 The court noted that while the plan administrator was correct
that insolvency is not in and of itself a wrongful act, an “essential element
of his claim” was related to prior wrongful acts of the holding company’s
officers and directors that occurred prior to November 10, 2008.76

The Eleventh Circuit also dismissed the administrator’s argument that
if the prior acts exclusion barred his lawsuit, U.S. Specialty’s policy of-
fered only illusory coverage.77 The court noted that in order for an exclu-
sion to render a policy’s coverage illusory, it must eliminate all—or at
least virtually all—coverage in the policy.78 The court took great pains
to note that: (1) the policy specifically provided coverage for claims exclu-
sively stemming from conduct after the policy’s effective date; and (2) the
holding company was a sophisticated consumer and was offered a policy
that did not contain a prior acts exclusion.79 The fact that BUFC elected
to obtain an insurance policy with a severe coverage limitation for a much
lower premium swayed the Eleventh Circuit’s decision.80 Accordingly,
the Eleventh Circuit affirmed the judgment of the lower court.

Of course, many D&O experts are familiar with the “arising out of”
language in U.S. Specialty’s policy; it is commonly found not only in
prior acts exclusions, but also in other exclusions and definitions, such
as the definition of “interrelated wrongful acts.” The Eleventh Circuit’s
ruling in Zucker will therefore undoubtedly be widely cited by both insur-
ers and insureds seeking judicial support for a broad reading of “arising
out of” for the foreseeable future.

iii. architects’ and engineers’ professional liability

During the past year, courts and legislatures throughout the country have
addressed significant issues impacting the liability of architects, engineers,
and other design professionals. We discuss below two of the more impor-
tant issues raised in 2017: developments as to design professionals’ con-

73. Id. (citing Taurus Holdings, Inc. v. U.S. Fid. & Guar. Co., 913 So. 2d 528, 532 (Fla.
2005) (internal quotations omitted).
74. Id. at 1350.
75. Id.
76. Id. at 1350–51.
77. Id. at 1352.
78. Id. (citing Interline Brands, Inc. v. Chartis Specialty Ins. Co., 749 F.3d 962, 966–67

(11th Cir. 2014)).
79. Id. at 1353.
80. Id.
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tractual duty to defend and/or indemnify project owners and developers,
and the application of the “economic loss doctrine” to preclude claims by
third parties whose damages arising from alleged design professional neg-
ligence are solely economic in nature.

A. Duty to Defend and Indemnify Under California Senate Bill 496

A frequent concern for design professionals retained on construction proj-
ects is the breadth of the contractual defense and indemnity obligations
they may have to undertake. There is often an imbalance of negotiating
power forcing project professionals and sub-contractors to accept very
broad defense obligations. Professionals understandably want to secure sig-
nificant project work and owners and developers have many choices when it
comes to the architects, engineers, contractors, and other professionals they
retain. An issue of specific concern can be the design professional’s agree-
ment to defend an owner, developer, or general contractor for its own
negligence.

The California legislature took specific steps this past year to address
this concern for construction projects in that state. The California Senate
passed, and the governor signed into law, Senate Bill 496, which amended
the existing statutory defense and indemnification requirements for de-
sign professionals in public works to make them apply to private contracts
as well.81 The amended statute requires that both private and public con-
tracts contain duty to defend provisions that are commensurate with a
professional’s actual fault, with certain exceptions described below. The
bill becomes law as to contracts entered on or after January 1, 2018.

1. Protections of SB 496

SB 496 extends the same protections to design professionals in private con-
tracts entered into on or after January 1, 2018, as apply to public works
contracts under California Civil Code Section 2782. Section 2782 curbs
the design professional’s duties of defending and indemnifying other con-
tract parties for their own negligence. The other significant aspects of
the new legislation are described below.

California Civil Code Section 2782, which SB 496 amends, generally
provides that contractual obligations to indemnify another party, includ-
ing the costs of defense, are “unenforceable except to the extent the claims
arise out of, pertain to, or relate to the negligence, recklessness or willful
misconduct of the design professional.”82 Further, “in no event shall the
cost to defend charged to the design professional exceed the design pro-

81. California S.B. 496, ch. 8 (2017), available at http://leginfo.legislature.ca.gov/faces/
billNavClient.xhtml?bill_id=201720180SB496.
82. CAL. CIV. CODE § 2782.8(a).
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fessional’s proportionate percentage of fault.” This limitation is not waiv-
able by contract or negotiation of the parties and all contracts, agree-
ments, or solicitation documents for design professional services are
deemed to incorporate by reference the terms of Section 2782.8.83

There are exceptions, of course. When one or more defendants is unable
to pay its share of defense costs due to bankruptcy or dissolution of the
business, the design professional is to meet and confer with other parties
regarding those unpaid defense costs. “Design professionals” for purposes
of the new statute are defined to include licensed architects, landscape ar-
chitects, registered professional engineers, and licensed professional land
surveyors.

Notably, Section 2782 does not apply to contracts for design profes-
sional services where (1) a project-specific general liability insurance pol-
icy insures all project participants, including all design professionals, on a
primary basis; and (2) the contract is a written design-build joint venture
agreement. Given the common exclusion of design professionals from
wrap insurance policies, it remains to be seen how significant this excep-
tion will be on a going forward basis.

2. Prior Rule: Crawford v. Weather Shield Manufacturing, Inc.

The California Senate developed SB 496 in an effort to overturn—or at
least significantly narrow—Crawford v. Weather Shield Manufacturing,
Inc.84 and cases applying it. A review of the Crawford case is useful to un-
derstand the legal framework that necessitated the passage of SB 496 and
to offer insight into how courts and legislatures in other jurisdictions
might approach similar issues.

In Crawford, a homeowners group brought a construction defect action
against the project’s developer, JMP, and a window subcontractor, Weather
Shield. JMP cross-complained against Weather Shield to recover expenses
it incurred defending the suit and indemnification as to JMP’s liability to
the homeowners. The trial court in Crawford concluded that Weather
Shield was responsible for JMP’s legal defense insofar as the homeowners’
claims concerned the windows supplied by Weather Shield, regardless of
whetherWeather Shield was ultimately found negligent.85 The court adopted
a different approach as to the duty to indemnify, however, and held that the
terms of the subcontract obligated Weather Shield to indemnify JMP only if
Weather Shield was in fact found negligent.86

The California Court of Appeal affirmed. As to the duty to defend, the
court held that, regardless of Weather Shield’s own negligence, its prom-

83. CAL. CIV. CODE § 2782.8(a).
84. 79 Cal. Rptr. 3d 721 (Cal. 2008).
85. Id. at 726.
86. Id.
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ise to defend JMP against suits arising out of the execution of Weather
Shield’s work necessarily contemplated a duty that arose at the time
such a suit was brought.87 Because that duty was immediate, it could
not depend upon the outcome of issues to be litigated in the very action
that Weather Shield was obliged to defend.88

The California Supreme Court granted review in Crawford limited to the
single issue of whether a contract under which a subcontractor agreed “to
defend any suit or action” against a developer “founded upon” any claim
“growing out of the execution of the work” required the subcontractor to
provide a defense to a suit against the developer even if the subcontractor
was not negligent. The California Supreme Court concluded that the rel-
evant contract provisions in Crawford expressly and unambiguously obli-
gated Weather Shield to defend from the outset any suit against JMP inso-
far as it was founded upon claims alleging damage or loss arising from
Weather Shield’s negligent role in the project. Weather Shield therefore
had a contractual obligation to defend such a suit even if it were later de-
termined (as actually occurred) that Weather Shield was not negligent.89 In
reaching this conclusion, the court first addressed the public policy frame-
work for non-insurance indemnity agreements. In general, an agreement
for a party to be indemnified for its own active negligence or regardless
of the indemnitor’s fault—protections beyond those afforded by the doc-
trines of implied or equitable indemnity—requires that the relevant lan-
guage be clear and explicit; such language will also be construed strictly
against the indemnitee.90 In subsequent cases, the California Court of Ap-
peal concluded that: (1) Crawford could apply retroactively,91 and (2) a con-
tractual assignee could enforce the immediate duty to defend contemplated
by Crawford.92 Thus, Crawford and its progeny raised two serious concerns
for design professionals: (1) the immediacy of the duty to defend, and
(2) the breadth of that duty in relation to the indemnitor’s actual fault
for the problems at issue. These issues prompted California to seek poten-
tial legislative solutions, which culminated in the passage of SB 496.

87. Id. at 730.
88. Id. at 727.
89. Id. at 730.
90. Id. at 729 (citing, inter alia, E.L. White, Inc. v. City of Huntington Beach, 579 P.2d

505 (Cal. 1978); Rossmoor Sanitation, Inc. v. Pylon, Inc., 532 P.2d 97 (Cal. 1975); Goldman
v. Ecco-Phoenix Elec. Corp., 396 P.2d 377 (Cal. 1964)).
91. UDC-Universal Dev., L.P. v. CH2M Hill, 103 Cal. Rptr. 3d 684 (Cal. Ct. App.

2010).
92. Searles Valley Mineral Operations, Inc. v. Ralph M. Parsons Serv. Co., 120 Cal. Rptr.

3d 487 (Cal. Ct. App. 2011).

Professionals’, Officers’, and Directors’ Liability 593



B. Economic Loss Doctrine

Another significant construction litigation issue has been the scope of a
design professional’s liability to other project parties. Specifically, under
what circumstances do other contractors or professionals possess claims
arising from an architect’s or engineer’s act or acts below the standard
of care that result in economic losses to the other contractors or profes-
sionals? For instance, when design errors significantly delay a project, may
other parties seek consequential economic damages for their lost profits
or additional project costs?

1. Balfour Beatty Infrastructure, Inc. v. Rummel Klepper & Kahl, LLP

In 2017, this issue was comprehensively addressed by the Maryland Court
of Appeals in Balfour Beatty Infrastructure, Inc. v. Rummel Klepper & Kahl,
LLP.93 In that case, the court concluded that the economic loss doctrine
broadly bars a general contractor’s professional negligence claim against a
design professional on a government construction project.94 Because this
holding has wide implications in the construction law arena, we lay out
the facts of the case in detail below.

Petitioner Balfour Beatty was a general contractor that successfully bid
for work on a City of Baltimore construction project. It argued that re-
spondent Rummel Klepper & Kahl (RKK), the design engineering firm
for the project, owed Balfour Beatty a tort duty of care because RKK
knew that Balfour Beatty would rely on RKK’s designs in bidding for
and then performing the work.

a. City of Baltimore Project—The project in question was a wastewater
treatment plant to be constructed for the City of Baltimore. RKK was
tasked with designing plans for two interrelated sanitary projects—a pri-
mary project and a companion sanitary facility. The design specifications
required RKK to, inter alia, develop drawings and specifications for pro-
spective contractors to use when submitting bids and for the successful con-
tractor to use in construction, developing construction timetables for the
projects, providing responses to questions from prospective bidders, and
evaluating and commenting on the contractors’ bids.95

Balfour Beatty was the successful bidder for the main sanitation proj-
ect. It agreed to construct thirty-four denitrification filter (DNF) cells
(concrete tubs that hold untreated waste water). Balfour Beatty was also
required to construct pipes and pipe support systems for the project. Dur-

93. 155 A.3d 445 (Md. 2017).
94. Id. at 449–50.
95. Id. at 447–48.
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ing construction, Balfour Beatty encountered leaking and other problems
that resulted in delays and cost overruns.96

b. The Contractor’s Lawsuit—Balfour Beatty sued RKK in the Circuit
Court for Baltimore seeking to recover its financial losses. It claimed
that RKK was required to design the DNF cells using expansion and con-
struction joints that were meant to accommodate changes in water pres-
sure in the cells. However, on completion of the work, testing of the water
retention ability of the DNF cells allegedly revealed leaks due to cracks in
the expansion joints. Balfour Beatty contended it had constructed the cells
according to RKK’s design and any leaking from the expansion joints was
a direct result of that design.97

Balfour Beatty also alleged that RKK had failed to timely complete the
design for the companion project, thereby delaying construction of the
main project. The suit alleged that RKK had failed to warn prospective
bidders of the delayed completion of the companion project’s design
and that RKK had established an unreasonable timeline for completion
of the main project, which Balfour Beatty relied upon in submitting its
bid. Balfour Beatty sought recovery from RKK of significant expenses as-
sociated with these issues.98

The complaint against RKK alleged three causes of action: (1) professional
negligence, (2) negligent misrepresentation, and (3) a cause of action based
on Restatement (Second) of Torts Section 552.99 In support of its claims,
Balfour Beatty alleged there was an intimate nexus and contractual privity be-
tween it and RKK, creating a duty of reasonable care running from RKK to
Balfour Beatty.100 In other words, Balfour Beatty alleged that it was a fore-
seeable party that would utilize and directly rely upon RKK professional ser-
vices, including the preliminary and final design of the main project.

RKK moved to dismiss the complaint for failure to state a claim. It ar-
gued that in the absence of privity, no legally cognizable tort duty ran from
an engineer to a contractor that would permit recovery of purely economic
losses. RKK also argued that the intimate nexus test and the Section 552
extra-contractual duty concepts did not apply to design professionals and,
even if they did, Balfour Beatty had failed to allege facts satisfying those
tests.101 The trial court granted the motion on the basis of lack of privity.102

c. Privity and the Intimate Nexus Test—The Court of Appeals granted
certiorari to consider the following questions: (1) does the economic loss

96. Id. at 448.
97. Id.
98. Id. at 448–49.
99. Id.

100. Id. at 449.
101. Id.
102. Id.
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doctrine bar a general contractor’s professional negligence claim against
a design professional on a government construction project under the
privity-equivalent analysis of the intimate nexus test; (2) does the economic
loss doctrine bar a general contractor’s action for negligent misrepresenta-
tion against a design professional on a government construction project;
and (3) does the economic loss doctrine bar a general contractor’s action
under a Section 552 claim against a design professional on a government
construction project? The Court of Appeals answered yes to all three ques-
tions and therefore affirmed the judgment of the Court of Special Appeals,
which had also affirmed the judgment for lack of privity.103

In the Court of Appeals, Balfour Beatty urged that the intimate nexus
test—which gauges the closeness of the relationship between the parties—
allowed the contractor to pursue RKK.104 Balfour Beatty further argued
that the economic loss doctrine does not apply to professional negligence,
Section 552, and negligent misrepresentation claims because the doctrine
is limited to products liability cases.105 RKK responded that the economic
loss doctrine did in fact apply and that no recovery was available to Bal-
four Beatty because it had sustained solely economic losses absent priv-
ity.106 Balfour Beatty’s ability to pursue its claims, and the applicability
of the economic loss doctrine, thus turned largely on the nature of the re-
lationship between the parties.

The Maryland Court of Appeals previously had recognized that privity
is not an absolute prerequisite to the existence of a tort duty; the duty of
builders and architects to use due care in the design, inspection, and con-
struction of a building extends to those persons foreseeably subjected to
the risk of personal injury because of a latent and unreasonably dangerous
condition resulting from that negligence.107 In Council of Co-owners Atlan-
tis Condo, Inc. v. Whiting-Turner Contracting Co., the Maryland court held
that condominium owners could recover the reasonable cost of fixing de-
fective duct work even without privity or actual physical harm.108 As the
court in Balfour Beatty stated: “In other words, the prospect of physical in-
jury [can be] sufficient to warrant imposing a tort duty in the absence of
privity.”109 In contrast, where there are no safety concerns and the risk is
purely economic, the privity requirement does not “erode so quickly or so

103. Id. at 449–50.
104. Id. at 450.
105. Id.
106. Id.
107. See Council of Co-owners Atlantis Condo, Inc. v. Whiting-Turner Contracting Co.,

517 A.2d 336, 338 (Md. 1986), cited in Balfour Beatty, 155 A.3d at 452–53.
108. Id. at 345.
109. Balfour Beatty, 155 A.3d at 453.
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far.”110 Instead, in such cases, the courts “have refrained from finding a
tort duty absent privity or its equivalent, i.e., an intimate nexus.”111

The intimate nexus test was set forth in Jacques v. First National Bank of
Maryland.112 There, the court relied upon two New York Court of Appeals
decisions, Glanzer v. Shepard113 and Ultramares Corporation v. Touche,114 to
establish the framework for assessing whether an intimate nexus existed be-
tween the parties and, consequently, whether a duty of care was owed.115 In
Glanzer, an intimate relationship was found between the purchaser of beans
and a public bean weigher even though the weigher’s contract was with the
seller. A significant factor was that the weigher had held itself out as “skilled
and careful in its calling.”116 The opposite result was reached in Ultramares,
where the same New York court declined to impose a duty of care running
from accountants to recipients of their audit reports for alleged negligent
misrepresentations. There, the court was concerned that a thoughtless slip
or blunder could expose accountants to liability at an indeterminate amount
for an indeterminate time to an indeterminate class.117

In Jacques, the Maryland court announced a balancing test by which the
privity requirement is relaxed as the magnitude of the risk increases.118 As
a result, the imposition of a duty in favor of a large class of persons is jus-
tified where the risk is of death or personal injury. In contrast, where the
magnitude of the risk decreases, a closer relationship to the parties must
be shown to support a tort duty.119

The Maryland Court of Appeals subsequently adopted a three-part test
from another New York case, Credit Alliance Corp. v. Arthur Anderson &
Co.,120 to assess whether an intimate nexus exists between the parties in
the context of accountant liability.121 The Credit Alliance/Walpert test re-
quires the plaintiff to show: (1) the accountants were aware their financial
reports were to be used for a particular purpose; (2) a known party was
intended to rely on the reports; and (3) there was conduct linking the ac-

110. Id.
111. Id. (citing Jacques v. First Nat’l Bank of Md., 515 A.2d 756 (Md. 1986); Walpert,

Smullian & Blumenthal, PA v. Katz, 762 A.2d 582 (Md. 2000); 100 Inv. Ltd. P’ship v. Co-
lumbia Town Ctr. Title Co., 60 A.3d 1 (Md. 2013)).
112. Jacques, 515 A.2d at 760–61.
113. 135 N.E. 275 (N.Y. 1922).
114. 174 N.E. 441 (N.Y. 1931).
115. Jacques, 515 A.2d at 760–61; see also Balfour Beatty, 155 A.3d at 453.
116. Jacques, 515 A.2d at 760 (citing Glanzer, 135 N.E. at 276).
117. Ultramares, 174 N.E. at 444.
118. Jacques, 515 A.2d at 760.
119. Id.
120. 65 N.Y. 2d 536 (1985).
121. Walpert, Smullian & Blumenthal, PA v. Katz, 762 A.2d 582, 597–602 (Md. 2000).
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countants to the party that demonstrates the accountants’ understanding
of the party’s reliance.122

The Balfour Beatty court observed that regardless of whether the Credit
Alliance/Walpert test was applied, the privity-equivalent analysis in eco-
nomic loss cases looks for “linking conduct” that is sufficient to show
the defendants knew or should have known of the plaintiff’s reliance. As
the court also noted, context is therefore “critical.”123

The Maryland court identified no consensus on whether the economic
loss doctrine applies in the construction context.124 Other jurisdictions
are split. The court did find persuasive some other courts’ logic of “barring
negligence claims for purely economic damages against design profession-
als in complex construction projects absent privity.”125 The court’s view
turned, however, on the “unique aspects of large-scale public construction,
rather than on the finer distinctions of tort law.”126 At the same time, the
court noted that the New York Court of Appeals had extended the Credit
Alliance/Walpert test to design professionals in the construction industry.127

The court also noted that imposing a tort duty on design professionals in
the context of public projects could likely drive an increase in project
costs for government entities.128

After considering these competing concerns and split of authority, the
Maryland Court of Appeals “decline[d] to extend the privity-equivalent
intimate nexus test to design professionals on government construction
projects, [but it did] not hold that the test cannot apply to design profes-
sionals in other contexts.”129

The Balfour Beatty court also construed the Section 552 claim as a form of
negligent misrepresentation.130 It noted that Section 552 liability depends
upon judicial recognition of a tort duty. Because the court had already con-
cluded that the privity-equivalent intimate nexus test did not apply to large
scale government construction projects, the complex web of contractual ar-
rangements predominated in injecting a tort duty into the parties’ relation-
ship was not in the public interest.131

122. Id. at 597–98.
123. Balfour Beatty, 762 A.2d at 457.
124. Id. at 457–61.
125. Id. at 459.
126. Id. at 460–61.
127. Id. at 459–60.
128. Id. at 461.
129. Id.
130. Id.
131. Id. at 462.
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2. Anticipated Arguments Going Forward

The Balfour Beatty opinion illustrates how close an issue the application of
the economic loss doctrine can be in a given case. The court left open the
possibility that the doctrine might be held not to apply in a future non-
governmental project case. The decision also shows how divided the courts
are nationally on this issue and that there are many different arguments avail-
able to third parties arguing against the doctrine’s application in a given case.

iv. legal malpractice

A. Failure to Plausibly Allege Harm

Legal malpractice complaints are not frequently dismissed for failure to
state a claim. When they are, it is usually because of a particular legal defect
or obstacle, rather than the simple failure of the complaint to recite well-
pleaded facts with sufficient “heft” to state a claim. One recent case, West
Bend Mutual Insurance Co. v. Schumacher,132 is an exception. In that case,
the Seventh Circuit concluded, over a dissent by the third panelist, that
an insurance company plaintiff failed to adequately plead causation and
damages in a legal malpractice case against the defendant attorneys the in-
surer had hired to defend a workers’ compensation claim asserted against
one of their insureds.133

The insurer’s complaint against the defending attorneys grew out of their
alleged failure to follow through on evidence important to the defense of the
underlying case. The underlying complainant, who complained of a knee in-
jury, had undergone an independent medical examination by a physician,
who provided a written report.134 This report indicated that the physician’s
testimony would be favorable to the insurer.135 The defendants did not
speak to or depose the doctor, however.136 Instead, without seeking the ap-
proval of the insurer, the defendant attorneys agreed with complainant’s
counsel to put a redacted version of the doctor’s written report into evi-
dence.137 The defendant attorneys did not speak to any other witnesses or
potential witnesses until the day before the scheduled hearing.138 Then,
they learned that a witness with relevant testimony was out of town and
would not be available to testify the following day.139 They also failed to in-

132. 844 F.3d 670 (7th Cir. 2016)
133. Id. at 679.
134. Id. at 673.
135. Id.
136. Id.
137. Id.
138. Id.
139. Id.
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vestigate certain statements made by the complainant bearing on the date he
reported his injury.140

Prior to the hearing, the attorney defendants disclosed their theory of
defense to complainant’s counsel.141 On the day of the hearing, the defen-
dants failed to request a continuance or a bifurcated proceeding to allow
for the presentation of additional evidence.142 Instead, without the insur-
er’s knowledge or agreement, the defending attorneys conceded liability
for the workers’ compensation claim despite knowing of several facts
that tended to undermine the claimant’s case.143

On appeal, the Seventh Circuit had little difficulty concluding that the
insurance company adequately pled duty and that the defendants’ various
alleged missteps all constituted breaches of the standard of care.144 The
majority, however, ruled that the insurance company failed to recite suffi-
cient factual allegations to establish that the defendant attorneys’ missteps
caused the insurer any loss in the underlying workers’ compensation mat-
ter.145 The majority concluded that the complaint failed to articulate the
legal and factual defenses that the insurer lost in the underlying workers’
compensation case because of the defendant attorneys’ conduct in the un-
derlying matter, or to explain how its final liability would have been any dif-
ferent if the defending attorneys had ably defended the underlying workers’
compensation claim instead of executing the stipulation of liability.146

The dissent disagreed with the majority’s causation analysis and out-
lined the liability-limiting facts known to the attorney defendants when
they conceded liability:

• the claimant completed work on the day of his alleged injury;

• after the alleged injury, the claimant continued to work another two weeks
until he was laid off;

• before the alleged workplace knee injury, the claimant’s physician had al-
ready determined that the claimant needed knee replacement surgery;

• the claimant’s own treating physician could not find any change in condi-
tion in the claimant’s knee after the alleged workplace knee injury; and

• available documents indicated that the claimant did not report the alleged
workplace injury when it supposedly happened or even until long after he
was laid off and had retained an attorney.147

140. Id.
141. Id.
142. Id.
143. Id.
144. Id. at 677.
145. Id. at 677–78.
146. Id. at 678–79.
147. Id. at 680.
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According to the dissent, those facts adequately describe a defense lost
as a result of the attorney’s conduct: “there was no workplace injury at all,
or certainly not one that required surgery that the claimant’s own physi-
cian had already said he needed before the alleged injury.”148 The dissent
observed that judicial experience and common sense suffice to show that
the facts establishing the loss of this defense adequately supported the cau-
sation and damages elements required to state a claim for malpractice.149

B. Discoverability of Former Client’s Communications with Successor Counsel

Among the most contentious discovery issues in legal malpractice litigation
is the discoverability of the plaintiff’s communications with successor coun-
sel. Two recent decisions, one by the U.S. District Court for the Southern
District of New York and the other by the U.S. District Court for the
Northern District of Georgia, reached opposite conclusions on the issue.

1. Windsor Securities, LLC v. Arent Fox, LLP

In the first case, Windsor Securities, LLC v. Arent Fox, LLP,150 the South-
ern District of New York refused to compel the production of the plain-
tiffs’ communications with subsequent counsel. The former counsel seek-
ing the discovery argued that the communications were “at issue” in the
malpractice case so that the attorney-client privilege was waived, and
that the later communications were relevant to establish whether the stra-
tegic decisions the former counsel made caused the plaintiffs’ alleged in-
juries and to substantiate the plaintiffs’ claim for attorneys’ fees.151 The
facts of the case are discussed in full to give the decision context.

The former attorneys (malpractice defendants) provided Windsor with
advice concerning its decision to offer financing to five individuals for the
purchase of life insurance and payment of premiums.152 The attorneys ad-
vised Windsor that change of ownership (COO) agreements it obtained
from the various trusts holding the insurance policies gave Windsor own-
ership of and entitlement to the death benefits.153 When the first insured
died, Windsor sought to collect on the death benefit, but the insurers re-
fused to pay.154 The defendant attorneys represented Windsor in the en-
suing arbitration.155 The arbitrators found that Windsor had not com-
plied with certain policy-transfer requirements under California law and

148. Id.
149. Id. at 680–81.
150. 2017 WL 3446992 (S.D.N.Y. Aug. 11, 2017).
151. Id. at *1.
152. Id. at *1–2.
153. Id. at *2.
154. Id.
155. Id.
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that, as a result, Windsor was entitled to recover only the premiums it had
paid and 10 percent interest.156 Around this time, Windsor began con-
sulting other counsel and subsequently terminated the attorneys.157 Un-
surprisingly, there was litigation over the death benefits of the other
four insureds as well.158 Ultimately, Windsor recovered less than the
full death benefits on all of the policies.159 Windsor sued the attorneys
who advised it with respect to the COOs, claiming that their flawed advice
reduced Windsor’s recoveries on the life insurance policies and caused it
to incur legal fees associated with litigating entitlement to the death
benefits.160

The attorney defendants moved to compel the discovery of Windsor’s
communications with successor counsel and the counsel Windsor had
consulted during the defendant attorneys’ engagement, arguing that the
attorney-client privilege was waived because Windsor’s malpractice
claim put its communications with other counsel “at issue,” and that
the requested documents would allow the attorneys to determine whether
Windsor relied on their legal advice, whether this advice was the proxi-
mate cause of Windsor’s injuries, and whether the attorney fees Windsor
sought to recover were reasonable.161 The court denied the attorneys’
motion to compel.162 The court rejected the argument that Windsor
had waived its attorney-client privilege by placing its communications
with successor counsel “at issue.”163 The court held that “at issue” waiver
of the attorney-client privilege occurs when “a party affirmatively places
the subject matter of its own privileged communication at issue in litiga-
tion, so that invasion of the privilege is required to determine the validity
of a claim or defense of the party asserting the privilege, and application
of the privilege would deprive the adversary of vital information.”164 The
court then explained that applicability of “at issue” waiver does not turn
on whether the information sought is relevant to the action, but instead
depends on whether the party who holds the privilege asserts a claim or
defense that it intends to prove by use of the privileged materials.165

In rejecting the defendant attorneys’ requests for communications with
successor counsel, the court further observed that whether the attorneys

156. Id.
157. Id.
158. Id. at *3.
159. Id. at *2–3.
160. Id. at *3.
161. Id.
162. Id. at *9.
163. Id. at *4.
164. Id. at *4 (quoting Deutsche Bank Tr. Co. of Am. v. Tri-Links Inv. Tr., 43 A.D.3d 56,

63 (N.Y. App. Div. 2007) (internal quotation marks omitted)).
165. Id. at *5–6.
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met the applicable standard of care would be assessed via expert evidence;
what the successor counsel thought of the attorney defendants’ perfor-
mance was irrelevant.166 Nor were the communications required to liti-
gate causation:

To reduce the problem to simple terms: Windsor is alleging that defendants’
actions created a mess that it tried to clean up. Windsor hired new counsel to
advise it and assist in cleaning up that mess. Whether Windsor and/or new
counsel took appropriate actions to clean up that mess will be judged by the
actions Windsor and its counsel actually took, not based on the advice its new
counsel gave as to how to clean up the mess. Defendants will be free to argue
that the method of clean-up was unnecessary or badly performed. But for de-
fendants to make these arguments, it is not necessary for them to learn what
was said between Windsor and new counsel.167

The court also rejected the claim that the defendant attorneys were en-
titled to Windsor’s communications with attorneys Windsor consulted
during the attorney defendants’ representation.168 If Windsor did not fol-
low the attorney defendants’ advice, that advice would not be the cause of
any loss or injury to Windsor.169 Whether Windsor failed to follow that
advice because it received contrary advice from the other counsel would
be irrelevant.170 If Windsor did follow the attorneys’ advice, the court rea-
soned, it would not be a defense to liability to argue that the other counsel
furnished the same bad advice, since the defendant attorneys would re-
main a proximate cause of the loss, even if they were not the sole proximate
cause.171

It bears mention that the defendant attorneys did not assert a contribu-
tion claim against the other counsel who allegedly advised Windsor during
the period of their representation.172 Perhaps such a contribution claim
would have led to a different discovery ruling, although the court signaled
skepticism, citing language from a New York case suggesting that piercing
the privilege to enable an attorney to assert a third-party claim would “ren-
der the privilege illusory,” because “the former attorney could, merely by
virtue of asserting a third-party claim for contribution against the present
attorney, effectively invade the privilege in every case.”173

166. Id. at *7.
167. Id.
168. Id.
169. Id.
170. Id.
171. Id.
172. Id.
173. Id. at *9 (quoting Jakobleff v. Cerrato, Sweeney & Cohn, 97 A.D.2d 834, 835 (N.Y.

App. Div. 1983)).
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Finally, the court rejected the argument that Windsor’s communica-
tions with the other attorneys were required to assess the reasonableness
of the legal fees Windsor was seeking.174 The reasonableness of these fees
was to be evaluated by the fact finder based on the tasks performed and
the time spent, not the legal advice provided by counsel.175

2. Monitronics International, Inc. v. Hall, Booth, Smith, P.C.

The second case,Monitronics International, Inc. v. Hall, Booth, Smith, P.C.,176

takes a more liberal approach to “at issue” waiver and the discoverability of
communications with successor counsel. In that case, the Northern District
of Georgia compelled discovery of the same kinds of documents and infor-
mation that were protected from disclosure in Windsor: communications
with successor counsel and that counsel’s case assessments.177 TheMonitro-
nics facts follow.

The defendant attorneys had represented Monitronics, a home security
monitoring company, in an action brought by a woman who was raped in
her home.178 The defendant attorneys’ representation was terminated
three months before trial. The case was tried by successor counsel.179

The jury found Monitronics liable.180

In the legal malpractice action that followed Monitronics’ unsuccessful
trial defense, Monitronics alleged several missteps by the attorney defen-
dants in the course of defending the underlying claim.181 Most of the al-
leged errors concerned the failure to adequately investigate the claim and
to conduct adequate discovery.182 Among other things, Monitronics al-
leged that the attorney defendants failed to pursue evidence that the vic-
tim’s assailant was not an intruder, but someone connected to her family
who had permission to be at her home.183

The attorney defendants asserted a number of defenses to the malprac-
tice suit, including lack of causation, and filed a notice seeking to appor-
tion fault to successor counsel.184 They then sought documents from the
litigation files of the successor counsel, including case assessments and
documents concerning case strategy.185 The court permitted discovery
and concluded that Monitronics placed its communications with succes-

174. Id.
175. Id.
176. 2016 WL 7030324 (N.D. Ga. Dec. 2, 2016).
177. Id.
178. Id. at *2–3.
179. Id. at *3.
180. Id.
181. Id. at *4–5.
182. Id.
183. Id. at *5.
184. Id. at *10.
185. Id. at *6–7.
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sor counsel “at issue” because such communications were necessary for
the attorney defendants to defend the malpractice claim.186 This interpre-
tation of “at issue” waiver is more liberal than that utilized in Windsor,
which appeared to limit the waiver to only those documents actually re-
lied on by the legal malpractice plaintiff as evidence. The court in Moni-
tronics also differed from Windsor in its assessment that the opinions of
successor counsel would be relevant to the defense of the legal malpractice
claims. For example, the court concluded that if successor counsel chose
not to engage in the discovery Monitronics claimed should have been
conducted in its malpractice suit, that could tend to discredit the allega-
tion that the failure to conduct that discovery was malpractice.187 The
court observed:

It would be odd—if not unfair—to preclude Defendants from discovering
documents showing whether successor counsel or insurers had views of the
evidence and trial presentation that aligned with Defendants’. These kinds
of strategy evaluation and litigation decision materials are largely, if not ex-
clusively, the kind of documents maintained in the file of Monitronics and its
lawyers and not available to Defendants unless produced.188

The contrast between the results and reasoning in Windsor and Moni-
tronics should serve as a warning for legal malpractice defense counsel that
they should not take the applicability of “at issue” waiver for granted, and
as a warning to legal malpractice plaintiffs that they should not reflexively
assume that attorney-client privilege will shield their communications
with successor counsel.

v. accounting malpractice

A recurring theme in accounting malpractice cases relates to the role that
the plain language and contractual provisions of engagement letters play
in determining the scope of the accountant’s liability and the terms and
conditions under which a putative claimant may bring suit. This year
saw cases considering the specific contents of engagement letters in the
context of evaluating the viability of third party claims, assessing arbitr-
ability, and determining applicable statutes of limitation. These cases
are highlighted below. Also included below is the annual update on ac-
crual of claims and the in pari delicto.

186. Id. at *10–11.
187. Id. at *11.
188. Id.
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A. Liability to Third Parties

While accounting malpractice claims ordinarily involve suits by clients
who have privity with their professionals, sometimes third parties attempt
to assert claims for malpractice. Privity requirements vary by jurisdiction;
for example, Utah’s privity rule is statutory. Under Utah’s statutory
framework, accountants are protected from claims of third-party reliance
on accountant work product unless there is (1) fraud or intentional mis-
representation, or (2) a writing by the accountant identifying the third
party and the intent by the client that the third party rely on the account-
ing work product.189 In most circumstances, therefore, absent fraud, the
accounting professional’s engagement letter controls third-party reliance.

The Utah Court of Appeals strictly enforced this statutory limitation on
liability as against third-party claims this past year in Reperex Inc. v. Child.190

The court hewed to the text of the statutory privity rule, denying a third-
party claim because the engagement letter did not specify that a third
party would rely on the accountant’s work. In ruling, the court rejected ar-
guments that “circumstantial” evidence in the record, including correspon-
dence between the accountant and the third party, would support the conclu-
sion that the conduct of the parties met the “intent of the statute” to allow
the claim by the third party.191 As such, the court’s decision in Reperex is
somewhat striking for judicial restraint: the court concluded, despite the ev-
idence, “our role requires us to apply the text of the statute, not its policy.”192

B. Statement on Auditing Standards (SAS) 133

Going forward, bartering for third-party reliance and memorializing the
agreement in writing will become more crucial because July 2017 changes
to Statement on Auditing Standards (SAS) 133 go into effect in June
2018. The amended statement on auditing standards will require heightened
audit procedures for audited financial statements made in connection with
certain securities offerings otherwise exempt from registration under state
and federal law, as well as certain non-profits and franchise arrangements.
The new SAS 133 presents an opportunity for auditing professionals and
legal counsel alike to refine their positions regarding third-party claims as
auditors adjust to the enhanced requirements of the new auditing guidance.

C. Arbitration of Claims Subject to State Law

Another issue addressed by courts this past year involves the arbitrability
of disputes between accounting professionals and their clients. A common

189. UTAH CODE ANN. § 58-26a-602.
190. 392 P.3d 905 (2017).
191. Id. at 918 n.6.
192. Id.
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perception is that arbitration is generally available for accounting mal-
practice claims because arbitration clauses are popularly included in ac-
countant engagement letters. In reality, however, the arbitrability of a
particular dispute is subject to state law and is highly fact dependent. Le-
foldt v. Horne, LLP193 is a recent Fifth Circuit decision that highlights this
reality. Lefoldt turned on a peculiarity of Mississippi law for public en-
gagements. That peculiarity requires contracts and their terms, including
arbitration provisions, to be reflected on the minute books of the board or
commission of a public entity.194 This so-called “minutes rule” bars the
enforceability of any contract or term not reflected in the minutes of
the public entity.195

In Lefoldt, the accountant’s engagement was referenced in the 2009 min-
utes of a local hospital authority, but the minutes did not contain all of the
terms of the engagement letter, including the arbitration clause.196 The
minutes did not reflect at all the accountant’s engagement in 2010 and
2012.197 Because the arbitration clause had not been properly recorded,
the question arose whether the parties agreed to arbitrate their claims
and whether a court or arbitrator should decide that threshold issue.

The Fifth Circuit concluded that the apparent failure to abide by the
minutes rule called into question both whether there was any contract at
all (an issue for a court to decide) and whether there was an agreement to
arbitrate in the contract (which is presumptively an issue for the arbitrator
to decide).198 The 2010 and 2012 claims were to proceed in court to deter-
mine whether a contract even existed with respect to those years.199 How-
ever, the court also held that because the minutes reflected a contract in
2009, an arbitrator must determine whether the claims were arbitrable.200

This holding was doubly frustrating for the accountants. They were de-
nied the automatic benefit of the arbitration clause that they purposefully
included in their engagement letters, and they were forced to separately lit-
igate different years in different forums. The legal analysis is interesting for
its bifurcated approach to separately analyzing contract formation and ar-
bitration clause enforcement. Practically speaking, however, the opinion

193. 853 F.3d 804 (5th Cir. 2017).
194. Wellness, Inc. v. Pearl River Cty. Hosp., 178 So. 3d 1287, 1292–93 (Miss. 2015).
195. Lefoldt, 853 F.3d at 813 (noting that “it is the responsibility of the private contracting

party to see that the contract was properly recorded on the minutes”).
196. Id. at 808.
197. Id. at 813–14.
198. The leading case on this point is Rent-A-Center, West, Inc. v. Jackson, 561 U.S. 63, 70

(2010), which analyzed the difference between whether a contract exists (a judicial question)
and whether the parties agreed to arbitrate (a presumptively arbitral question).
199. Lefoldt, 853 F.3d at 813–14.
200. Id. at 817–18.
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underscores the importance of understanding the nuance of local contract
law, which could eliminate the benefit of an arbitration provision.

D. Contractual Limitations Provisions in Engagement Letters

A growing trend in accounting engagement letters is to impose a contrac-
tual statute of limitations to bar claims that are asserted more than a year
or two from the date services were last rendered. These time limits have
seen some testing this year.

1. Aaron v. Deloitte Tax LLP

In Aaron v. Deloitte Tax LLP,201 a New York intermediate appellate court
enforced a one-year contractual limit on claims in an estate tax case. The
court refused to toll the statute of limitations based on the professional’s
continuous representation of the client because the limitations period was
established by contract rather than statute.202 Additionally, the engage-
ment letter was expressly limited to work conducted during a seven-
month period, further undercutting the claim of continuous representa-
tion many years later.203

Ultimately, the court deferred to the contractual limitations period be-
cause the engagement letter was clear that the estate plan was aggressive
and likely to be closely scrutinized by the IRS.204 The decision makes
clear that a sophisticated client who has full knowledge of the risks associ-
ated with aggressive tax planning can waive its right to allege malpractice
regarding the risks taken due to the passage of time because (for obvious
reasons) an estate plan can be untested by taxing authority for decades.

2. EPIC v. CliftonLarsonAllen LLP

The Washington Court of Appeals also permitted auditors to contractually
limit the time for clients to bring claims in EPIC v. CliftonLarsonAllen
LLP.205 In EPIC, the court upheld a limit that was two years from the
date of the last audit report and that also granted a year to bring suit
after notice of the claim. Despite this ruling, it is not clear that the private
two-year limit is actually a bright-line rule in Washington because of two
important limits on the ability to enforce a negotiated limitations period:
(1) Washington courts will not enforce a contractual limit that expires be-
fore the claim to be asserted accrues, and (2) Washington courts will not
enforce a limit that requires a suit to be filed before a putative plaintiff

201. 50 N.Y.S.3d 279 (N.Y. App. Div. 2017).
202. Id. at 280.
203. Id.
204. Id.
205. 199 Wn. App. 257 (Wash. Ct. App. 2017).
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has an ascertainable loss.206 It seems that the measure of reasonableness, at
least in Washington, is the gap between discovery of a claim and the con-
tractual limitations period, rather than the absolute length of the contrac-
tual limitations period. EPIC holds that a one-year gap between discovery
and the expiration of the statutory period is sufficiently long to consider
and bring a claim.207

E. Accrual of Claims for Statute of Limitations Purposes

1. EPIC

A question that often goes hand in hand with the limitations period is ascer-
taining when the claim accrues and the limitations period begins to run. The
Washington court considered this issue in EPIC, as well. The court held, in
the context of the audit malpractice claim at issue, that “a cause of action ac-
crues when the plaintiff discovers, or in the reasonable exercise of diligence
should discovery, the salient facts underlying the cause of action’s ele-
ments.”208 The court clarified that the necessary “discovery” is the discovery
of the “factual basis, not the legal basis, for the cause of action.”209 Further-
more, the court made clear that in the context of a breach-of-duty case, as in
EPIC, “the running of the statute of limitations does not toll until a plaintiff
consults an expert or until an attorney tells the plaintiff that a defendant
breached the applicable standard of care.”210 At the same time, however,
the court rejected the argument that the plaintiff must know or appreciate
the full extent of the harm: “[A] cause of action accrues when the plaintiff
knows or should know of some damage. When a plaintiff is placed on notice
by some appreciable harm occasioned by another’s wrongful conduct, the
plaintiff must make further diligent inquiry to ascertain the scope of the ac-
tual harm.”211

2. Coulter v. Grant Thornton, LLP

The Arizona Supreme Court reached a similar conclusion about the ac-
crual of accounting malpractice claims this year in Coulter v. Grant Thorn-
ton, LLP.212 There, the court held that the two-year statute of limitations
for tax accounting malpractice begins to run “when the plaintiff knew or
should have known of the negligence and resulting injury under the facts
of the particular case.”213 In reaching this holding, the court rejected two

206. Id. at 271–72.
207. Id. at 277.
208. Id. at 274.
209. Id. at 276.
210. Id. at 275.
211. Id. at 276.
212. 241 Ariz. 440 (2017).
213. Id. at 445.
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other bright-line accrual rules: (1) that the statute begins to run when the
IRS issues a notice of deficiency, and (2) that the statute begins to run
when the “taxpayer’s liability is ultimately resolved.”214 Notably, although
not at issue in Coulter, a third bright-line rule exists in jurisdictions like
Georgia, where statutes of limitation for professional negligence run
from the alleged breach of duty by the defendant rather than the discovery
of the harm by the plaintiffs.215 These supposedly “bright line” versions of
accrual rules are variations on a theme: each is an effort to start the statute
of limitations on discovery of the cause of action, but each bright-line rule
suffers when applied to circumstances different from those anticipated at
the rule’s creation. For example, in Coulter the court discussed timing the
accrual from the final disposition of a claim by the IRS (one of the bright-
line rules) but noted that if “an accountant . . . has acknowledged that the
challenged advice was improper, or if the taxpayer obtained a second
opinion advising that the advice was improper, a fact-finder could con-
clude that the taxpayer was on notice of a viable accounting malpractice
claim before a final tax court determination.”216

F. In Pari Delicto

It would not be an annual update without a new entry in the in pari delicto
case law files. In pari delicto means “of equal fault” and is a legal doctrine
that bars claims by ne’er-do-wells seeking to assert claims against profes-
sionals for malpractice, generally for not stopping the ne’er-do-well plain-
tiff from lying, cheating, and stealing. The most active areas for the courts
involve imputation, i.e., whether a successor-in-interest will be imputed
with the bad acts of a former principal or entity. Decisions on this issue
went both ways this year. In Nicholson v. Shapiro & Associates, LLC,217 an
Illinois appellate court held that, as a matter of Illinois state law, an
SEC receiver will not be imputed with the bad acts of the company in re-
ceivership.218 On the other hand, in Kapila v. Grant Thornton, LLP,219 a
federal court in Florida held that the bad acts would be imputed on a
state-law bankruptcy trustee because under Florida law a company is
“barred from shifting the responsibility for its own fraud to its audi-
tors.”220 On reconsideration, the court conceded that “[w]here a trustee
or receiver of a corporation is the plaintiff rather than the corporation it-
self, the application of the in pari delicto doctrine becomes more compli-

214. Id.
215. See, e.g., Bryant v. Golden, 302 Ga. App. 760, 761–62 (Ga. Ct. App. 2010).
216. Coulter, 241 Ariz. at 445.
217. 82 N.E.3d 529 (Ill. App. Ct. 2017).
218. Id. at 533.
219. 2017 WL 2590975 (S.D. Fla. Mar. 9, 2017).
220. Id. at *4.
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cated.”221 Nonetheless, the court concluded that the particular facts in
question offered no reason to depart from its prior decision that an in
pari delicto defense could be asserted against a bankruptcy trustee.222

These cases illustrate the point that this law is not settled and that impu-
tation remains dependent on the facts of the case and the jurisdiction.

vi. insurance agents’ and brokers’ liability

The prior year saw a number of interesting developments in regards to
insurance agent and broker errors and omissions (E&O) cases, including
cases examining: when a “special relationship” or “special circumstances”
exist sufficient to give rise to a duty to advise; the applicability of the “duty
to read” in the context of statute of limitations accrual analysis and as a
basis for a contributory negligence defense; when a negligent misrepre-
sentation claim can properly be stated in the context of a broker failure
to advise a claim; and how the courts will analyze proximate causation
of defenses. Recent cases addressing these topics are discussed below.

A. Special Relationship

1. BioChemics, Inc. v. Axis Reinsurance Co.

In BioChemics, Inc. v. Axis Reinsurance Co.,223 a Massachusetts federal court
declined to find a special relationship between a broker and insurance client
that would impose a fiduciary duty on the broker to procure policies that
best suited the client’s insurance needs. The case arose after the broker,
Brown & Brown, notified its insurance client BioChemics, Inc., a specialty
pharmaceutical company, that its then current D&O carrier (XL) would be
restricting D&O coverage in the coming policy year and increasing premi-
ums.224 Thus, the broker recommended that BioChemics purchase D&O
coverage from a different insurer (Axis) at the conclusion of the XL policy
term.225 As part of the process of applying for the replacement coverage,
which was to be offered on a claims made and reported basis, BioChemics
was asked to confirm that all known claims had been noticed to XL, and it
did so.226 In reality, BioChemics had not provided notice to XL that Bio-
Chemics had been the subject of a Non-Public Formal Investigation by the
SEC commencing six months earlier by Formal Order, which included the
SEC serving a series of document subpoenas.227 BioChemics sought insur-

221. Kapila v. Grant Thornton, 2017 WL 3638199 (S.D. Fla. Aug. 23, 2017).
222. Id. at *2.
223. 2017WL 4317384 (D. Mass. Sept. 28, 2017). An appeal to the U.S. Court of Appeals
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ance coverage for the cost of responding to the SEC subpoenas from its re-
placement D&O insurer AXIS.228 The subpoenas revealed the existence of
the Formal Order filed against BioChemics during the preceding D&O
policy period; in fact, BioChemics had retained counsel to represent it in
regards to the SEC investigation.229 AXIS denied coverage on the theory
that the SEC investigation, if it could be covered at all, was a claim first
made in the prior policy period.230 In the insurance coverage litigation
that followed, the court summarily found in favor of AXIS.231

After failing in its bid to obtain D&O coverage for the SEC investiga-
tion, BioChemics sought alternative relief against its broker, Brown &
Brown, for alleged negligence and breach of fiduciary duty. BioChemics al-
leged that Brown & Brown had been negligent in failing to advise it on the
risks associated with the expiration of the XL policy.232 In this regard, the
chief executive officer claimed that he did not understand that the SEC in-
vestigation amounted to a reportable D&O claim, and if Brown & Brown
had properly advised him prior to the expiration of the XL policy, he would
have preserved BioChemics’ coverage thereunder by reporting the investi-
gation.233 He further alleged that he would have “perceived the coverage
significance” of the SEC investigation if the broker had asked questions
about potential claims at the time of the policy renewal.234

The broker moved for summary judgment on the grounds it owed no
duty to advise, and the court granted the motion. In reaching this decision,
the court noted that under Massachusetts law, brokers generally do not owe
a fiduciary duty of care to their customers to ensure that the insurance pol-
icies procured on their behalf are adequate for their needs, absent “special
circumstances of assertion, representation and reliance.”235 BioChemics ar-
gued that the requisite special relationship existed by virtue of its long-term
relationship with a business and insurance consultant who had introduced
BioChemics to Brown & Brown’s corporate predecessor and further argued
that Brown & Brown had inherited this relationship.236 But BioChemics
was unable to present any evidence of representations made by the consul-
tant on which it had relied.237 Further, while Brown & Brown worked an-
nually with BioChemics to obtain competitively priced coverage, Bio-
Chemics’ president and CEO could not recall ever seeking specific advice

228. Id.
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from anyone at Brown & Brown with respect to insurance coverage issues,
nor could he recall anyone else at BioChemics having done so.238 Instead, he
testified to just having “a general expectation that [the broker] would pro-
vide adequate coverage.”239

The Massachusetts court found that there were no special circum-
stances giving rise to a fiduciary duty of care.240 Accordingly, the court
found that Brown & Brown was entitled to accept BioChemics’ represen-
tation that it had reported all known D&O claims to XL and was “under
no duty to ferret out potential claims left unreported.”241

2. Certain Interested Underwriters at Lloyd’s London v. Bear, LLC

A California federal court reached a different result on the “special relation-
ship” issue in Certain Interested Underwriters at Lloyd’s London v. Bear,
LLC,242 concluding that the insurance client had alleged sufficient facts
about the owner’s long-term relationship with the broker, and the client’s
reliance on the broker’s expertise in making its insurance-purchasing deci-
sions, to create an issue of fact as to whether a special relationship ex-
isted.243 The case came about after a yacht valued at $17 million sustained
damage to its hull and was destroyed by fire during the course of repair
work at a shipyard.244 The specific cause of the fire was “hot work repairs”
to the hull.245 The yacht was insured for damages caused during repair
work, but the policy had a “Maintenance and Repair Clause” that barred
coverage for any hot work, other than soldering, unless the insured pro-
vided the underwriters in advance the full details and schedule of the
work, a copy of the shipyard’s Ship Repairers Liability Insurance, and ob-
tained the underwriters written agreement to the work.246 Additionally, the
policy provided that the insured could not agree to waive subrogation with-
out the underwriters’ written agreement.247 The insured, rather than follow
these requirements, had both signed an agreement containing a waiver of
subrogation and had allowed the yacht to undergo repairs involving hot
work without first obtaining the underwriters’ written agreement.248

The underwriters commenced an action against the owners of the de-
stroyed yacht seeking a declaration that they had no duty to indemnify the

238. Id.
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owner for the loss. The owner counterclaimed for coverage from the un-
derwriters and also brought a third-party action against its broker, Marsh,
for breach of contract in failing to procure the requested coverage, breach
of fiduciary duty in failing to inform and explain the coverage to the
owner, negligence in its procurement of the requested coverage, and neg-
ligent failure to advise.249

Following discovery, Marsh moved for summary judgment dismissing
each of the claims that the yacht owner asserted against it, based on the
following facts:

• There was no dispute that Marsh had procured a policy for the requested
limits that would have provided $17.25 million in coverage but for the
owner’s failure to comply with the policy’s conditions precedent with re-
spect to coverage for the repair work;250 and

• Both in its initial proposal and during each renewal of the policy, Marsh
had repeatedly warned the owner “to keep in mind the warranties and ex-
clusions of the policy, especially those related to liabilities assumed under
contract which are excluded unless approved by underwriters beforehand,”
and specifically warned about the “Maintenance and Repair Clause.”251

The court acceptedMarsh’s arguments in part and dismissed several of the
yacht owner’s claims. But the court denied Marsh’s bid to throw out the neg-
ligent failure to advise claim. In doing so, the court noted that there is gen-
erally no duty to advise absent a “special relationship.” In this instance, how-
ever, the court found that sufficient facts had been alleged to create an issue
of fact as to whether there was a special relationship based on the owner’s
long-term relationship with Marsh and its reliance on Marsh’s expertise in
making its purchasing decisions.252 Further, the court found that if a special
relationship could be established, a jury could potentially find that Marsh had
been negligent in failing to advise the owner not to agree to a policy with the
Maintenance and Repair Clause in question for a vessel with a steel hull.253

Interestingly, Marsh argued that the negligent failure to advise claim
should be dismissed in any event because, even though the owner had
identified a Chubb policy that would have provided coverage without im-
posing the same advance notice of repair work, the owner could not estab-
lish that (1) it would have chosen the Chubb policy instead of the Lloyd’s
policy had Marsh recommended it, despite the owner’s concerns about
pricing; (2) Chubb would have renewed on the same terms every year
and the owner would have elected it every year; and (3) Chubb would
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have covered the loss despite the owner’s failure to notify of the work in
advance.254 The court recognized the significance of these causation is-
sues, but concluded that the owner had created an issue of fact as to
each by submitting a declaration from the boat’s captain stating that his
prior experience with a fire during welding performed while the boat
was being built would have led him to choose the Chubb coverage had
it been offered; and via the testimony of an expert that it was “highly
probable” that Chubb would have continued to offer the same policy,
the owner would have continued to renew it, and it would have covered
the loss.255

3. Rick Friedman Enterprises, Ltd. v. Travelers Indemnity Co.

In contrast to the yacht case, in Rick Friedman Enterprises, Ltd. v. Travelers
Indemnity Co.,256 a New York state court dismissed a claim for alleged neg-
ligent failure to advise despite facts that might appear to give rise to a spe-
cial relationship between the parties. The insurance client alleged that its
broker had been its agent for ten years and had marketed itself as having
a commitment to service and having the ability to obtain business and
flood insurance.257 The court concluded that these facts were “insufficient
to demonstrate anything beyond a longstanding business relationship.”258

4. FDT Group, LLC v. Guaraci

An Ohio appellate court likewise concluded that no special relationship ex-
isted between an insurance client and broker on the facts before it in FDT
Group, LLC v. Guaraci.259 In that case, a business location owned by the
plaintiff with the lower of two floors partially below grade suffered floor
damage due to a water pipe backup, and there was no coverage for the
claim because the business property policy did not include water backup cov-
erage.260 The business owner sued the broker who placed the coverage,
contending the broker owed a fiduciary duty to recommend water backup
coverage after touring the properties and seeing that they were partially
below grade.261 After discovery was taken, the broker moved to dismiss on
summary judgment and the motion was granted. On appeal, the ruling
was sustained.

The appellate court concluded that the parties shared an “ordinary”
broker-insured relationship “and that no special relationship of trust
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and confidence existed between the parties.”262 In reaching this decision,
the court found that the plaintiff had only used this broker for about a
year, regularly used a competitive bidding process to solicit proposals,
did not have a personal relationship with and did not communicate
with the broker directly, admitted that he was the ultimate decision
maker regarding insurance for his business, knew about water backup cov-
erage generally and had it on other properties, and knew it was his respon-
sibility generally to make sure the coverage he wanted was included within
the policies purchased.263

B. Accrual of Claims for Statute of Limitations Purposes

One of the arguments that brokers defending against negligent failure to
procure claims have tried to make, with only limited success in recent
years, has been that the claim should accrue for statute of limitations pur-
poses on the date the insured client received its policy, as opposed to the
date when the client discovered that the policy did not provide the re-
quested coverage (i.e., the date coverage for a claim was challenged, ques-
tioned, or denied). This argument turns on the theory that because an in-
sured has a duty to read his/her policy, if the lack of coverage is clear on the
face of the policy, then the claim should accrue upon receipt of the policy.

1. American Family Mutual Insurance Co. v. Krop

This year, the Illinois Appellate Court rejected in American Family Mutual
Insurance Co. v. Krop264 the previously established rule that a negligent
failure-to-procure claim accrued on the date the insureds received their
policy and tolled the statute of limitations until the date the insureds
first learned the policy would not cover their claims.265 Krop thus over-
turned a case that had been in place since 2012.266 To give this ruling
context, the Illinois court in Krop reversed dismissal of a claim brought
more than two years after a homeowner’s’ policy had been issued, but
within two years of the homeowners learning that the policy would not
provide the requested coverage for a claim being made against their
son. As the rationale for its decision overruling the prior decision, the
court held that an insurance agent/broker owes a fiduciary duty to his in-
sured under Illinois law. Because a fiduciary duty is owed, this implicates
the tolling of the statute of limitations until the breach of the agent/bro-
ker’s duty of care has been discovered.267

262. Id. at *5.
263. Id.
264. See 82 N.E.3d 533 (Ill. App. Ct. 2017).
265. Id. at 541–42.
266. See Hoover v. Country Mutual Ins. Co., 975 N.E.2d 638 (Ill. App. Ct. 2012).
267. Krop, 82 N.E.3d at 541–42.
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2. RVP, LLC v. Advantage Insurance Services, LLC

Another Illinois appellate court issued a decision more favorable to bro-
kers on the statute of limitations accrual date when a reduction in cover-
age was evident from the face of an insurance policy. In RVP, LLC v. Ad-
vantage Insurance Services, LLC,268 after insurance coverage for a recycling
business’s equipment, stock, and inventory was canceled, and separate in-
surance for its sister company’s buildings was non-renewed, the insurance
broker was instructed to find the same or similar coverage elsewhere.269

The broker obtained replacement insurance for the equipment, stock,
and inventory for $925,000 less than had been in place.270 The broker
also procured property coverage with $1 million less in limits than had
been in place before and that provided lesser overall blanket limits.271

As a result, when a fire occurred causing substantial damage to the recy-
cling company’s buildings and their contents, it received a property recov-
ery for almost $1,500,000 less than would have been available on one of
the buildings under prior insurance, and less coverage than the company
believed would have been recoverable for the lost business equipment and
contents.272 The company brought suit against the broker within two
years of the fire loss, but more than two years after the replacement cov-
erages were bound.273

The broker obtained summary judgment on the basis that the claims
were barred by the two-year statute of limitations in effect under Illinois
law for all causes of action by an insured against his insurance producer
concerning the sale, placement, procurement, renewal, cancellation of,
or failure to procure insurance under Section 13-214.4 of the Illinois
Code of Civil Procedure.274 The plaintiffs had opposed on the grounds
that the statute of limitations should not be deemed to have accrued
until after the loss when it was first learned that the replacement policies
would not provide the same coverage as the prior policies.275 As support
for this argument, the CFO admitted signing applications for the policies,
but argued that he had not seen the completed applications and simply
signed the last page of each.276

The court found in favor of the broker because the policies clearly in-
dicated the reduced limits on their face and had been received more than

268. 82 N.E.3d 619 (Ill. App. Ct. 2017).
269. Id. at 621.
270. Id.
271. Id.
272. Id. at 622.
273. Id. at 624.
274. Id. at 623.
275. Id. at 624.
276. Id. at 621.
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two years prior to the commencement of the lawsuit.277 As such, the court
rejected plaintiffs’ argument the claims did not accrue until after the
plaintiffs were made aware of the limited coverage available. While the
court expressly did not address whether failure to read the policy would
present an absolute bar to plaintiffs’ claims generally, in this case because
the policy limits were each clearly stated in the policy declarations pages,
upon receipt plaintiffs should have known the policy limits failed to match
what had been requested.278

3. Catlin Specialty Insurance Co. v. Tegol, Inc.

In one other decision of note, a North Carolina federal court anticipated
how North Carolina’s Supreme Court would rule in Catlin Specialty Insur-
ance Co. v. Tegol, Inc.279 The court concluded that the statute of limitations
for a claim of breach of fiduciary duty by a broker would accrue when the
insured discovered or ought to have discovered, through reasonable dili-
gence, that its insurance policies did not include the trademark infringement
coverage the plaintiff allegedly had been relying on the agent to procure.280

C. Insured’s Duty to Read His/Her Policy

In most jurisdictions, it is recognized that an insured has a duty to read his
policy. To the extent the insured fails to do so, and thus is unaware the
coverage purchased does not match what the broker was asked to procure,
the broker can argue the insured should be found responsible, at least in
part, for the insured’s comparative negligence. While there was a time
when this could provide a complete defense to broker liability in a signif-
icant number of jurisdictions, the prevailing rule is now that the insured’s
failure to read his policy can provide the basis only for a comparative fault
finding.

1. Brown v. State Farm Fire & Casualty Co.

A small number of states still hold that an insured’s failure to read the policy
remains a complete defense to a broker’s negligent failure to procure claim.
One of those states is Alabama, which reaffirmed its minority approach in a
federal court decision early in the year. In Brown v. State Farm Fire & Casualty
Co.,281 an Alabama federal court dismissed a claim against a broker due to the
insured’s failure to read his insurance policy.282 The court found conclusive
that the insured conceded the policy was in full force and effect at all times

277. Id. at 624.
278. Id. at 625–26.
279. 2017 WL 252290 (W.D.N.C. Jan. 19, 2017).
280. Id. at *9.
281. 2017 WL 492992 (N.D. Ala. Feb. 7, 2017).
282. Id. at *6.
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relevant to the claims, so he had—but breached—his duty to read the pol-
icy.283 The plaintiff in Brown was a homeowner who had suffered property
damage resulting from a lightning strike to his home, and his insurer had de-
nied coverage.284 The homeowner sued both the insurer (State Farm) and his
broker in state court, and State Farm removed the case to federal court. The
homeowner sought remand based on his joint residency with the broker in
Alabama.285 However, the federal district court denied remand, holding
that the homeowner could not pursue a negligent procurement claim against
the broker because the homeowner’s failure to read his policy made him con-
tributorily negligent.286

In short, under Alabama law, an insured’s failure to read his or her pol-
icy constitutes contributory negligence and remains a complete defense to
a negligent failure to procure claim.287 Additionally, under Alabama law,
the homeowner’s acceptance of the policy without objection vitiated any
claim he might otherwise have had for breach of contract.288

2. Holmes v. Sheppard

The contributory negligence of the insured in failing to read his policy can
also result in dismissal of a broker negligence claim in its entirety in North
Carolina. However, a North Carolina appellate court decision issued in the
latter part of last year pointed out some limitations in the use of the failure
to read as a complete defense in that state. In Holmes v. Sheppard,289 the
plaintiff owned a number of residential and office buildings. A water dam-
age claim to one of the buildings was denied because it had been vacant for
more than sixty consecutive days immediately prior to the loss.290 After the
denial, the building owner sued his broker, asserting claims for negligent
failure to procure coverage that would insure the building, even if vacant,
and negligent misrepresentation.291 A key point of contention was the ex-
pectation and understanding of the building owner. He claimed that he
specifically requested coverage that would apply even if the building was va-
cant.292 In contrast, the broker claimed this was not the case and, in fact,
that the building owner had advised that the building would be leased or
rented within thirty days.293

283. Id. at *7.
284. Id. at *2.
285. Id. at *4.
286. Id. at *7.
287. Id. at *6–7.
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The broker moved for and was granted summary judgment based on
the fact that the building owner had received the policy without objection
and admitted he had not read it.294 On appeal, the appellate court re-
versed the dismissal of the negligent failure-to-procure claim. In so
doing, the court found significant that the building owner had testified
to having specifically requested a policy without a vacancy exclusion.295

Assuming the trier of the fact were to accept the plaintiff’s version of
events, this would create a duty on the part of the broker to purchase
such coverage.296 While North Carolina law provides that contributory
negligence in failing to read a contract can result in knowledge of the con-
tents being imputed to him, and dismissal of the negligence claim, the
court pointed out that this rule applied only to the extent “nothing has
been said or done to mislead [the plaintiff] or to put a man of reasonable
business prudence off his guard.”297 Because there were facts in evidence
to suggest the plaintiff may have been misled or “put off his guard” by the
broker advising that the coverage had to be placed with a different insurer
to address the vacancy issue, the court concluded that the plaintiff’s ad-
mitted “failure to read the policy [did] not necessitate as a matter of
law that summary judgment be granted on his claim that Defendants
were negligent.”298 The court also rejected the argument that the plain-
tiff’s receipt of the policy without objection essentially effected a nova-
tion, and agreement to accept the policy actually procured in place of
the policy requested.299

Significantly, although the court allowed the negligent procurement
claim to proceed, it dismissed the insured’s negligent misrepresentation
claim against the broker. In so doing, the appellate court noted that
there was no evidence that the alleged false information provided by
the broker could not have been discovered to have been untrue by the ex-
ercise of reasonable diligence—i.e., the insured reading the policy.300

D. Negligent Misrepresentation of Policy Coverage

This year also saw case law address the duties that insurance companies
owe to brokers to correctly represent the scope of coverage their policies
provide. In Loomcraft Textile & Supply Co. v. Schwartz Brothers Insurance
Agency, Inc.,301 an Illinois appellate court limited the liability that an in-
surance company owes to a broker when the insurer allegedly misrepre-
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sents the coverage that its policy will include. In Loomcraft, a company en-
gaged in the business of supplying commercial fabric and finished goods
(Loomcraft) retained a broker (Schwartz) to purchase commercial general
liability coverage to replace its coverage with Liberty Mutual.302 The Lib-
erty Mutual policy contained a “selling price endorsement” that insured
against any loss or damage to finished goods or merchandise that Loom-
craft held for resale.303 The endorsement set the coverage value at the
regular cash selling price, minus certain discounts and charges.304 Fire-
man’s Fund issued the replacement policy. The broker allegedly received
representations from a Fireman’s Fund underwriter that the Fireman’s
Fund replacement policy provided the same finished goods coverage as
the Liberty Mutual policy, and that no separate endorsement would be re-
quired.305 In fact, the Fireman’s Fund coverage only applied to products
manufactured by Loomcraft and did not apply to products which Loom-
craft finished and held for sale to others.306 As a result, when Loomcraft
suffered a loss it valued at $608,611.85, it was reimbursed only for limited
replacement costs, and thus sustained $529,980.58 in uninsured loss. The
broker Schwartz conceded that it had confirmed to Loomcraft that the
Fireman’s Fund coverage contained the same selling price endorsement
as the Liberty Mutual policy, and the court granted summary judgment
in Loomcraft’s favor against Schwartz.307

After settling with Loomcraft, the broker Schwartz pursued third-party
claims against Fireman’s Fund for indemnification pursuant to the terms
of its agency agreement with Fireman’s Fund. The agency agreement
made Fireman’s Fund responsible for the broker’s losses arising out of
the insurance company’s errors:

[Fireman’s Fund] will indemnify you and hold you harmless, including pay-
ing your reasonable defense costs, against liability for damages, fines and
penalties, arising out of acts we took or failed to take, and for our errors
and omissions, and for your acts taken at our direction.308

Despite this seemingly straightforward indemnification agreement, the
trial court dismissed Schwartz’s indemnification claim on summary judg-
ment, and the appellate court affirmed. The appellate court concluded
Schwartz had failed to establish a right to indemnification based on either
negligent misrepresentation or professional negligence. First, with regard
to the negligent misrepresentation claim, the court held “[f]or a claim of
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negligent misrepresentation, the defendant has to be in the business of
supplying information to guide others, in contrast to information that is
supplied as ancillary to or in connection with the sale of merchandise
or other matter.”309 Accordingly, because Fireman’s Fund is in the busi-
ness of selling insurance rather than supplying information, and the infor-
mation it supplied is ancillary to the sale of insurance, a claim for indem-
nification based on negligent misrepresentation could not be made.310

Second, with respect to the professional negligence claim, the court found
Schwartz failed to support his claim with the expert testimony needed to es-
tablish the standard of care that the insurance company owed to its brokers
and agents.311 Because “there is no defined ‘duty of care’ or ‘standard of care’
regarding an insurer’s representations about coverage to the broker/pro-
ducer, and whether the insurer can expect that a broker/producer would
rely solely on such representations without examining the policy itself,” a
standard of care expert was necessary.312 Schwartz’s failure to offer such ex-
pert testimony subjected the claim to dismissal on summary judgment.

309. Id. at *4.
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