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The first step counsel and client
plan to make when defending a
long term care facility case is to
compel arbitration. Arbitration
provisions are standard components of residency agreements.
But will your client’s arbitration
agreement be enforced? This
article outlines four inadvertent
loopholes commonly seen in long
term care arbitration agreements
that courts have used to invalidate arbitration demands and
how to mitigate or eliminate these
loopholes.
Generally, arbitration clauses are
enforceable. The United States
Supreme Court held “there exists
an emphatic federal policy in favor
of arbitral dispute resolution.”
KPMG LLP v. Cocchi, 565 U.S. 18
(2011). As recently as 2017, a
majority of the nation’s highest
court held in favor of mandatory
arbitration in the context of a
nursing home arbitration agree-

ment. Kindred Nursing Centers
Ltd. Partnership v. Clark, 137 S.
Ct. 1421 (2017).
However, courts around the
country have exploited several
loopholes or exceptions to invalidate arbitration agreements. This
article will explore four loopholes
courts have used to avoid arbitration agreements: (1) the ineffective signatory loophole; (2)
the failure to merge loophole; (3)
the strictly delineated power of
attorney loophole; and (4) the
equitable estoppel loophole.
Courts may mix and match these
loopholes, and may utilize multiple exceptions to circumvent
what appears to be an otherwise
valid arbitration agreement.
The Signatory Loophole
Courts have used the ineffective
-signatory or non-signatory loophole to avoid an otherwise valid
arbitration agreements in one of
two situations: (1) when the resi-

dent has not signed the arbitration agreement (and has either
signed the admissions agreement or has not signed either
document); and (2) when the
arbitration agreement signatory
does not have authority to sign
for and bind the resident.
An Alabama court applied the
ineffective signatory loophole
where a mentally incompetent
adult, who was unable to make
decisions for himself, was held
to be incapable of authorizing
his mother, who had made all
healthcare decisions and had
executed all other related documents, to act on his behalf. Diversicare v. Leasing Corp. v. Hubbard, 189 So. 3d 24 (Ala. 2015).
Each care facility in which the
resident had previously resided
looked to the mother for decision-making authority. At the
son’s last facility, the mother
once again executed the admisContinued on page 2
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LTC ARBITRATION AGREEMENTS, CONT’D
sions agreement and the arbitration agreement, and
on the admissions agreement, she noted that she was a
relative, but did not mark that she was the power of
attorney. On the arbitration agreement, the mother
signed as the “resident’s representative.” However, by
the language of the arbitration agreement, only a
“responsible party” would be bound to arbitration, not
a representative. Thus, because of a difference in title,
the mother was without legal authority to bind the son
to the arbitration agreement.
However, with similar facts, a Pennsylvania court held
that the arbitration agreement applied to the survival
action, where the resident did not sign because he was
incapable of doing so. The wrongful death claim was
not bound by the arbitration agreement, even though
the agreement stated it would bind next of kin, where
the resident’s son had signed in his representative
capacity and not in his individual capacity, and he was
not the resident’s legal representative. Del Ciotto v.
Pennsylvania Hospital of the University of Penn Health
System, 177 A.3d 335 (Penn. 2017).
Similarly, in United Health Servs. of Georgia, Inc. v.
Alexander, 342 Ga. App. 1 (Ct. App. 2017), a resident’s
estate was not bound to the arbitration agreement for
the wrongful death action where the resident’s daughter signed the arbitration agreement without authority
to sign, the resident never signed the agreement, and
the resident was not present when daughter signed the
arbitration agreement.
In Hodge v. UniHealth Post-Acute Care of Bamberg,
LLC, et al., No 2015-001183, 2018 WL 1177630, at *4
(S.C. Ct. App. 2018), the South Carolina Court of Appeals held the resident was not bound to the agreement because her husband signed the arbitration
agreement outside of the resident’s presence, where
the resident had signed other admissions documents
on the day she arrived at the facility.
Thus, it is vital to educate facility admissions staff
about the ineffective signatory loophole to ensure facilities secure the appropriate signatures on both the
admissions and the arbitration agreement, whether
that be the signature of the resident, the resident’s
legal representative, or a combination of the two.
The Merger Loophole
Courts use the merger loophole to determine that the
arbitration agreement is a separate document from the
admissions agreement. Fact patterns where a court
may apply the merger loophole include when the
agreements are separately paginated, have separate
signature pages, the arbitration agreement can be rescinded within a specified time frame, or contains
phrases such as “the attached arbitration agreement,”
or some other phrase distinguishing the two documents.
Under ordinary contract law, courts generally find that

two documents executed simultaneously have merged
and are therefore functionally one document. See, e.g.,
Hercules Powder Co. v. Harry T. Campbell Sons Co., 144
A. 510, 516-17 (Md. 1929). When documents are
merged, parties are then bound to the merged documents in their entirety. See id.
But in Byrd v. Simmons, 5 So. 3d 384 (Miss. 2009), the
court held the admission agreement and arbitration
agreement were separate agreements that each stood
alone. The son signed the admissions agreement,
which “was followed by” what the court termed an
“exhibit,” the arbitration agreement. The nursing home
signed the admissions agreement but not the arbitration agreement; thus, arbitration was not binding.
Similarly, in Coleman v. Mariner Health Care, Inc., 407
S.C. 346, 350, 755 S.E.2d 450, 452 (2014), a South Carolina court applied the merger loophole to prevent the
enforceability of an otherwise binding arbitration
agreement. The court noted that, although South Carolina contract law recognizes the doctrine of merger,
which would normally merge the arbitration and admissions agreements, a clause in the admissions agreement recognized the separateness of the documents,
where the clause referenced the documents as separate, and the arbitration agreement could be disclaimed within 30 days. The ambiguity was then construed against the drafter, the nursing facility.
The Hodge court, supra, also used the ineffective merger loophole, recognizing a separateness between the
admissions agreement and arbitration agreement
where the arbitration agreement could be revoked
within 30 days, the two contained separate paginations
and separate signature pages, and the two had separate titles.
A merger loophole twist occurs where courts find that
the arbitration agreement is enforceable because it is
separate from the admissions agreement and signed
separate and apart from the admissions agreement.
See Miller v. Cotter, 863 N.E.2d 537 (Mass. 2007)
(separate arbitration agreement executed by adult son
not unconscionable because of son’s sophistication and
familiarity of admitting father to nursing home. Son
was durable power of attorney at the time and thus
had authority to make binding agreements on behalf of
his father. The arbitration agreement was presented as
a separate document); see also Mitchell v. Kindred
Healthcare Operating, Inc., 349 S.W.3d 492 (Tenn. Ct.
App. 2008) (arbitration agreement not unconscionable
where it was a separate, stand-alone document not
buried inside a larger admission agreement).
Long term care facility counsel should carefully review
the relationship between admissions and arbitration
agreements to ensure drafting that avoids the possibility of courts applying merger loophole. The arbitration
section of the admissions documentation should be

“Courts use the
merger loophole to
determine that the
arbitration
agreement is a
separate document
from the
admissions
agreement.”
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LTC ARBITRATION AGREEMENTS, CONT’D
inextricably woven into the admissions agreement or
each section should be considered separate and appropriately executed with the signatory loophole described above in mind.
The Powers of Attorney Loophole
Courts have applied the Power of Attorney loophole,
or the strictly delineated power of attorney exception,
in a variety of contexts. One such context is where the
duly designated agent under a durable power of attorney or healthcare power of attorney signs on behalf of
the resident, but the court strictly construe the delineated powers vested to the agent, and holds that the
authority to choose arbitration is not within the strictly
delineated powers granted to the agent.
For optional arbitration agreements—where the
agreement is not a precondition to admission—courts
have held the authority to choose arbitration is not
within the purview of an agent under a healthcare
power of attorney, since agreeing to arbitrate is not a
“healthcare decision.” For example, in Dickerson v.
Longoria, 414 Md. 419, 995 A.2d 721 (2010) a Maryland appellate court recognized such a distinction. The
court held that optional arbitration agreements do not
fall within the purview of a durable healthcare power
of attorney. See also Koricic v. Beverly Enterprises–
Nebraska, Inc., 278 Neb. 713, 773 N.W.2d 145 (2009);
Mississippi Care Center of Greenville, LLC v. Hinyub, 975
So.2d 211 (Miss. 2008); Estate of Irons v. Arcadia
Healthcare L.C., 66 So.3d 396 (Fla. Dist. Ct. App.2011).
But see also Barron v. Evangelical Lutheran Good Samaritan Society, 150 N.M. 669, 265 P.3d 720 (App.
2011) (holding that healthcare agent's incidental authority extended to nursing-home admission contract's
optional arbitration agreement).
Courts have extended this loophole to general powers
of attorneys as well. For example, some courts hold
that the power to make financial decisions as power of
attorney does not authorize the signatory to waive the
resident’s right of access to the courts. See Ping v. Beverly Enterprises, Inc., 376 S.W.3d 581, 594 (Ky. 2012)
(citing Carrington Place of St. Pete, LLC v. Estate of
Milo, 19 So.3d 340 (Fla. Dist. Ct. App. 2009)).
However, the United States Supreme Court’s 2017
opinion in Kindred Nursing Centers Ltd. Partnership v.
Clark, 581 U.S. __, 137 S. Ct. 1421 (2017) creates a
major obstacle to a state court’s application of the
power of attorney exception. In Kindred, the executors,
pursuant to powers of attorney agreements, signed
mandatory arbitration agreements on behalf of two
nursing home residents. The facilities moved to dismiss suit based on the arbitration provisions. The lower
courts held that the arbitration provision was not binding on the power of attorney under the so called “clearstatement rule,” because the authority to act on behalf
of the resident did not extend to “specifically” entitle
the representative to enter into an arbitration agree-

ment. The Supreme Court rejected the argument that
a general power of attorney cannot bind the resident
or the estate to arbitration agreements, because such a
holding violates of the Federal Arbitration Act. 137 S.
Ct. at 1427.
Therefore, while a power of attorney specifically delineating the authority of the attorney-in-fact to enter
into arbitration agreements, control or waive litigation
options, or some similar language is safest, Kindred
Nursing Centers provides the nursing facility with a
significant defense to the powers of attorney loophole.
Equitable Estoppel Loophole
A fourth loophole courts use to invalidate arbitration
agreements is the equitable estoppel loophole. Generally, equitable estoppel is a means of preventing a party from asserting a legal claim or defense that is contrary to prior actions. See Heckler v. Cmty. Health Servs.
of Crawford Cty., Inc., 467 U.S. 51, 59 (1984). A party
will be equitably estopped from denying she is bound
to the arbitration agreement when she receives a direct benefit (other than the benefits of arbitration)
from a contract that contains an arbitration clause. See
Int’l Paper Co. v. Schwabedissen Maschinen & Anlagen
GMBH, 206 F.3d 411, 418 (4th Cir. 2000). The equitable
estoppel loophole is typically a hybrid of the other
three loopholes.
In the South Carolina Hodge decision, supra, the court
utilized several loopholes to reject a long term care
facility’s equitable estoppel argument. The resident did
not have a healthcare power of attorney and was competent at the time of her admission. Her husband executed a separately titled and paginated arbitration
agreement and admission agreement, and each had its
own signature page. However, the resident, though in
sound mind, was not present when her husband signed
the two documents, nor did she sign either document.
The nursing home argued that equitable estoppel
barred the personal representative from denying a
relationship between the resident and her husband,
because the husband represented he was authorized
to sign on behalf of his wife, and the wife received the
benefit of admission. The Hodge court held that the
son, as personal representative, was not equitably
estopped and could avoid the arbitration provision,
because, despite his mother receiving benefits of medical care that arose under the admissions agreement,
the arbitration agreement was independent of the
admissions agreement. Because the resident, her husband, and the son received no benefit from the arbitration agreement, as there was no merger and the documents were separate, “equitable estoppel would only
apply if documents were merged.” Further, the personal representative did not receive a benefit from the
agreement because the court found “it difficult to find
she benefited even from being admitted” where the
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facility allegedly caused injuries that led to her death.
In Licata v. GGNSC Malden Dexter LLC, 2 N.E.3d 840,
848-49 (Mass. 2014), a Massachusetts court combined
three loopholes in an effort to set aside the binding,
signed arbitration agreement. The court held the son
was not equitably estopped from disavowing the arbitration agreement that he signed on his mother’s behalf because he lacked authority to sign; under the non
-signatory loophole, the mother did not sign or ratify
the son’s signature; and, using the merger loophole,
held arbitration agreement and admissions agreement
were separate documents.
A California court applied the same techniques. Young
v. Horizon West, Inc., 163 Cal. Rptr. 3d 704 (Cal. Ct.
App. 2013) (resident not equitably estopped based on
arbitration agreement signed by daughter who lacked
authority to bind the mother to the agreement); Ping v.
Beverly Enterprises, Inc., 376 S.W.3d 581, 594 (Ky.
2012) (arbitration agreement not a condition of admission, and the nursing home failed to show how its mistaken belief regarding the signatory’s authority resulted in any detriment).
Other courts have also applied the estoppel loophole
in the context of arbitration agreements. In Gross v.
GGNSC Southaven, L.L.C., 817 F.3d 169, 181 (5th Cir.
2016), the Fifth Circuit held that, under Mississippi law,
personal representatives were not equitably estopped
from bringing wrongful death actions even where they
had represented to the nursing home the authority in
their individual capacities to act for residents.
Similarly, in Washburn v. Northern Health Facilities,
Inc., 121 A.3d 1008, 1015-16 (Pa. 2015), the resident’s
wife, who signed the arbitration agreement in her representative capacity, was not equitably estopped to
disavow separate “stand-alone” arbitration agreement
“despite national and state policies favoring arbitration” because wife did not avail herself of the arbitration agreement, did not receive any benefit under it,
and admission was contingent on agreeing to arbitrate.
A court in Georgia applied the same loophole to hold
that the son of a resident, who signed the arbitration
agreement, was not equitably estopped from bringing
a wrongful death action in his individual capacity where

son was not the mother’s power of attorney, and nursing home did not show they made any further inquiry
regarding the son’s capacity to sign. McKean v. GGNSC
Atlanta, LLC, 765 S.E.2d 681, 687 (Ga. Ct. App. 2014).
Thus, it is clear that courts generally will not enforce
arbitration agreements if the proper party has not
signed the arbitration agreement. Courts are concerned with: 1) separate documents; 2) whether the
signatory signed in his individual or representative
capacity; 2) whether the suit is brought in the signatory’s individual or representative capacity; 3) whether
the signatory has received a benefit under the agreement; and 4) whether admission is contingent on
agreeing to arbitrate.
Therefore, in order for long term care facilities to
avoid the application of the estoppel loophole to invalidate an arbitration agreement, it is necessary to avoid
all of the three other loopholes discussed above.
Conclusion
Courts will continue to compel arbitration when the
agreements are properly executed. However, courts
can resort to any or all of the non-signatory, merger,
power of attorney, and equitable estoppel loopholes to
circumvent arbitration agreements. Long term care
facilities and counsel must, therefore, carefully review
their admissions and arbitration agreements and ensure proper drafting and execution of each document.
Failure to do so may render the arbitration provisions
useless.
Mark V. Gende is a member of Sweeny
Wingate & Barrow, P.A., in Columbia,
South Carolina. Mark specializes in the
defense of medical malpractice, nursing
home and assisted living facility claims. He
may be reached at mvg@swblaw.com.
Ryan J. Patane is an associate attorney at
Sweeny Wingate & Barrow, P.A. in Columbia, South Carolina. Ryan is a cum laude
graduate of the University of South Carolina School of Law. He may be reached at
rjp@swblaw.com.

CANNABIS INDUSTRY LEGAL SERVICES: RISKS COUNSEL AND
CARRIERS FACE, BY: JODY HARRIS, RPLU AND LINDA C. FISHER
The state legal marijuana industry continues to experience exponential growth with little signs of slowing down. The cannabis industry has created additional jobs and opportunities in the U.S., which has
also benefitted law firms that have entered this area
of practice. Now that the cultivation of marijuana
has been legalized in several states, more and more
lawyers are being engaged for their professional services. However, to those law firms that are currently

providing legal services to the cannabis industry, we
say proceed with caution. There are some risks involved in serving cannabis clients and such risks can
even jeopardize your firm’s insurance coverage.
Where does a law firm draw the line as to what constitutes approved legal services by the state while simultaneously ensuring that there is no violation of federal
law?

“Courts will continue
to compel arbitration
when the agreements
are properly
executed. However
… .”
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Impact on Insurance Coverage, Underwriting
and Precautionary Measures
Many insurance policies, including the firm’s Lawyers Professional Liability Insurance policy, exclude
coverage for any loss arising out of illegal activities.
Since the cultivation, sale and use of marijuana is
still a crime under federal law, lawyers in this area
of practice should be aware of applicable ethical
considerations, rules or codes that allow them to
provide legal professional services. Depending on a
carrier’s view on the industry, law firms also face the
risk that a legal malpractice claim filed by a client in
the cannabis industry may not be covered. It is important that your firm’s broker proactively engage
the carrier to discuss this area of practice and cover
risk management tips with the firm. Also, we have
yet to see this practice area broken down on an
application, and expect that firms practicing for
these clients are only including this area in the general corporate services percentage of practice on the
Lawyers Professional Liability Insurance Application.
Including information explaining any cannabis practice client base in the application is strongly advised.
An informal survey of Professional Liability Insurers’
view of a cannabis Industry practice provided some
very interesting answers, as outlined below.
Comments from Professional Liability Insurer #1:
“While there are no specific exclusions on the policy, the policy does have exclusions that could apply
such as fraud or criminal acts, although normally
defense would be provided. Most firms this insurer
had spoken to will not provide services to those
directly involved such as the grower but would for
example provide services to those indirectly involved
such as a building owner renting space.
There is concern in servicing those directly involved
from a risk management perspective in the following
ways:
1. Conflict in the laws and risks of the federal government taking a more aggressive stance in enforcing current federal law.
2. The background of those involved in this industry
-this is especially of concern in securities offerings.
3. The inability of this industry to operate normally
i.e. can’t use banks and therefore would be obvious
user of bitcoin and other cryptocurrency with whatever risks that presents.
Underwriters are generally concerned about evolving exposure and I would suggest your clients discuss
this with the current insurer to ensure there will be
no impact on their view of the risk.”
View from Professional Liability Insurer #2:
There is concern that the Federal Government may
possibly confiscate lawyers' fees who accept

"marijuana money", though we have not seen that
happen. We do not have an underwriting rule that
precludes us from writing these firms, but we do consider it higher risk.
View from Professional Liability Insurer #3:
“Given the change in administration in the US in 2016
we are conscious that the U.S. Federal Government are
less comfortable than the previous administration with
the Marijuana industry, and the legality it has been
provided with by certain States.”
….”However, despite serious misgivings, we have to
date affirmatively confirmed coverage for our law firm
clients where it is considered legal to provide professional services, within the relevant State. We have
required our clients to advise what type of services
they will be providing and what type of client they are
working with.
To date based on the feedback we have not found it
necessary to deny coverage.
We would take a dim
view of our clients creating any form of trust accounts
for their Cannabis clients, given the grey issues surrounding the legality of holding funds especially if
these funds could be co-mingled with out of protected
State monies.
We have not yet witnessed any claims or circumstances in this regard against our clients.
We will keep the situation of Fed versus State under
constant review and should our stance on coverage
change we will notify brokers immediately.”
Risk Management Considerations
Now that you have some interesting feedback from
Professional Liability Insurers, let’s discuss some other
risk management considerations for law firms.
While client intake procedures and background checks
are always important, it’s critical to take all necessary
steps to validate the legality of a client’s business operations.
If you have marijuana industry clients where the industry is legal under state laws, have you advised them
of the related federal laws, current enforcement policy
and climate, and related consequences?
Have you considered that while legal marijuana business operators can be prosecuted under federal antimoney laundering and potentially other statutes, lawyers can be prosecuted under the same statutes, as coconspirators or aiders and abettors?
How will your cannabis practice client pay you? These
businesses operate extensively in cash, because only a
very small number of banks will work with these businesses. Again, federal money laundering laws also
apply to common financial transactions of these businesses.
Have you considered that the government can seize
all the assets of a marijuana business, including forfei-

“[I]t’s critical to
take all necessary
steps to validate
the legality of a
client’s business
operations.”
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ture of payment to vendors? In addition, if you accept
a payment of more than $10,000 that you know came
from a state legal marijuana business, you are potentially committing a federal money laundering crime,
which makes the funds subject to seizure as well.
Will your bank allow you to place marijuana derived
funds into an operating or trust account?
If you currently have cannabis industry clients, have
you advised your clients to seek counsel from their
insurance broker on their own insurance policies?
Have you advised the lawyers in your firm that they
are not to engage in providing legal services to this
industry without increased vetting and approval from
firm management?
Have you reviewed the exclusions in your Professional
Liability Insurance Policy for criminal acts?
Have you considered that you may be called as a witness against your client? If you have complied with
Model Rule 4 – 1.2(d) and told your client that what
they are doing is illegal under federal law, and your
client asserts an advice of counsel defense, you could
end up having to testify against your client.
If you are going to provide legal services, have you
considered what those services will be? Will you just
be giving legal advice or will you assist with transactions? The latter is much riskier as to allegations of
aiding and abetting illegal operations.
Do you have a process, policy in place to continually
monitor what could be a rapidly changing legal environment?
Finally, are the revenues received from this client base
worth the associated risks to the firm or is it more prudent to let the federal vs. state law conflicts work
themselves out over time before serving this practice
industry?
Marketing a Cannabis Practice
Warnings concerning violations of federal law should
be included on your web site, as well as any other marketing materials your firm disseminates. Collaboration
with your firm’s business development practice is necessary to assure they are aware of the cautionary language that should be included with all marketing
efforts.
Additional Comments
If advising clients in this industry, lawyers should be
mindful of all ethical guidelines, including your state
rules, local bar association stance on the subject, and
the ABA Model Rule 1.2 (d). This Model Rule states, “A
lawyer shall not counsel a client to engage, or assist a
client, in conduct that the lawyer knows is criminal or
fraudulent, but a lawyer may discuss the legal consequences of any proposed course of conduct with a
client and may counsel or assist a client to make a good
faith effort to determine the validity, scope, meaning
or application of the law.” As a precautionary measure,

a lawyer should advise in writing that even though the
client’s business is legal under state law, it is still considered a violation of a federal criminal law and the
lawyer should outline the possible penalties.
Of course, the federal policy and enforcement practices can change depending on the preferences of the
current administration. Following the administration
change in the U.S. in 2016, Attorney General Jeff Sessions issued a one page memo dated January 4, 2018
reversing Obama era policy of non-interference with
state laws authorizing medical and recreational marijuana in the Cole Memo. The Cole Memo was a document drafted by US Attorney James M. Cole in 2013. At
that time he issued a memorandum to all US attorneys
that indicated that prosecutors and law enforcement
should focus on limited priorities related to state cannabis operations.
Recently, the Trump administration and Sessions have
backpedaled a bit on the rescission of the Cole Memo.
In a recent statement in March 2018, Sessions suggested that any federal prosecution would be limited to
activities that are directly involved in larger drug gangs
and conspiracies that fall outside of state law. He stated the federal prosecutors won’t take on small-time
cannabis cases. Also, in April of 2018, President Trump
promised Republican Senator Cory Gardner of Colorado that he would support efforts to protect states that
have legalized marijuana.
As long as the views of the state and federal governments continue to be un-aligned; lawyers should be
prudent in their judgment on advising cannabis industry clients, keep abreast of changes in federal and state
laws and be aware of possible federal prosecution
risks.
Many sophisticated firms have done their due diligence and elected to practice in this area of law. It’s
hard to walk away from what was estimated to be a
$10 billion dollar industry in 2017. If your decision is to
move forward, a thorough risk benefit analysis should
be carefully undertaken prior to providing cannabis
practice legal services.
Jody Harris is the Managing Director of Arthur J. Gallagher & Co.’s Law Firm Practice. Jody is responsible for the insurance
placement of LPL insurance, as well as risk
management for mid-size to large law firms.
She may be reached at jody_harris@ajg.com.
Linda C. Fisher is an Account Executive for
Arthur J. Gallagher’s Law Firms Practice. She
specializes in brokering LPL and other specialty
lines of coverage (EPL, cyber, management,
fiduciary). Linda may be reached at
linda_fisher@ajg.com.
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“If your decision is
to move forward
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thorough risk
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PROACTIVE CYBER LIABILITY PROTECTIONS, BY ALICE
SHERREN, ESQ., JODY HARRIS, RPLU, AND DONALD PATRICK
ECKLER, ESQ.
Cyber liability exposure is among the largest risks for
lawyers and their clients. Law firms, big and small, are
targeted by hackers seeking personal and other information to exploit for criminal purposes. Since no security system can entirely eliminate the potential for such
exposure, law firms should consider including a limitation on liability in their engagement letters.
The Ethical Obligation to Mitigate Cyber Risks
The Model Rules of Professional Conduct obligate
lawyers to mitigate as much as possible the risk of exposure of confidential information. Model Rule 1.6(c)
requires that “[a] lawyer shall make reasonable efforts
to prevent the inadvertent or unauthorized disclosure
of, or unauthorized access to, information relating to
the representation of a client.” See also Comment 18
to Model Rule 1.6. The comments to Model Rule 1.1
specifically require lawyers to “keep abreast of changes
in the law and its practice, including the benefits and
risks associated with relevant technology….” This
plainly includes the risks of cyber attack.
Lawyers need to ensure that all firm members and
employees are mitigating cyber risks. Model Rule 5.1
(b) requires those lawyers supervising other lawyers to
“make reasonable efforts to ensure that the other lawyer conforms to the Rules of Professional Conduct.”
Model Rule 5.3(b) expands this responsibility to the
supervision of non-lawyers, which would include inhouse or contract information technology professionals, and states that a “lawyer having direct supervisory
authority over the nonlawyer shall make reasonable
efforts to ensure that the person's conduct is compatible with the professional obligations of the lawyer.”
Comment 2 to Model Rule 5.3 particularly addresses
the importance of protecting confidential information:
“A lawyer must give such assistants appropriate instruction and supervision concerning the ethical aspects of their employment, particularly regarding the
obligation not to disclose information relating to representation of the client, and should be responsible for
their work product.”
In addition to the Model Rules, there are numerous
resources to guide lawyers in compliance with their
ethical requirements. A very good list of steps to take is
included in “Preventing Law Firm Data Breaches,” Law
Practice Magazine, John Simek and Sharon Nelson, Vol.
38, No. 1. https://www.americanbar.org/publications/
law_practice_magazine/2012/january_february/hotbuttons.html One of the steps taken by many law firms
to protect client data is to do away with in-house servers to store client data and to use cloud based services
which provide more robust security for client data.
Cloud based services are administered by third-parties
who have expertise in managing and securing data that

is far more robust that the in house systems previously used. This practice has been countenanced
by many bar associations that have looked at the
issue. See ISBA Professional Conduct Advisory
Opinion No. 16-06 citing Alabama Ethics Opinion
2010-2 (2010) (lawyer may outsource storage of
client files through cloud computing if the lawyer
takes reasonable steps to make sure data is protected); Iowa Ethics Opinion 11-01 (2011) (lawyer
should conduct appropriate due diligence before
storing files electronically); Tennessee Formal Ethics Opinion 2015-F-159 (2015) (a lawyer may allow
client information to be stored in the cloud provided the lawyer takes reasonable care to assure that
the information remains confidential and that reasonable safeguards are employed to protect the
information from breaches, loss or other risks).
“Cloud Ethics Opinions Around the U.S.”, American
Bar Association, Legal Technology Resource Center,
www.americanbar.org.
Nevada Formal Opinion No. 33 (2006) discussed a
lawyer’s use of an outside agency to store electronic client information and stated: “[t]he use of an
outside data storage or server does not necessarily
require the revelation of the data to anyone outside the attorney’s employ. The risk, from an ethical consideration, is that a rogue employee of the
third party agency, or a ‘hacker’ who gains access
through the third party’s server or network, will
access and perhaps disclose the information without authorization. In terms of the client’s confidence, this is no different in kind or quality than the
risk that a rogue employee of the attorney, or for
that matter a burglar, will gain unauthorized access
to his confidential paper files. The question in either case is whether the attorney acted reasonably
and competently to protect the confidential information.” In other words, simply foisting the responsibility of maintaining client documents onto a
third-party provider does not end the lawyer’s obligation, it merely focuses that responsibility.
Limitation of Liability by Attorneys
Attorneys often use engagement letters to negotiate terms that allow the law firm to limit its financial, ethical, and malpractice risks. Such terms include arbitration clauses, interest on late paid fees,
forum selection clauses, and scope limitation provisions. Generally, such terms present little or no
ethical issue so long as the client agrees to the
terms. Many clients, especially sophisticated institutional clients and insurance companies, negotiate
terms favorable to the client. These terms often
involve detailed requirements that must be met by
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the law firm and include robust audit rights. Institutional clients also often require that law firms adopt
specific cyber security measures to secure client data,
and impose penalties on law firms if they fail to satisfy these requirements. (As an aside, for law firms
that do insurance defense work, it is a good practice
to review the various requirements of insurers to not
only make sure that the guidelines are being followed
by the law firm but to make sure that requirements
from different insurers are not in conflict).
In the cyber liability context, assuming that the
guidelines of a particular client do not forbid it, law
firms may look at including a limitation on liability in
their standard engagement letter. Courts have not
specifically addressed limitations on cyber liability in
lawyer engagement letters, but cases that have addressed limitations on cyber liability in other contexts
seem to imply that the negotiability of lawyer engagement letters may allow lawyers to limit their
exposure. In In re Yahoo! Inc. Customer Data Security
Breach Litigation, 16-MD-2752, the court first held
that Yahoo's terms of service did not shield it from
liability because it had made affirmative security
promises in other parts of those same terms. Yahoo's terms of service also included a limitation on
liability which provided:
YOU EXPRESSLY UNDERSTAND AND AGREE
THAT YAHOO! SHALL NOT BE LIABLE TO YOU
FOR ANY PUNITIVE, INDIRECT, INCIDENTAL,
SPECIAL, CONSEQUENTIAL OR EXEMPLARY
DAMAGES, INCLUDING, BUT NOT LIMITED
TO, DAMAGES FOR LOSS OF PROFITS, GOODWILL, USE, DATA OR OTHER INTANGIBLE
LOSSES (EVEN IF YAHOO! HAS BEEN ADVISED
OF THE POSSIBILITY OF SUCH DAMAGES),
RESULTING FROM UNAUTHORIZED ACCESS
TO OR ALTERATION OF YOUR TRANSMISSIONS OR DATA OR ANY OTHER MATTER
RELATING TO THE YAHOO! SERVICE.
However, the court found that the limitation on
indirect, incidental, or consequential damages, including for "loss of data or other intangible losses"
foreclosed the plaintiff’s breach of contract claims
against Yahoo that sought out-of-pocket mitigation
costs.
Notwithstanding that dismissal, the court allowed
the plaintiff to replead to allege that the limitations
on liability were unconscionable. The court found
that the provisions of Yahoo's take-it-or-leave-it
terms of service to be procedurally and substantively
unconscionable. In re Yahoo! Inc. Customer Data
Security Breach Litigation, 16-MD-2752 (N.D. Cal.,
March 9, 2018).
In the case of a law firm servicing a business or a
sophisticated individual client, the unconscionability
present in the Yahoo terms of service will rarely be

present because the differences in bargaining position
and control over contract terms are absent. This is
because engagement letters are negotiated between
lawyers and clients as a matter of routine, and terms,
including rates, staffing, scope, and limitations provisions, are appropriately matters for discussion and
revision. An engagement letter is never a take-it-orleave-it proposition like the terms of service in Yahoo.
Among the terms that law firms may look at including
in their engagement letters are limitations on damages
provisions in the event of a cyber attack. In order to
avoid some of the problems experienced by Yahoo it
would be advisable to include information about the
steps taken and the procedures implemented by the
firm to protect client data from a cyber attack.
Insurance Considerations
When negotiating engagement letters with clients to
protect against cyber liability risks, law firms should be
cognizant of their cyber liability and professional liability insurance contracts. While an engagement letter is
an agreement between the law firm and the client, the
insurance contract is between the law firm and the
insurer; the client is not a party to the insurance contract. Cyber liability and professional liability policies
usually specify that the insurer controls the defense,
and contain provisions dictating the obligations of the
insurer and the law firm. Law firms need to be certain
the terms of their engagement letters do not conflict
with or otherwise impact coverage under the law
firm’s insurance policies.
Cyber Policy
This is language from one cyber policy under the Assistance and Cooperation Clause:
…The Insured will not admit liability, make any
payment, assume any obligations, incur any
expense, enter into any settlement, stipulate
to any judgment or award or dispose of any
Claim without the written consent of the Underwriters, except as specifically provided in
the Settlement of Claims clause above. ….
(emphasis added)
If a law firm with such a policy provision is asking
clients to agree to arbitration, the firm should have the
agreement of their insurance carrier. Plus, the firm
should consider that policy language changes between
carriers and every time the firm changes insurance
carriers, the firm would have to secure confirmation
from the carrier of the carrier’s approval to agree to
arbitration. It is not necessarily a given that all insurance carriers would want arbitration.
Clients of law firms sometimes also ask for the firm’s
insurer to waive subrogation rights. A law firm cannot
agree to waive subrogation rights for an insurance
company. If that request is received, an endorsement
would be needed on most policies.
In addition, law firms may request other items to
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meet client demands, that may not be reimbursed on
cyber policies. Examples are credit reporting services
for periods greater than the policy allows and reimburses firms for, and notice to the client of a breach in
no more than 24 hours, which may not give a firm
enough time to investigate a cyber incident. It’s best to
carefully discuss any such cyber requirements with the
broker and insurer so you know what is and isn’t covered by your cyber policy.
Lawyers Professional Liability Policy
Most lawyers’ professional liability policies provide
coverage for third party cyber claims, depending on the
allegations and circumstances of the claim. If third
party cyber claims are covered by both policies, the
“other insurance” clause in those policies would dictate
which policy provides primary coverage, and which
policy provides only excess coverage. The other insurance clause in a cyber policy can often be amended.
Whatever a firm agrees with clients – whether in
engagement letters, outside counsel guidelines or requests for proposals, or otherwise – if it affects how
liability claims are paid or an insurer’s rights under a
firm’s policies, it is important to ensure the carrier is in
agreement with those terms as well.
Conclusion
The best defense is knowing where you are vulnerable. Once lawyers understand their ethical obligations
surrounding cyber security, they can take steps to protect their clients’ data and their own malpractice risks.

Being aware of and reviewing the available insurance
coverage for such claims is also a wise step to take to
reduce exposure should a breach occur. Since implementation of even the strongest cyber security system
is not fool-proof, negotiating limits on cyber liability in
engagement letters with clients is appropriate so long
as the agreement also is in compliance with a firm’s
insurance policies.

Jody Harris is the Managing Director of Arthur J. Gallagher & Co.’s Law Firm Practice. Jody is responsible for the insurance
placement of LPL insurance, as well as risk
management for mid-size to large law firms.
She may be reached at jody_harris@ajg.com.
Alice M. Sherren is a Claim Attorney with
Minnesota Lawyers Mutual Insurance Company. Since joining MLM in 2009 Alice directs
the defense of LPL claims and speaks on risk
management and ethics matters. Alice may be
reached at asherren@mlmins.com.
Donald Patrick Eckler is a partner at Pretzel & Stouffer, Chartered, in Chicago. Pat
defends doctors, lawyers, architects, engineers, appraisers, accountants, mortgage and
insurance brokers, surveyors and others. He
may be reached at deckler@pretzel-stouffer.com.

DETERMINING WHEN MULTIPLE CLAIMS ARE RELATED
UNDER D&O AND E&O POLICIES , BY: SHARON S. FRY, ESQ.
A common, and sometimes contentious, coverage
issue is whether multiple insurance “Claims” are related to each other for insurance coverage purposes. In
contrast to an occurrence-based policy, such as an
automobile or homeowner’s policy, D&O and E&O
policies do not provide coverage for conduct occurring during a specific time period. Rather, these policies provide coverage for a Claim first made and reported during the policy period. “Claim” is typically
defined to include: (a) a written demand for monetary
or non-monetary relief; (b) the filing of a lawsuit commenced by the service of a complaint; and (c) certain
types of investigations. Thus, there is often a lag time
between when multiple Claims arising from the same
or related wrongful conduct are made. These policies
typically contain language stating that if multiple
Claims are related, regardless of when they were
made, they will be treated as a single Claim first made
at the time of the first Claim. In addition, the policies
typically state that related Claims will be subject to

one self-insured retention.
Impact of Relatedness
While policyholders and insurers are on the same
opposing sides regarding whether a Policy exclusion
applies, they are not always on the opposing sides
about whether Claims are related. Depending on the
situation, whether two Claims are related could benefit the policyholder or the insurer. If two covered
Claims are related, the policyholder pays less out of
pocket, i.e. one retention, instead of two retentions,
but the policyholder has access to less insurance, i.e.
the limits of liability of the insurance policies for one
policy year instead of two policy years. Depending on
the anticipated exposure of the Claims, it may be
more advantageous for the policyholder to pay two
separate retentions, but have the limits of two years
of insurance available for the losses at issue. Further,
relating the Claims could hurt the policyholder if the
policyholder failed to report the first Claim to the
insurer and another Claim is made in a subsequent
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policy year. The insurer could then decline coverage
for the subsequent Claim because it was not first made
during the policy period in existence at the time the
subsequent Claim was made as it is related to a Claim
made in a prior policy period and thus deemed to relate back to the date of the first Claim.
Disputes often arise when a policyholder switches
insurance carriers. In such circumstances, the new
insurer may have potentially applicable pending and
prior litigation, prior notice and/or specific event exclusions for prior related litigation in its policy. Thus,
there could be disagreement among the new and old
insurers about whether two Claims are related, since if
related, the old insurer will be liable for the Claim
whereas if not, the new insurer will be. Even if insurance carriers do not change, there may also be disagreement among primary and excess insurers if the
primary limit under the earlier policy is already significantly reduced or exhausted because the excess insurer will want the Claims to be unrelated so as to avoid
triggering the excess policy sooner.
There are a few public policy reasons for the inclusion
of these policy terms. Treating Claims as related and
thus in one policy year gives the insurer finality. It also
prevents a policyholder from stacking of multiple policies to cover the same or closely related Claims. Federal Ins. Co. v. Raytheon, 426 F.3d 492, 499 (1st Cir.
2005) (citing Kenneth S. Abraham, Insurance Law and
Regulation: Cases and Materials (4th ed. 2005)). These
terms also protect a new insurer from assuming a risk
the insurer did not intend to assume, such as for
Claims the policyholder was aware of or knew were
likely to be made. See Zunenshine v. Executive Risk
Indem., Inc., 1998 WL 483475 at **1, 5 (S.D.N.Y. Aug.
17, 1999), aff’d 182 F.2d 902, 1999 WL 464988 (2nd
Cir. 1999) (citing United States v. A.C. Strip, 868 F.2d
181, 187 (6th Cir. 1989)).
What Does Related Really Mean?
D&O and E&O policies typically contain a “Related
Claims” or “Interrelated Wrongful Acts” definition.
“Interrelated Wrongful Acts” and “Related Claims”
definitions may also be incorporated into certain policy exclusions, such as prior or pending litigation, prior
acts, prior notice and/or specific event/matter exclusions. The definitions of these terms generally require
an overlap of fact, circumstance, situation, event or
transaction or a series of facts, circumstances, situations, events or transactions. For example, a common
variation of an Interrelated Wrongful Acts or Related
Claims definition is “all Claims for Wrongful Acts based
on, arising out of, directly or indirectly resulting from,
in consequence of, or in any way involving the same or
related facts, circumstances, situations, transactions,
or events or the same or related series of facts, circumstances, situations, transactions, or events.” See,
e.g., American Medical Security, Inc. v. Executive Risk

Specialty Ins. Co., 393 F. Supp. 2d 693, 705 (E.D. Wis.
2005) (managed care E&O definition of “Related
Claims”). Some insurance companies have also added
language requiring a “nexus” or “causal connection”
between the facts, circumstances, situations, events or
transactions. See, e.g., ACE American Insurance Co. v.
Ascend One Corp., 570 F. Supp. 2d 789, 793 (D. Md.
2008) (E&O definition of “Interrelated Wrongful Acts”).
When multiple complaints are filed close in time by
the same or similar types of plaintiffs due to the same
event, it is fairly simple to demonstrate that they are
related. For example, when the stock of a company
drops after the disclosure of bad news, multiple shareholders are likely to file suit for violation of securities
law and breaches of fiduciary duty. While the shareholders could file the complaints in different jurisdictions, such as courts in the principal place of business
and the place of incorporation, the underlying facts and
alleged wrongful conduct tend to be nearly identical.
Such copycat or tag-along complaints are not usually
subject to coverage disputes or litigation as to whether
they are related.
However, the determination about whether multiple
Claims are related to each other is not always a
straightforward exercise. “Related Claims” language is
generally so broad that if the parties relied on the plain
language of the policy, nearly any Claim involving the
same company could be deemed related. Thus, courts
have had to determine where to draw the line on relatedness. While recognizing there is a limit, some courts
still interpret Interrelated Wrongful Acts and/or Related
Claims language broadly. In Gateway Group Advantage
Inc. v. McCarthy, 300 F. Supp. 2d 236, 243 (D. Mass
2003), the court held that coverage was not available
under a D&O policy for a negligent misrepresentation
complaint brought by the purchasers of Missouri insurance kiosk franchises against the franchisor because the
complaint alleged Related Wrongful Acts to those in a
prior complaint. The prior complaint was filed two years
earlier by the same plaintiff against the same defendant
and involved misstatements to induce the purchase of
an Illinois franchise. Id. at 238-39. The court held that
the misrepresentations were substantially the same as
they were part of the same sales pitch for the insurance
kiosk franchises noting that even though there were the
same claimants in this matter, different claimants and
different causes of action based on the laws of different
states do not prevent Claims from being related under
the terms of a D&O policy. Id. at 243-44.
In Raytheon, the First Circuit Court of Appeals affirmed
the district court’s decision that a pending and prior
litigation exclusion applied to a complaint brought by
former employees against the company and its senior
officers for violation of the Employment Retirement
Income Security Act (“ERISA”) because it was related to
a shareholder class action brought three and half years
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earlier against the company and its directors and
officers for violation of the Securities Exchange
Act. 426 F.3d at 493. The exclusion at issue precluded coverage for “any Claim made against any
Insured…based upon, arising from, or in consequence of any demand, suit or other proceeding
pending…prior to [September 15, 2000], or the
same or any substantially similar fact, circumstance or situation underlying or alleged therein.”
Id. at 497. Both complaints alleged the company’s
stock was overvalued due to cost overruns in defense contracts and the engineering & construction division’s improper accounting for losses on
major contracts. Id. at 499. However, the ERISA
complaint also alleged continuing accounting issues after the securities class action cut-off date,
conduct related to the sale of the engineering &
construction division and an SEC investigation. Id.
at 500. The Court of Appeals held that the areas in
which the complaints did not overlap did not prevent a finding that there was “substantial overlap”
between the two complaints. Id.
In Zunenshine, the district court held that prior
litigation and prior notice exclusions excluded
coverage for a noteholder lawsuit because it was
related to a shareholder lawsuit filed three years
earlier. 1998 WL 483475 at **1, 5. The D&O policy at issue contained language stating that the
insurer will not pay for Claims “based upon, arising
out of, directly or indirectly resulting from, in consequence of, or in any way involving: (1) any fact,
circumstance, situation, transaction, event or
Wrongful Act underlying or alleged in any prior
and/or pending litigation…; and (2) any fact, circumstance, situation, transaction, event or Wrongful Act which, before May 24, 2016, was the subject of notice given under any policy of directors
and officers liability...” Id. at *1. While not explicitly required under this wording, the district court
looked for a factual nexus between the noteholder
lawsuit and the shareholder lawsuit. Id. at *4.
While the alleged statements at issue were made
to different parties and the relief sought and legal
theories asserted were different, the court considered these to be small differences in the two lawsuits. Id. at *5. On appeal, the Second Circuit
affirmed, holding that the policy wording focuses
on common facts. 1999 WL 464988 at *2. Thus, it
was immaterial that the lawsuits involved different
theories of liability and alleged harms (negligent
misrepresentation versus securities fraud). Id.
In contrast, in ACE American Insurance Co. v.
Ascend One Corp., 570 F. Supp. 2d 789, 801 (D.
Md. 2008), the court found that an Interrelated
Claims exclusion did not apply because Maryland

and Texas Attorney General Consumer Protection
Division investigations did not share a sufficient nexus
with a consumer class action filed two years earlier.
The policy at issue defined Interrelated Wrongful Acts
as “all Wrongful Acts that have as a common nexus
any fact, circumstance, situation, event, cause or
series of related facts, circumstances, situations,
events or causes. Id. The class action alleged that
defendants engaged in unfair, deceptive and misleading debt management, credit counseling and debt
collection activities related to their sale of debt management plans to consumers, relying on a United
States Senate Report. Id. at 799. The court expressed
concern that to hold that the class action and later
investigations are interrelated merely because they
are both based on business practices criticized in the
Senate Report would preclude coverage for any Claim
against the insured based on how it provides business
services. Id. at 800. In determining that the matters
were not related, the court noted as significant that
the investigations are seeking information about practices occurring after the Senate Report that is the
subject of the class action. Id. at 801. In addition, the
court pointed out that the class action was brought by
private citizens seeking money damages, while the
government investigations were broader in scope and
sought broader relief. Id.
Finally, in Emmis Communications Corp. v. Illinois
National Insurance Co., 2018 WL 1410191 at **6, 10
(S.D. Ind. Mar. 21, 2018), the court declined to apply a
literal interpretation of an Interrelated Wrongful Acts
provision, holding that a specific event exclusion did
not exclude coverage for a preferred shareholder
lawsuit that referenced alleged acts and circumstances about prior litigation included in the specific event
exclusion. The policy at issue defined Interrelated
Wrongful Acts as “(1) the same or related facts, circumstances, situations, transactions or Event(s); and/
or (ii) any Wrongful Acts that are the same or that are
related to those that were alleged in any of the Event
(s).” Id. at *10. The preferred shareholder suit alleged
that the company attempted to remove the preferred
shareholders’ rights by repurchasing shares for voting
purposes, conducting a modified ‘Dutch Auction’ tender offer without proper disclosures and dumping
repurchased shares in a sham trust controlled by the
company in violation of federal securities law and
Indiana corporate laws. Id. at *6. The insurer argued
that the preferred shareholder lawsuit was related to
the company’s failed go-private attempt two years
beforehand and resulting shareholder litigation and
investor/preferred shareholder litigation in connection with the failed go-private attempt. Id. at *10. The
insurer pointed out that all of the litigation alleged
acts related to the company’s and its CEO’s attempt
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to strip the preferred shareholders of their rights and
that all the alleged wrongful acts were taken to effectuate the goal of taking the company private. Id. at
*11. The court first explained that having a goal is not
a “wrongful act”. Id. The court then commented that if
any shared factual allegation triggered the exclusion, it
would produce an absurd result. Id. In the end, the
court interpreted the exclusion to apply to shared
operative facts that support the legal claims asserted
in contrast to those it referred to as “window dressing” in a complaint in order to provide background or
portray the defendant in an unfavorable manner. Id.
As the above decisions from various courts across the
country suggest, the determination of whether multiple Claims are related under E&O and D&O policies
can be quite complicated. While the determination
varies depending on the specific facts of the Claims
and the exact policy wording, “Related Claim” and

“Interrelated Wrongful Act” policy definitions are generally fairly broad. That notwithstanding, courts have
reached some seemingly inconsistent interpretations of
how closely related Claims need to be to come within
these definitions. Thus, both parties in a coverage dispute may be able to craft good factual arguments and
case law to support their positions on relatedness regardless of whether they are arguing for or against relatedness of multiple Claims.
Sharon S. Fry is a partner with Peabody &
Arnold in Boston. She specializes in claims
under D&O, fiduciary liability, employment
practices, and professional liability policies.
She chairs PLDF’s Management and Executive Liability Committee. Sharon may be
reached at sfry@peabodyarnold.com.

RIGHT TO REPAIR ACT’S BROAD CONSTRUCTION, BY: GLEN
R. OLSON, ESQ. AND JONATHAN R. RIZZARDI, ESQ.
Thirty-one states across the country have enacted so
-called “Right to Repair” statutes, designed to reduce
costly and time-consuming residential construction
defect litigation. Though the state statutes vary in
specifics, they generally lay out a mandatory prelitigation procedure whereby a homeowner is required to give the builder or developer written notice
of an alleged defect. The builder is then provided a
period of time to notify potentially liable third parties
(subcontractors, design professionals, manufacturers,
suppliers, etc.), inspect the property, and respond to
the homeowners’ claim through an offer to repair, a
monetary settlement, or the declination of the claim.
If the homeowner accepts the offer to repair, the
statutes generally provide parameters for completion
of the repair.
Though Right to Repair statutes are straightforward
in theory, the details and operation of the statutory
scheme have recently spurred a raft of litigation. We
address in this article a significant recent development in California, which may have national implications. In McMillin Albany, LLC v. Superior Court, 4
Cal. 5th 241, 408 P.3d 797 (2018) the Court resolved
the issue of whether California’s Right to Repair Act is
the exclusive remedy for addressing residential construction defect claims, and if not, what common law
claims remain viable.
The California Right to Repair statute, frequently
referred to as the “fix it” law, establishes prelitigation procedures that must be followed prior to
filing a lawsuit alleging residential construction defects. California Civil Code §895, et seq. The Act is

commonly cited as the California Legislature’s response to the Supreme Court’s decision in Aas v.
Superior Court, 24 Cal. 4th 627 (2000), which held
that the economic loss rule bars homeowners suing
in negligence for construction defects from recovering damages where there is no showing of actual
property damage or personal injury. McMillin, supra,
at 246. In the wake of Aas, aggressive lobbying from
both homeowner and construction industry groups
prompted the Legislature to pass comprehensive
construction defect litigation reform. As discussed
below, the Act sets out an elaborate pre-litigation
procedure for addressing construction defects.
California’s Right to Repair statute applies to original
construction of any individual dwelling unit, sold on
or after January 1, 2003. Id. at §§895, 945. The
scope of the statute also extends to original purchasers and their successors-in-interest. Id. Upon discovery of an “actionable construction defect,” a phrase
intended to broadly address “every function or component of a structure,” a claimant must provide
written notice to the builder that describes “in reasonable detail” the claimed violation. Id. at §§896,
897.
Within 14 days of receipt of the notice, the builder
must provide written acknowledgement of receipt
of the notice of claim, and hand over certain documentation to the claimant shortly thereafter including relevant plans and specifications within a reasonable timeframe thereafter. If the builder intends to
hold a subcontractor, design professional, product
manufacturer, or supplier liable for the alleged de-
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fect, the builder must provide notice to that entity in
sufficient time for that entity to attend an inspection
of the property, described below. Id. at §910.
Within 14 days after acknowledging receipt of the
claim, the builder may conduct an inspection of the
property. Id. The builder may also conduct a second
inspection within 40 days of the first inspection, if
necessary and if proper notice is provided to the
homeowner. Id.
Within 30 days following the inspection, the builder
may make an offer to repair the defect, the mandatory terms of which are specified in the statute. Id. at
§917. These terms include a step-by-step statement
identifying the particular violation that is being repaired, explaining the nature, scope, and location of
the repair, and setting a reasonable completion date
for the repair.” Id. Further, the offer shall include “the
names, addresses, telephone numbers, and license
numbers of the [insured] contractors whom the builder intends to have perform the repair.” Id. The offer
shall also advise the homeowner of “the right to request up to three additional contractors from which
to select to do the repair …” Id. Finally, the offer to
repair shall be accompanied by notice to the homeowner of the right to a four hour mediation session.
Id.
Following receipt of the offer, the homeowner has 30
days to authorize the repair, or to take another course
of action such as mediation, or informal negotiations.
If the homeowner authorizes the repair, the statute
provides additional guidelines and a timeframe for
completion of repairs: “every effort shall be made to
complete the repair within 120 days.” Id. at §921. Of
note, the builder is not entitled to a release or waiver
in exchange for repair work, but may obtain a release
in exchange for a cash payment in settlement of the
claims. Id. at §§916, 926, 929.
If the builder fails to acknowledge the notice of
claim, fails to inspect the property, refuses to make an
offer to repair, or commences repairs but does not
complete the repairs within a reasonable timeframe,
the claimant is released from the pre-litigation procedures imposed by the statute, and may immediately
file suit. Further, the homeowner may file a civil suit
for inadequate repairs or failure to following the
standards set forth in the statute. Id. at §920.
If, on the other hand, the claimant does not follow
the procedure set forth in the statute and instead
immediately files suit, the builder may bring a motion
to stay the litigation until the process set forth in the
statute has run its course. Id. at §930.
In McMillin, plaintiffs Carl and Sandra Van Tassel,
along with several dozen other homeowners
(collectively “plaintiffs”), filed suit in Kern County Superior Court against developer and general contractor

McMillin Albany, LLC. 4 Cal. 5th at 247. Plaintiffs had
purchased 37 new single family homes from McMillin
after January 2003, and later discovered defects in
various components of their homes, including the
foundations, plumbing, electrical systems, roofs, windows, floors and chimneys. Id. Plaintiffs’ complaint
against McMillin asserted causes of action for negligence, strict products liability, breach of contract,
breach of warranty, and a statutory claim for violation
of the construction standards set forth in the Right to
Repair Act. The complaint alleged that the defects
had caused property damage and economic loss due
to cost of repair and reduction in property values. Id.
at 247.
After McMillin notified the Plaintiffs of their failure
to comply with the Act, Plaintiffs elected to dismiss
their statutory claim for violation of the Right to Repair Act, in an effort to avoid the pre-litigation procedure. McMillin nonetheless moved to stay the litigation. In response, Plaintiffs argued that the Act was
adopted to provide a remedy for construction defects
causing only economic loss and did not alter preexisting common law remedies in cases where actual
property damage or personal injuries resulted. Id. at
248.
The trial court denied the motion to stay, following
recent appellate decisions holding that the Right to
Repair Act “did not alter preexisting common law
remedies in cases where actual property damage or
personal injuries resulted.” See Liberty Mutual Ins.
Co. v. Brookfield Crystal Cove, LLC, 219 Cal. App. 4th,
98, 101 (2013). The trial court recognized that the
matter might be the subject of further appellate inquiry, however, and certified the issues for immediate
review.
The Fifth District Court of Appeal reversed the trial
court, holding that the Legislature intended that all
claims arising out of defects in residential construction are subject to the standards and the requirements of the act. McMillin Albany, LLC v. Superior
Court, 192 Cal. Rptr. 3d 553, 64. The court concluded
that the pre-litigation procedure set forth in the Act
applied to Plaintiffs’ case, notwithstanding Plaintiffs’
dismissal of the statutory claim. McMillin was therefore entitled to a stay of the litigation pending completion of the statutory process. Id.
The Supreme Court’s decision provides a thorough
summary of the legislative history of the Act and its
application. The decision begins with the observation
that the Act “comprehensively revises the law applicable to construction defect litigation for individual
residential units” and proceeds to cite various portions of the text of the statute warranting the conclusion that the Act is intended to be the exclusive
means of recovering damages for residential con-
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struction defect claims. McMillin, supra, at 247. It
applies to any claims for construction defect addressed in the “construction standards” section of the
Act which, as noted above, broadly identifies virtually
every component of construction and contains a catch
-all provision to remove any doubt as to its allencompassing application.
The Court also the Act’s application to economic
damages, property damages, and personal injury damages. First, as to economic damages, the Court found
that the Act was specifically developed in response to
Aas, and was intended to provide homeowners with a
framework to recover purely economic damages, including the reasonable cost of repair, relocation and
storage expenses, lost business income (if the home
was used as a principal place of business) and investigative costs, among other damages. Id. at 252.
As to property damages, the Court noted that they
were specifically included in the plain language of the
Act, section 944, and that the Act was the exclusive
means of recovering property damages. Id.
The only category of damages not expressly covered
under the Act are damages for personal injury, breach
of contract, fraud, or violation of a statute. Id. at 253.
Thus, common law tort claims for personal injury are
preserved, and a lawsuit alleging personal injury damages as a result of an alleged construction defect may
be filed without regard to the Act. In summary, the

Act “provides that construction defect claims not involving personal injury will be treated the same procedurally going forward whether or not the underlying defects
gave rise to any property damage.” Id.
McMillin is a positive development for construction
and design professionals in that it confirms the broad
application of the Right to Repair Act, and imposes a
barrier to frivolous construction defect claims. It remains to be seen how the courts of other states will
address these issues but the California Supreme Court’s
definitive ruling as to the Act’s application to property
damage and economic loss claims will likely prove beneficial in defending these claims.
Glen R. Olson is a partner of Long & Levit
LLP, in San Francisco, specializing in professional liability litigation. He defends lawyers,
real estate agents, insurance agents and brokers and escrow agents. Glen may be reached
at golson@longlevit.com.
Jonathan R. Rizzardi is senior counsel with
Long & Levit, LLP in San Francisco. His practice focuses on the counseling and defense of
real estate professionals, judges and lawyers,
and design professionals. Jonathan may be
reached at jrizzardi@longlevit.com.

INSURANCE BROKER: CHOICE OF LAW ISSUES ARISING IN
MULTI-STATE CONTEXTS, BY: PETER J. BIGING, ESQ. AND

HEATHER ZIMMER, ESQ.

When an insurance broker engages in tortious conduct and/or alleged breach of contractual obligations
in the same state as the customer resides and the
location of the insured risk, the question of which
state’s law to apply is fairly simple. The question can
become much more complicated when either the
broker, the customer or the insured risk are located in
different states. This issue has been a particularly
difficult one to resolve in New York, in light of a series
of federal court decisions that appear to have
reached diametrically opposite conclusions purporting to apply the same analytical framework. The
issue is further complicated when you consider
whether the law at issue is intended as “conductregulating” or “loss-allocating.” The following is a
discussion of the evolution of the issue in New York,
the complicated nature of the analysis given the conflicting decisions applying the same analytical framework, and how it is believed the choice of law analysis
will be resolved going forward.
Choice of Law Analysis
A federal court sitting in diversity applies the choice
of law rules of the forum in which it sits. Licci v. Leba-

nese Canadian Bank, SAL, 672 F.3d 155, 157 (2d Cir.
2012) (citing Klaxon Co. v. Stentor Electric Manufacturing Co., 313 U.S. 487, 496 (1941)). See Lichtenstein v.
Reassure Am. Life Ins. Co., 2010 WL 1189494, at *1
(E.D.N.Y. Mar. 26, 2010); Trumpet Vine Inv. v. Union
Capital Partners I, Inc., 92 F.3d 1110, 1115 (11th Cir.
1996); Valentino v. Bond, 2008 WL 3889603, at *4
(N.D. Fla. Aug. 19, 2008); Collegenet, Inc. v. XAP Corp.,
2004 WL 2303506, *14 (D. Or. Oct. 12, 2004). Indeed,
even if the case were to subsequently be transferred
to another jurisdiction based on 28 U.S.C. § 1404, the
transferee court would still apply the transferor
court’s choice of law analysis. Atlantic Marine Constr.
Co., Inc. v. United States Dist. Court for the W. Dist. of
Tex., 134 S. Ct. 568, 582 (2013). Thus, where a case
has been brought in federal district court in New York,
the choice of law analysis will be performed under
New York law.
In determining choice of law, New York courts first
look to whether there is an actual conflict of laws between the varying states whose laws are sought to be
applied. An actual conflict exists when the jurisdictions
have different substantive rules. See Pescatore v. Pan
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Am. World Airways, Inc., 97 F.3d 1, 14 (2d Cir.
1996) (holding that an actual conflict existed where
Ohio law allowed for consideration of loss of society for
damages but New York law did not); Bader v. Purdom, 841 F.2d 38, 39–40 (2d Cir. 1988) (holding that an
actual conflict existed where jurisdictions differed concerning the availability of recovery under
a negligent parental supervision theory). Where the
laws at issue are not in actual conflict, you apply New
York law. See Curley v. AMR Corp., 153 F.3d 5, 12 (2d
Cir. 1998).
In tort cases, New York courts make a choice of law
determination based on an “interests analysis,” which
considers the “law of the jurisdiction with the most
significant interest in, or relationship to, the dispute.”
In re Refco Inc. Sec. Litig., 892 F. Supp. 2d 534, 537
(S.D.N.Y. 2012); see also Cobalt Multifamily Investors I,
LLC v. Shapiro, 857 F. Supp. 2d 419, 430 (S.D.N.Y. 2012).
This interest analysis is a “flexible approach” – it gives
effect to the law of the jurisdiction which “because of
relationship or contact with [the] occurrence or the
parties, has greatest concern with [the] specific issue
raised in the litigation.” Id. This flexibility is important
because it allows the court to diverge from precedent if
the Judge believes, or the parties successfully argue,
that a certain jurisdiction has a greater interest.
To determine which jurisdiction has the “greatest
concern” or “greatest interest” with the issue raised,
you first have to determine whether the rules relevant
to the issue are (1) conduct-regulating or (2) lossallocating. AHW Investment Partnership, MFS, Inc. v.
Citigroup Inc., 661 Fed. Appx. 2, 4 (2016); Geron v. Seyfarth Shaw LLP (In re Thelen LLP), 736 F.3d 213, 219220 (2d Cir. 2013). “Conduct-regulating rules have the
prophylactic effect of governing conduct to prevent
injuries from occurring.” Padula v. Lilarn Props. Corp.,
84 N.Y.2d 519, 522 (1994). They are rules that people
use as a guide to govern their primary conduct, such as
fraud, defamation, and negligent misrepresentation.
See, e.g., Lyman Commerce Solutions, Inc. v. Lung, 2014
WL 476307, at *3 (S.D.N.Y. 2014) (fraud is conductregulating). Compare In re Mediators, Inc., 1993 WL
497993, at *1 (S.D.N.Y. 1993) (privilege is conductregulating); Stephens v. American Home Assurance Co.,
No. 91 Civ. 2898, 1995 WL 230333, at *7 (S.D.N.Y. April
17, 1995) (employing New York choice-of-law rules in
diversity case and applying law of jurisdiction where
conduct subject to privilege occurred); with Satcom
Intern. Group, P.L.C. v. Orbcomm Intern. Partners, L.P.,
1999 WL 76847, at *2 (S.D.N.Y. 1999) (applying Virginia
privilege law because that is where party is a domiciliary and that is where its counsel is located); Del Giudice v. Harlan, No. 15 Civ. 7330, 2016 WL 6875894, at
*2 (S.D.N.Y. Nov. 21, 2016) (“Pursuant to Federal Rule
of Evidence 501, ‘in a civil case, state law governs privi-

lege regarding a claim or defense for which state law
supplies the rule of decision.’ ”).
On the other hand, loss-allocating rules are those
which concern a person’s liability, “which prohibit,
assign, or limit liability after the tort occurs,” including
charitable immunity statutes, guest statutes, wrongful death statutes, vicarious liability statutes, and
contribution rules. Id.; Padula, 84 N.Y.2d at 522; see
also Schultz v. Boy Scouts of Am., 65 N.Y.2d 189, 198
(1985) (loss-allocating rules are those “relat[ing] to
allocating losses that result from admittedly tortious
conduct” (emphasis added)); Mark Andrew of the
Palm Beaches, Ltd. v. GMAC Commercial Mortg.
Corp., 265 F. Supp. 2d 366, 378 (S.D.N.Y. 2003) (noting
that negligence and negligent-misrepresentation
claims are based on “conduct regulating rules rather
than loss allocating rules”).
Notwithstanding the foregoing, a review of relevant
decisions on the issue reveals that a number of courts
have not distinguished between conduct-regulating
and loss-regulating claims in performing their analysis, resulting in conflicting determinations. See, e.g.,
Lichtenstein v. Reassure Am. Life Ins. Co., 2010 WL
1189494, at *1 (“In New York, ‘fraud claims are governed by the state in which the injury is deemed to
have occurred, which is usually where the plaintiff is
located.’”); Narine, 2007 WL 3353484, at *3 (same);
Thomas H. Lee Equity Fund V, L.P. v. Mayer Brown,
Rowe & Maw LLP, 612 F. Supp. 2d 267, 283-84
(S.D.N.Y. 2009) (“For tort actions, the jurisdiction with
the greatest interest is generally the jurisdiction in
which the loss occurred—or where the plaintiff is
located.”); Cromer Finance Ltd. v. Berger, 137 F. Supp.
2d 452, 492 (S.D.N.Y. 2001) (“for claims based on
fraud, a court’s ‘paramount’ concern is the locus of
the fraud, that is, ‘the place where the injury was
inflicted, as opposed to the place where the fraudulent act originated.”).
To muddle things even further, in New York, the
choice of law analysis may be done separately for
each claim and defense, under a doctrine called dépeçage. See 2002 Lawrence R. Buchalter Alaska Trust
v. Philadelphia Financial Life Assur. Co., 96 F. Supp. 3d
182 (S.D.N.Y. 2015); Fed. Hous. Fin. Agency v. Ally Fin.
Inc., No. 11–CV–7010, 2012 WL 6616061, at *5
(S.D.N.Y. Dec. 19, 2012). In other words, the “[d]
epecage doctrine recognizes that in a single action
different states may have different degrees of interests with respect to different operative facts and elements of a claim or defense.” Simon v. Philip Morris
Inc., 124 F. Supp. 2d 46, 75 (E.D.N.Y. 2000). However,
it seems that, generally, courts will apply the analysis
to the entire claim and its defense, on an issue-byissue basis, and “the law governing an affirmative
defense is the same as the law governing the claim
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itself.” In re ICP Strategic Credit Income Fund Ltd., 568
B.R. 596 (S.D.N.Y. 2017) (finding that choice of law for
breach of fiduciary duty claim applies to defense of in
pari delicto even though defense was a loss-allocating
rule); Crown Cork & Seal Co., Inc. Master Retirement
Trust v. Credit Suisse First Boston Corp. 2013 WL
308889 (S.D.N.Y. Jan. 25, 2013).
Conduct-Regulating Rules
While there has been some genuine confusion on the
issue, the Second Circuit’s decision in Licci ex rel. Licci
v. Lebanese Canadian Bank, SAL, 739 F.3d 45, 49 (2d
Cir. 2013) directs the courts to focus in regard to conduct-regulating laws on the place where the tortious
conduct occurs. See Licci, 739 F.3d at 50 (holding that,
where the tortious conduct and the injury are in different jurisdictions, “it is the place of the allegedly wrongful conduct that has superior interest in protecting the
reasonable expectations of the parties who relied on
the laws of that place to govern their primary conduct”). This aligns with the position a number of
courts have taken in cases involving alleged professional misconduct that the law of the defendant’s
place of business should generally be applied because
of the interests of the state where the professional is
situated in making sure its rules and regulations governing professional conduct in the state are complied
with. See, e.g., Cobalt Multifamily Investors I, LLC v.
Shapiro, 857 F. Supp. 2d 419, 433 (S.D.N.Y. 2012)
(applying the laws of Connecticut, New Jersey, and
New York to defendant law firms located in each state
that were accused of assisting their clients’ fraudulent
Ponzi scheme because of “these states’ interest in
regulating the conduct of law firms and lawyers who
are licensed to practice within their borders.”); AHW
Inv. P’ship v. Citigroup Inc., 980 F. Supp. 2d 510, 524
(S.D.N.Y. 2013) (“New York has the greater interest in
regulating its vast securities industry to ensure that
application of the law leads to the appropriate admonitory effects on industry participants.”); Kwiecinski v.
Renke, 2012 U.S. Dist. LEXIS 135708, *12-17 (E.D.N.Y.
July 30, 2012) (in case involving an attorney allegedly
converting funds in a client trust account, holding
“[where] conflicting conduct-regulating laws are at
issue, the law of the jurisdiction where the tort occurred will generally apply because that jurisdiction
has the greatest interest in regulating behavior within
its borders,” and concluding that the conversion took
place in the attorney’s state).
In 2016, the Second Circuit reaffirmed the holding
from Licci in AHW Investment Partnership, MFS, Inc. v.
Citigroup Inc., 661 Fed. Appx. 2, 5 (2d Cir. 2016). In
AHW, plaintiffs, who were Florida corporations,
brought suit against a New York corporation alleging
that its officers made fraudulent and negligent misrepresentations about their investment, causing them to
incur losses in excess of $800 million. Id. at 4. In rely-

ing upon Licci, the Second Circuit held that New York
law should apply because it is where the misrepresentations by defendants’ officers occurred, and:
“under New York law, when the jurisdictions of
the conduct and injury are distinct, it is the
place of the allegedly wrongful conduct that
generally has superior ‘interests in protecting
the reasonable expectations of the parties who
relied on the laws of that place to govern their
primary conduct and in the admonitory effect
that applying its law will have on similar conduct in the future.”
Id. at 5.
All this notwithstanding, both the Southern and Eastern District Courts have on numerous occasions held
that where the “tort occurred” is the place where the
plaintiff was injured. See, e.g., Drenis v. Haligiannis, 452
F. Supp. 2d 418, 427 (S.D.N.Y. 2006) (“when the law is
one which regulates conduct . . . ‘the law of the jurisdiction where the tort occurred will generally apply
because that jurisdiction has the greatest interest in
regulating behavior within its borders.’ ‘A tort occurs in
the place where the injury was inflicted, which is generally where the plaintiffs are located.’”); Bergeron v.
Philip Morris, Inc., 100 F. Supp. 2d 164, 170 (E.D.N.Y.
2000) (“A general rule has developed for conductregulating laws: ‘where the defendant’s tortious conduct and the plaintiff’s injury occur in different states
the place of the wrong is considered to be the place
where the last event necessary to make the actor liable
occurred.’ For actions sounding in fraud and deceit, the
substantive law of the state in which the injury is
suffered, rather than the state where the fraudulent
conduct was initiated, usually governs.”); Trainum v.
Rockwell Collins, Inc., 2017 WL 2377988, at *18
(S.D.N.Y. 2017) (“Under New York law, “[i]t has long
been held that when the conflict pertains to a conductregulating rule, the law of the place where the tort occurs will generally apply, with the locus of the tort generally defined as the place of the injury.”); Currier,
McCabe & Associates, Inc. v. Public Consulting Group,
Inc., 2017 WL 4842023, at *11 (N.D.N.Y. 2017) “[since]
the alleged injury was felt in Massachusetts where
[defendant-counterclaimant]
is
domiciled—
Massachusetts
law
applies
to
[defendantcounterclaimant ]'s claim under the appropriate choice
of law analysis.”); Tiberius Capital, LLC v. Petrosearch
Energy Corp., 2011 U.S. Dist. LEXIS 36019, 26-27
(S.D.N.Y. Mar. 31, 2011). The effect of this has been to
essentially turn an interests analysis test that seemingly
should clearly defer to the interests of the state in
which the tortious conduct is undertaken into one that
can often end up applying the law of the state in which
the injury is suffered.
The recent decision in Holborn Corporation v. Sawgrass Mutual Insurance Co., 2018 WL 485975 (S.D.N.Y
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Jan. 17, 2018) is believed to offer clarity on this issue,
and specifically in the insurance agent/broker E&O
claim context. In Holborn, the District Court relied
on the holding in Licci that for a choice of law analysis, the court should apply the law of where the tortious conduct occurred, not the place of the plaintiff’s injury, as previously held by the Second Circuit
in White Plains Coat & Apron Co. v. Cintas Corp., 460
F.3d 281, 284 (2d Cir. 2006). 2018 WL 485975, at *5.
In doing so, the District Court explicitly noted that
the approach taken by the court in White Plains was
based on decisions concerning conflicting lossallocating rules (Schultz v. Boy Scouts of Am., 65
N.Y.2d 189, 198 (1985), not conduct-regulating rules.
Id.; see also MasterCard International Inc. v. Nike,
Inc., 164 F. Supp. 3d 592 (S.D.N.Y. 2016) (finding OR
law applied to negligence claim because it is where
tortious conduct occurred, and the “last event rule is
not chiseled in stone but rather gives way when it is
at war with state interests so that the more general
principles of interest analysis apply”); Benefield v.
Pfizer, Inc. (S.D.N.Y. 2015) (finding that GA law applied to claims for negligence, fraud, and unjust enrichment because it is where tortious conduct occurred). In undertaking this analysis, the court in
Holborn appears to have put the question of where
the tort occurred to bed, and made clear that, where
insurance agent/broker torts are alleged, the law of
the jurisdiction in which the tortious conduct was
engaged in, not where the tort was “completed” by
causing the alleged harm, is the law to be applied
with regard to alleged negligence, breach of contract, breach of fiduciary duty, fraud, negligent misrepresentation and the like.
Loss-Allocating Rules
1. Comparative Negligence and Respondeat Superior
Comparative negligence laws are generally viewed
as loss-allocating rules in New York state courts and
federal district courts within the Second Circuit. See,
e.g., Bullock v. Caesars Entertainment Corp., 83
F.Supp.3d 420, 422 (E.D.N.Y. 2015); Levy v. Marriott
Int'l, Inc., No. 08–cv–4795, 2011 WL 1542082, at *2
(E.D.N.Y. Apr. 21, 2011) (“Comparative negligence is
a loss allocation law.”); O'Brien v. Marriot Intern.,
Inc., No. 04–cv–3369 (VVP), 2006 WL 1806567, at *2
(E.D.N.Y. June 29, 2006); Burke v. Stone & Webster,
Inc., No. 03-Civ-8694, 2006 WL 522604, at *5
(S.D.N.Y. Mar. 2, 2006) (“With respect to lossallocating rules, e.g. comparative negligence, it is
appropriate to apply New York law.”); Armstead v.
Nat'l R.R. Passenger Corp., 954 F. Supp. 111 (S.D.N.Y.
1997) (concluding that comparative negligence law
was loss-allocating); Pascente v. Pascente, No. 91-Civ
-8104, 1993 WL 43502, at *1 (S.D .N.Y. Feb. 25, 1997)
(“Contributory negligence rules are considered to be

loss-allocating.”) (citing Cain v. Greater N. Y. Council
of the Boy Scouts of Amer., 519 N.Y.S.2d 43, 44 (2d
Dep’t 1972)); Murphy v. Acme Markets, Inc., 650 F.
Supp. 51, 53 (E.D.N.Y. 1986) (“Although the Court of
Appeals has not provided a touchstone to distinguish
‘appropriate standards of conduct’ rules from those
that pertain to ‘loss allocation,’ there is little doubt
that it would place comparative negligence statutes
under the latter heading; such statutes allocate losses
‘that result from admittedly tortious conduct.’”)
(citations omitted). Additionally, respondeat superior, or vicarious liability, is also determined under New
York’s loss-allocating rules. See Roper v. Team Fleet
Financing Corp., 10 Misc. 3d 1080(A) (Sup. Ct. Bronx
County 2006) (the loss-allocating analysis is for the
law “that allocates losses after the tort occurs (such
as vicarious liability rules.)”) Cooney v. Osgood Mach.,
Inc., 81 N.Y.2d 66, 72; GlobalNet Financial.com, 449
F.3d 377, 382; Padula, 84 N.Y.2d at 522.
In determining which state’s loss-allocating rules to
apply, the Neumeier standard, adopted from Neumeier v. Kuehner, 31 N.Y.2d 121, 612 N.E.2d 177 (N.Y.
1972) provides the analytical framework for making
this determination. See Roper v. Team Fleet Financing Corp., 10 Misc. 3d 1080(A) 3 (Sup. Ct. Bronx County 2006). The three guiding principles are as follows:
1) If the parties are domiciled in the same
state, the law of that state controls;
2)“If the tort takes place in the state where
one party is domiciled and the law of that
state favors the domiciliary, the second
Neumeier rule mandates the application of
the law of the situs of the tort”; and
3) When the parties are domiciled in different
states with conflicting laws, “[t]he law to be
applied is that of the jurisdiction where the
tort occurred unless it appears that
‘displacing [the] normally applicable rule will
advance the relevant substantive law purposes' of the jurisdictions involved.” Under this
analysis, the place of the injury is the
“determining factor” or rather, the place of
where the tort occurred is where the last
event was (Schultz, 65 N.Y.2d at 195, 480
N.E.2d at 683, 491 N.Y.S.2d at 94)..
See Blundon v. Goodyear Dunlop Tires North America,
Ltd., 2015 WL 5943480, at *3 (W.D.N.Y. 2015) citing
Cooney v. Osgood Machinery, Inc., 81 N.Y.2d 66, 7376 (1993).
In undertaking this analysis, courts will generally
only consider the parties who are relevant to the
actual inquiry at issue. For example, in considering
the question of vicarious liability, a district court ignored the domicile of an unrelated defendant in its
choice of law analysis. See Aboud v. Budget Rent A
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Car, 29 F. Supp. 2d, 178, 180 (S.D.N.Y. 1998). This
aligns with the guidance afforded by the Restatement
(Second) Conflict of Laws, which states that the domicile of the defendants is to be evaluated, “according to
their relative importance with respect to the particular
issue.” Restatement (Second) Conflict of Laws § 145
(1971). And it is also noted that courts will often give
controlling weight to the jurisdiction with the greatest
interest in the case, even if a strict application of
Neumeier might arguably dictate a different conclusion. See, e.g., Pescatore v. Pan American World Airways, Inc., 97 F.3d 1, 13 (2d Cir. 1996) (quoting
Datskow v. Teledyne Continental Motors Aircraft
Prods., 807 F. Supp. 941, 944 (W.D.N.Y. 1992) (quoting
Schultz v. Boy Scouts of America, 65 N.Y.2d 189, 491
N.Y.S.2d 90, 96, 480 N.E.2d 679 (N.Y. 1985)).
For example, in Murphy v. Acme Markets, Inc., 650 F.
Supp. 51, 54 (E.D.N.Y. 1986), New York domiciliaries
brought an action against Pennsylvania corporations
for injuries suffered in New Jersey. Id. In considering
which jurisdiction’s loss-allocating rules to apply, the
court noted that “[i]t is conceptually difficult to reconcile [the third Neumeier ] rule with the loss allocation
interest analysis expounded in Schultz because it is not
clear what interest, if any, vests in the locus jurisdiction by virtue of the parties' split domiciles.” Murphy,
650 F. Supp. at 54. The court thus applied New York
law in lieu of New Jersey, the site of the tort, because
the plaintiffs demonstrated that New York had the
greatest interest in protecting New York domiciliaries
and New Jersey had little or no interest in applying its
own loss allocation rules because no party involved
was a New Jersey domiciliary. Id.
In Armstead v. National R.R. Passenger Corp., 954 F.
Supp. 111, 113 (S.D.N.Y. 1997), the court reached a
similar decision, where a New York domiciliary sued a
District of Columbia domiciliary for injuries that occurred in Virginia. Id. In finding that New York’s comparative negligence law should apply instead of Virginia's contributory negligence standard, Judge Rakoff
found that “[i]f the purpose of these laws relates to
loss allocation, Virginia has no substantive law interest
in enforcing its rule when two non-domiciliaries are
involved.” Armstead, 954 F. Supp. at 113; see also
O'Connor v. U.S. Fencing Ass'n, 260 F. Supp. 2d 545,
559 (E.D.N.Y. 2003) (finding that New York had greater
interest in protecting its domiciliaries than California,
where injury occurred); see also Cooney, 612 N.E.2d at
281 (“the second Neumeier rule is not inflexible and is
subject to an exception created by the “less categorical” third Neumeier rule…“the applicable rule of decision will be that of the state where the accident occurred but not if it can be shown that displacing that
normally applicable rule will advance the relevant
substantive law purposes without impairing the
smooth working of the multi-state system or produc-

ing great uncertainty for litigants.”).
In Cooney v. Osgood Machinery, Inc., 81 N.Y.2d 66,
595 N.Y.S2d 919, 612 N.E.2d 277 (N.Y. Ct. App. 1993),
the court dealt with a more challenging analysis, and
required resort to Neumeier’s second rule to resolve the
conflict. In Cooney, a Missouri resident was injured in
Missouri while operating a machine distributed by a
New York corporation, and the plaintiff sued the distributor in a New York court. Cooney, 595 N.Y.S.2d 919, 612
N.E.2d at 279. The distributor commenced a third-party
action against the plaintiff's employer, a Missouri corporation, seeking contribution. Id. Contribution claims
against the employer were allowed under New York law
but not under the Missouri workers' compensation law.
Id. In considering the conflict of laws issue, the Court
observed that the case presented a “true” conflict: Missouri law protected its domiciliary, the employer, from
contribution claims, while New York law allowing contribution claims against the employer would be more
favorable to the distributor, a New York domiciliary. Id.,
595 N.Y.S.2d 919, 612 N.E.2d at 283. Each state had a
legitimate interest in applying its own law: Missouri had
an interest in maintaining the integrity of its workers'
compensation scheme, which was part of the state's
efforts to restrict the cost of industrial accidents and to
afford a fair basis for predicting what these costs would
be, id., 595 N.Y.S.2d 919, 612 N.E.2d at 282–83; on the
other hand, New York had an interest in basic fairness
to litigants by allowing a defendant that paid more than
its fair share of a judgment to recover the difference
from a codefendant, id., 595 N.Y.S.2d 919, 612 N.E.2d at
283. These competing legitimate interests of the two
states presented an irreconcilable, “true” conflict because “[i]t is evident that one State's interest cannot be
accommodated without sacrificing the other's.” Id. Applying the second Neumeier rule, the Court determined
that the law of Missouri, where the plaintiff was injured, governed. Id., 595 N.Y.S.2d 919, 612 N.E.2d 277
at 283.
2. Pre-judgment Interest
While the question of pre-judgment interest is reasonably considered a loss-allocating rule, unfortunately, it
is not well-settled as to which interests analysis test
applies to the determination of which pre-judgment
interest to apply. In considering this issue, several
courts have swept the question into their analysis for
the main claim, which for claims alleging tortious conduct would be conduct-regulating. On the other hand,
some district courts in New York have held that prejudgment interest is an aspect of loss-allocation and
should have its own analysis under the doctrine of dépeçage. Compare Conceria Vignola SRL v. AXA Holdings,
LLC, 2010 WL 3377476, at *4 (S.D.N.Y. 2010) (“The allowance of prejudgment interest is controlled by the
law of [the state] whose law determined liability on the
main claim.”) and Schwartz v. Liberty Mut. Ins. Co., 539
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F.3d 135, 147 (2d Cir. 2008) (citing Entron, Inc. v.
Affiliated FM Ins. Co., 749 F.2d 127, 131 (2d Cir.
1984) with Granite Ridge Energy, LLC v. Allianz Global Risk U.S. Ins. Co., 979 F. Supp. 2d 385, 391–92
(S.D.N.Y. 2013) (“the law governing the determination of liability in a dispute does not necessarily govern the determination of prejudgment interest.”);
Caruolo v. John Crane, Inc., 226 F.3d 46, 59 (2d Cir.
2000) (“Prejudgment interest, like other damages
issues, is an aspect of loss-allocation” and thus,
should be decidedly under loss-allocating rules, not
conduct-regulating rules”); and Schwimmer v. Allstate Ins. Co., 176 F.3d 648, 650 (2d Cir.1999)).
Conclusion
The question of what law to apply in cases involving
brokers who are alleged to have engaged in tortious
conduct (or conduct alleged to amount to a breach
of their contractual obligations) in one state, causing
injury in another, is not a question with a simple
answer. Given the tortured history of the rulings on
this issue in the New York state and federal courts,
confusion may continue to reign for some time before this is all sorted out. However, there are fairly
defined rules to apply for cases venued in New York
state and federal courts sitting in New York. And in
particular, the issue of where the tort has occurred,
for purposes of this conflicts of laws analysis, should
no longer create ongoing confusion. In any event,
the elements of a particular claim, the burden of
proof, the questions concerning how comparative
fault will be considered in determining the allocation
of loss among the parties, and whether and in what
percentage pre-judgment interest may apply can all
have dramatic impacts on how a case may be decided, and the damages calculated. It is therefore critical that counsel who encounter claims involving
allegations of broker misconduct in one jurisdiction
and injury in another engage in the work necessary
to analyze the law applicable to each claim and de-

fense. And it is just as critical to fully research, analyze and weigh the pros and cons of the competing
laws, so you are armed with this knowledge as you
pursue your various options.
Endnotes
1. If neither party addresses a choice of law issue, it is
implied the parties have consented to apply New York
law. See Allied Irish Banks v. Bank of Am., N.A., 240
F.R.D. 96 (S.D.N.Y. 2007) (finding implied consent to
apply New York privilege law where the parties did
not address the choice of law and cited New York
cases); In re General Motors LLC Ignition Switch Litigation, 80 F. Supp. 3d 521, 527 (S.D.N.Y. 2015) (same).
2. To put it another way, “the second Neumeier rule
addresses “true” conflicts, where the parties are
domiciled in different states and the local law favors
the respective domiciliary.... In essence, ... the second
Neumeier rule adopts a “place of injury” test for true
conflict guest statute cases. Fargas v. Cincinnati
Mach., LLC, 986 F. Supp. 2d 420, 424 (S.D.N.Y. 2013)
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MILLENNIALS: THE PRODUCT OF EXPERIENCE, BY: ANDREW P.
CARROLL, ESQ.

Like every generation before it, Millennials have
taken plenty of criticism from their forebears. They
have been called coddled, lazy and self-confident.
But like it or not, Millennials are taking over. According to the Pew Research Center, the Millennial generation now makes up the largest section of the
workforce, and its share will only continue to grow
as Boomers age into retirement. However, we are
currently at a crossroads of the generations. Millennials are beginning to ascend to mid-level leadership
positions, but for the most part do not occupy the
upper levels of management. Despite this limited
representation at the top, Millennials’ increasing

share of the workforce means that companies have
no choice but to rely on them for success. So how
can employers evaluate, integrate and develop Millennials into current assets and future leaders? By
taking a moment to consider the major events that
have shaped the Millennial perspective, it becomes
much easier to identify what drives this generation
and how best to tap into its potential.
The Lasting Effect of the Great Recession
Millennials are generally defined as the generation
born between 1980 and 2000, meaning they came of
age in the 1990s and 2000s. As the most highly edu-
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cated generation ever, this also means that they were
either fresh out of college or still in the education system when the Great Recession hit in 2007. Dubbed the
worst global depression since the Great Depression,
this international economic downturn is one of the
most defining events in the lives of most Millennials.
Across the country, they watched parents, friends or
themselves lose jobs while carrying high mortgage or
educational debt. Retirement funds dissipated in the
matter of days, families saw their homes fall into foreclosure, and high unemployment or underemployment
persisted for years.
Like those who developed a mistrust of banks after
the Great Depression, Millennials thus found themselves questioning and reevaluating the institutions
their parents had so valued. Millennials recognized
that struggling businesses will be forced to lay off
scores of employees, and loyalty to a single employer
won’t always be reciprocated when revenue dips.
Similarly, working long hours and squirrelling away
savings in a retirement fund seems much less attractive when a single stock market crash can wipe it all
away.
The Great Recession thus contributed to a significant
shift in the outlook of an entire generation of employees. Millennials are far more likely to keep employers
at arms-length, and will not hesitate to leave for better
opportunities. Dangling generous compensation packages alone won't avoid this outcome, as Millennials
learned first-hand how quickly they can be taken
away. So what can an employer do to attract and retain the best talent when there is a presumption of
distrust, and money is not the primary motivating
factor?
In this new marketplace of talent, emphasis should
be placed on the substantive quality of an employee’s
daily work. While their predecessors believed in job
stability, high pay, and a good retirement fund, Millennials see these as ephemeral benefits. They have replaced the significance of monetary rewards with personal development and the opportunity to be challenged. Millennials simply do not look at their
paycheck as a sufficient basis to show up every day.
Instead, they want to do substantive work that they
believe is contributing to both individual and community progress. Millennials want to feel that they have
pushed the ball forward for the good of the company
as well as themselves. In sum, Millennials reject the
notion of being a cog in the corporate wheel in favor
of being a part of something “bigger.”
Since very few companies are made up of only worldshaping positions, one tactic that can satisfy these
Millennial cravings is to enhance the employee feedback system so that “bored” employees are discovered
before they hand in their two weeks’ notice. Soliciting
regular feedback on employees’ likes and dislikes is
the easiest way to do so. It only takes one quick email

or conversation at the conclusion of a big case or project to find out whether an employee is enjoying her
work, or starting to answer those recruiter calls. In addition to identifying dissatisfied employees, the encouragement of introspection is itself a form of personal
improvement. It forces the employee to look back on
the entirety of the work for lessons, rather than only
the most memorable moments. In doing so, it is likely
that even an unhappy employee will find that she
learned something new or refined a skill that contributes to professional development. For the employer,
this one simple question could both increase Millennial
workplace satisfaction and identify potentially unhappy
employees.
A second benefit to improving feedback systems is
that it provides senior members of the team the opportunity to show younger employees the forest through
the trees. Every job has aspects that no one enjoys. For
example, there are very few litigators who get excited
when hundreds of thousands of documents must be
reviewed in a case. Similarly, no one wants to spend an
entire afternoon going through a case list to do administrative planning. However, these are vital parts of the
job, and it sometimes requires a little outside encouragement to remember why. During the feedback process, management can remind employees why these
tasks must be done. They can explain what skills they
teach, and tell stories of their own experiences. It can
be difficult to see the value in these tasks while slogging
through them, but a good feedback system encourages
an employee to step back and find the value they produce. In doing so, an employer could take an unhappy
employee and make her see that she was contributing
to personal and company development without even
realizing it.
Work-Life Integration and the Tech Revolution
Somewhat intertwined with Millennials’ desire for
more substantive value in their work is the improvement of their personal lives by using modern technology to work from anywhere, at any time. In school, Millennials were the first generation to submit papers
online, participate in group email chains, and meet with
professors through video chat. Remote access programs
and cell phones have expanded this online connectivity
to the workplace, allowing employees to log in from
home, on the road, or even on vacation. What this
means is that Millennials have embraced the concept of
work-life integration, and no longer see their lives as a
binary division between work from nine to five and
personal time outside those hours.
The idea behind work-life integration is to create a
more synergistic relationship between one’s personal
life and employment responsibilities. By blurring the
traditional work schedule, employees are no longer
forced to choose between working in time-exhaustive
positions and “having a life”. For example, those with
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children are now able to leave work early to pick
the kids up from school, coach sports teams, and
otherwise spend quality time with the family. Similarly, those without children can take advantage of
hobbies or activities that would have been precluded by the traditional work schedule, such as interest groups and fitness classes. Instead of trading
one for the other, technology allows people to log
back in after the kids are in bed and always remain
a quick phone call away. It also allows people to be
available during normal working hours, enjoy a
higher quality of life, and still attend to their responsibilities. With this possibility available in most
businesses, employees are more and more expecting to be given the opportunity to take advantage of it.
It may not seem obvious on its face, but this is an
example of employer and employee interests
aligning thanks to modern technology. First, the
limited human attention span is well-documented,
and providing a break during the least productive
late afternoon or early evening hours can increase
overall efficiency during the day. Second, flexible
scheduling prevents otherwise excellent employees from having to choose between their jobs and
their families. Finally, most Millennials are far less
concerned about the size or expense of their office
space when they do not feel tethered to it. Employers can thus seize on this lack of concern and
reduce their overall footprint at a time when real
estate prices in urban office areas are steadily rising. Allowing flexible work schedules can thus increase efficiency, workplace morale, and substantially lower overhead – truly a win-win situation.
Rather than reject nontraditional work schedules,
employers should therefore embrace them by
investing in the technology necessary to allow
employees to work from outside the office. Work
with both hardware and software providers to
ensure that the right tools are available for your
employees to switch easily and effectively between
working at the office and from the road. Too many
times a rudimentary mobile access program will
make certain tasks more difficult or impossible to
accomplish from home. This bogs down an employee’s planning ability and sometimes leads to
being stuck without access to that one program or
document necessary to take care of a task from
home. Using one or two employees as point persons on these types of issues can be a great way of
finding out any weaknesses with remote access
programs and what alternatives might be a better
fit.
Of course, a guerilla workforce can also be counterproductive, and so communication is key to
making sure it works for both sides. If there are

certain times or events when physical presence in the
office is required, that must be made clear at the
outset. Similarly, if an employee appears to be utilizing this freedom too liberally, it is incumbent upon
the employer to raise the issue before it becomes
truly problematic. When properly harnessed, however, the modern age of flexible scheduling can work for
both sides of the equation and should be approached
by employers with open arms.
We Are All Mark Zuckerberg
Well, maybe not. But Millennials grew up with a
whole new generation of young entrepreneurs who
started their own businesses using radical new ideas
with emerging technology. The most notable of these
are the likes of Sean Parker and Mark Zuckerberg,
who combined their technical knowledge with an idea
to catapult themselves to extreme wealth before
turning 30. The most treasured products of Millennials, like Facebook and Uber, were thus the creation of
their contemporaries rather than one of a decades
old corporation. Hollywood only further glamorizes
the tech industry through films and television shows
like “The Social Network” and “Silicon Valley”. This
combination of true stories and the partially fictionalized versions gave Millennials a new concept of ambition and success that is far different from the traditional “work your way to the top” model that many
prior generations embraced.
One of the primary distinctions between this latter
method and the Silicon Valley version is that the
founders do not see themselves as setting out to become rich. Accurate or not, the start-up culture focuses on “big ideas,” and the concept that creating these
new companies changes the world. Many see themselves as valuing innovation above all else, including
corporate profit. They believe in being trailblazers
who forged their own path to success, and eschew
the “old school” corporate culture. From this approach was birthed Mark Zuckerberg’s notoriously
dressed down attire and the “open space” office concept. Tech industries are thus redefining corporate
culture, reducing formality, increasing emphasis on
teamwork, and valuing creativity above all.
This shift does not mean that ping-pong tables and
treadmill desks are a must-have for every company.
In fact, simply adding those items is unlikely to sufficiently convince anyone it is a “cool” place to work,
and will probably sit unused the vast majority of the
time. Rather than attempting to mimic these superficial aspects of the tech industry, businesses should
instead focus on the underlying reasons for them and
try to find ways to embody these principles in unique
ways. For example, creating a diverse workforce and
encouraging input from all members of the team in
decisions of varying levels of importance shows that
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every employee has the opportunity to come up
with the next “big idea”. Even major decisions without significant input should be followed up with
inquiries about their effectiveness, success in rollout,
and general opinions from those affected by them.
Taking this approach allows all of the employees
who will never start the next Facebook to feel as
though the company is as much theirs as it is the
owners. Similarly, new ideas should be encouraged,
thoroughly discussed, and shared with others. Using
team meetings or other group exercises are a great
way to do this because it avoids the strict corporate
hierarchy that is falling out of favor with this current
generation. Millennials are not rejecting the corporate form altogether, but instead simply redefining it
to fit a more collaborative and interactive environment. Companies should therefore view this as an
opportunity to change the workplace from merely
the source of a paycheck to a project all employees
want to help succeed.
Making Millennial Expectations Work
If there is anything that should be taken from the
rise of the Millennial workforce, it is that the changes being sought come from a shared experience and
are attempts to improve how businesses work. With
the Great Recession, Millennials saw a system that
traditionally led to economic and personal stability
flipped upside down. They realized that wealth and
possessions can be taken at the drop of a hat, and
oftentimes for reasons outside of one's control. The
technology revolution also allowed them to become
more connected with the world than ever before.
Millennials do not need to be physically present in
the office to attend to their duties, and often prefer
not to be. Rather than spending long hours away
from their families, they can mix personal time with
professional time, and the result is a net improvement for both.
The mobile devices that led this revolution not only
changed the world, but are the products of Millennials themselves. They watched people just like themselves use innovation and creativity to create path-

PRESIDENT’S LETTER, CONT’D
ing three open seats on the Board of Directors, and
committee leadership positions. If you have enjoyed being a member of PLDF, please consider
increasing your level of involvement by applying for
one of these open positions. You will make meaningful professional and personal connections
through working closely with other PLDF members,
and I guarantee that you will find it a very rewarding experience.
Hope to see many of you in New Orleans!
Erin

ways to success that are very different from their
parents. Millennials thus saw the traditional corporate structure disappoint their parents during the
Great Recession, while trailblazing tech start-ups enjoyed immense success. This makes it no surprise that
Millennials are now demanding change, and employers would be foolish to reject these changes as the
byproduct of laziness and self-entitlement.
Of course, these overarching themes are no replacement for an understanding of the nuanced individual
psyche or the characteristics that define different
businesses. Many Millennials will see the value in
traditional corporate structure and see little room for
drastic change, while others will reject it altogether.
Furthermore, some businesses simply cannot operate
on a model where employees are not physically in the
office, or constantly solicit input from the rank-andfile. It is here where the rubber meets the road, and
employers must determine where on the spectrum
they have room to meet Millennial expectations. It is
up to the employer to formulate creative solutions to
integrate these new perspectives into its current
structure, and identify those candidates who will
thrive in that new setting. Regardless of the ultimate
level of flexibility, an employer will only be able to
connect with its Millennial employees by first seeking
to understand why their perspective is different from
that of preceding generations. It is this understanding
that will create a common ground in which all generations can work together toward shared goals in a
team-based work environment. Sometimes the most
effective change comes by way of force, and the rising
tide of the Millennial workforce is leaving employers
with little choice but to adapt or be left behind. So the
question becomes, will your company innovate and
thrive, or tell Millennials to get off its lawn?
Andrew P. Carroll is an associate in the Philadelphia office of Goldberg Segalla LLP. He
defends accountants, lawyers, insurance brokers and nonprofit management before state
and federal courts. Andrew may be reached at
acarroll@goldbergsegalla.com.

“Millennials are
not rejecting the
corporate form
altogether, but
instead simply
redefining it to fit a
more collaborative
and interactive
environment.”

VOLUME 10, ISSUE 2

Page 23

REIMBURSEMENT TO INSURERS FOR DEFENSE OF NON-COVERED
CLAIMS, BY: MICHAEL D. HANDLER, ESQ.
An insurer’s right of reimbursement for defense
costs can present challenging issues for all parties to
liability insurance policies. An insurer obviously could
reduce its overall spending when its recoupment
rights are enforceable against its insured, or even
potentially enforceable against defense counsel (as
suggested in a recent 2015 California Supreme Court
case). But there are also trade-offs inherent in the
introduction of uncertainty about which party is ultimately paying for the insured’s defense. Whether
under applicable law or under specifically-agreed
insurance policy language, the path to recoupment
and the amount of recoupment may be unclear. As a
consequence, assigned defense lawyers for insureds
facing professional liability litigation risks can benefit
all parties by maintaining an awareness of, and sensitivity to, the insurer’s and insured’s shared interests
in reasonable cost containment.
When Defense Obligations Exist
Professional liability insurance policies generally
contain language stating the insurer will have “the
right and duty to defend” any lawsuits seeking damages to which the policy applies. The “duty to defend” is contractual: if there is no contract to defend
the insured, then the insurer has no duty to defend
the insured. See AstenJohnson v. Columbia Cas. Co.,
562 F.3d 213, 230 (3rd Cir. 2009), cert. denied, 2009
U.S. LEXIS 7672 (2009); 7C Appleman, INSURANCE
LAW AND PRACTICE, § 4682 (1979 & Supp.1995).
Courts “look to the language of the policy at issue to
determine an insurer’s defense obligations.” 1 Ostrager & Newman, HANDBOOK ON INSURANCE COVERAGE DISPUTES § 5.01[a] (15th ed. 2010).
The “duty to defend” when set forth under a liability insurance policy is widely recognized to be broader than the “duty to indemnify” under that same
policy. This is because the duty to defend arises
based on the filing of a complaint against the insured
alleging facts which could, if proven, impose liability
upon the insured within the policy's coverage. The
specific language varies from state to state of the
applicable “duty to defend” standard, but in most
states the general requirements for the “duty to
defend” to apply are satisfied when the claim potentially, reasonably, or “conceivably” falls within the
scope of coverage. Nat'l Sur. Corp. v. Immunex Corp.,
297 P.3d 688, 691 (Wash. 2013). The duty to indemnify, by contrast, applies only when the lawsuit’s
claims are actually covered based on the facts that
are proven or otherwise established, not based on
mere allegations. Given this, an insurer may have a
duty to defend a lawsuit even if the insurer is not
ultimately liable on the underlying claim.
In addition, many states strictly limit whether facts
outside of the complaint can be considered in deter-

mining whether the “duty to defend” has been triggered. See, e.g., GuideOne Elite Ins. Co. v. Fielder
Road Baptist Church, 197 S.W.3d 305, 306 (Tex.
2006). Such states permitting insurers to consider
only the “eight corners” of a complaint’s allegations
in comparison to the insurance policy, may then
further stack the deck in favor of finding a defense
obligation by permitting insurers to consider additional facts only if they trigger the duty to defend,
while also refusing to permit insurers’ reliance on
extrinsic facts that disprove the insured’s entitlement to coverage as a basis to disclaim defense duties. Expedia, Inc. v. Steadfast Ins. Co., 329 P.3d 59,
64 (Wash. 2014).
Longstanding Cases Permit Equitable Recoupment
of Non-Covered Costs
The California Supreme Court’s opinion in Buss v.
Superior Court, 16 Cal.4th 35 (1997) is one of the
most well-known authorities permitting recoupment
of defense costs. Buss addressed an insurer’s right to
obtain reimbursement of defense costs incurred in a
“mixed” underlying action that involved both covered and non-covered claims. Buss held that although there is no cause of action for reimbursement
by an insurer against its insured for those claims that
are at least potentially covered by the policy, portions of the defense costs for claims that are not
even potentially covered are permitted for recoupment.
Buss relied on “unjust enrichment” of the insured as
its primary basis for permitting recoupment. “Unjust
enrichment” has been a common theme on both
sides of the debate in a split of authority among
courts around the country. But the conclusions in
Buss were based on logical and detailed analysis, and
further supported by extensive citations to applicable law, as is so often the case with California’s insurance coverage opinions.
First, the duty to defend is not an absolute and
unlimited duty: it extends beyond claims that are
actually covered to those that are merely potentially
so - but no further.
Second, Buss supported with “good law” in California (as well as other jurisdictions) its holding that the
insurer may seek reimbursement for defense costs
as to the claims that are not even potentially covered. Essentially, the contract between the parties
would have encompassed an equitable or implied-inlaw reimbursement right for the insurer’s defense of
such claims. The insurer has not been paid premiums
by the insured to bear these defense costs, and the
parties did not bargain for the insurer to bear these
costs. To permanently shift these defense costs to
the insurer would upset the contractual arrange-
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ment, and would permit the insured to obtain a windfall.
Third, Buss relied on the “good sense” involved in
encouraging insurers to defend the entirety of a mixed
action subject to later recoupment. The alternative to
permitting insurers’ recoupment of any additional
defense costs incurred for non-covered claims would
be to “tempt” or encourage insurers to err on the side
of refusing to defend the insured, especially in lawsuits
alleging few potentially covered claims. Buss then
concluded that the insurer would have the burden of
proof to establish by “preponderance of evidence”
which defense costs could be allocated solely to the
claims that are not potentially covered.
Buss was issued in California, a state where the insurer’s duty to defend was determined by (1) the allegations in the tendered Complaint; and also (2) any extrinsic information available to the insurer at the time
of tender. See B & E Convalescent Ctr. v. State Comp.
Ins. Fund, 8 Cal. App.4th 78, 92, 9 Cal. Rtpr.2d 894
(1992). There, more complete information could be
used to inform the insurer’s determination of whether
to defend than would be available in “eight corners”
states.
Buss addressed “mixed” action decisions, but not “all
or nothing” situations: where none of the claims
against the insured were covered but the insurer nevertheless funded its insured's defense under reservation of rights until a determination could be obtained
that the insurer never had a duty to defend. It would
be logically consistent with Buss for jurisdictions that
follow Buss to permit recoupment of all defense costs
in a case that is all non-covered. See, e.g., Hebela v.
Healthcare Ins. Co., 851 A.2d 75 (N.J. App. Div. 2004);
United Nat’l Ins. Co. v. SST Fitness Corp., 309 F.3d 914,
919-20 (6th Cir. 2002) (applying Ohio law) (referencing
insurer’s establishment of the existence of an implied
in fact contract, supported by timely reservation of
rights letter to the insured).
In other states where implied recoupment rights have
taken root, the bases are generally either the insured’s
“unjust enrichment” similar to the holding in Buss
(e.g., Security Ins. Co. Ins. Co. v. Lumbermens Mut. Cas.
Co., 826 A.2d 107 (Conn. 2003); or an alternative theory that an implied contract was created when the insured accepted a defense pursuant to a reservation of
rights. See Illinois Union Ins. Co. v. NRI Construction
Inc., 846 F. Supp. 2d 1366 (N.D. Ga. 2012); Colony Ins.
Co. v. G & E Tires & Service, Inc., 777 So. 2d 1034, 1036
(Fla. App.2000). This alternative theory of consent-torecoupment assumes that the insurer expressly reserved the right to reimbursement of its defense cost
payments, and the insured then accepted the insurer’s
conditional defense funding anyway.
Contrary Opinions - Recoupment Not Permitted
Conversely, several jurisdictions have rejected insur-

ers’ assertions that they were entitled to recoup their
defense cost payments for claims that were not covered
under the insurance contract.
Addressing the equities, these courts have concluded
that the insured would not be unjustly enriched by retaining the benefits of their defense without repayment
of the costs incurred. The most common basis for these
courts’ holdings is that when an insurer agrees to defend against uncovered claims under a reservation of
rights, it is doing so “in order to protect its own interests,” and it retains that benefit of self-protection even
if it is later determined that the insurer did not actually
owe the defense to its insured. Gen. Agents Ins. Co. v.
Midwest Sporting Goods Co., 215 Ill. 2d 146, 164, 293 Ill.
Dec. 594, 828 N.E.2d 1092 (2005). Another common
theme of these cases is that recoupment rights not
explicitly stated in the insurance policy cannot be added
to the contract via the insurer’s unilateral reservation of
rights letter, unsupported by additional consideration.
Shoshone First Bank v. Pacific Employers Ins. Co., 2 P.3d
510,
516
(Wyo.
2000).
In Nat'l Sur. Corp. v. Immunex Corp., the Washington
Supreme Court held, consistently with the Illinois Supreme Court’s earlier 2005 holding in General Agents,
that if the insurer provides a defense but later obtains a
determination that it never had a duty to defend, the
insurer cannot obtain reimbursement for any of the
defense costs already paid on behalf of the policyholder. The court’s declaration of non-coverage would permit the insurer to avoid its obligation to pay only from
that point forward, and a trial court determination (as
opposed to an appellate court’s confirmation of that
ruling) would suffice.
Immunex stated that an insurer would be acting out of
self-interest when it paid for a defense of non-covered
claims, without possibility of recoupment. By the logic
of Immunex, the insurer’s payment of defense costs
was to protect its own interests of avoiding the “greater
downstream risk” of a finding that it breached its defense obligations, or a finding of bad faith and its related penalties imposed under Washington law - such as
estoppel against the insurer denying coverage. Immunex, 297 P.3d at 691. Not addressed was how any
such finding of breach of defense obligations could coexist with the court’s predicate finding that there was
no duty to defend because there was not even
“conceivable” coverage under the scope of the insurance policy. Also not addressed was how the Washington Supreme Court’s own prior imposition of obligations to defend under a reservation of rights and file a
declaratory action to resolve any doubts, as well as its
imposition of a “coverage by estoppel” remedy for bad
faith, involved the insurer’s self-interest instead of the
insurer’s compliance obligations. Further, the Immunex
holding did not explain how its requiring an insurer
obtain a court’s determination before ending its de-
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fense funding could be reconciled with the delays
caused (and non-recoupable defense costs that
would continue to be incurred) when an insured
contends that such proceedings would actually
harm the insured’s position in defending against
the underlying lawsuit.
All of these opinions, Buss included, further
acknowledged that quasi-contractual rights of
recoupment need not be “implied” if there are
specific policy provisions for recoupment, or if
there is a separate contract supported by separate
consideration between the parties. With regard to
the recoupment provisions of a liability insurance
policy, Amendatory ISO Endorsements became
available in the wake of General Agents in Illinois
and Immunex in Washington. These forms typically
begin with a statement that if an insurer initially
defends an insured but later determines that the
defended claims are not covered under the insurance policy, the insurer will have the right to reimbursement for the defense costs incurred. There is
a dearth of case law interpreting these Endorsements, which might be due to their clear applicability, or possibly is due to insurers and insureds’
reluctance thus far to test such language in the
courts.
Holding that an insurer could have better protected its recoupment interest by adding provisions to
its standard policy language (but without referencing any new ISO forms), a federal court in New
York concluded in 2015, contrary to prior New York
opinions over the course of two decades, that
there was no right of recoupment. General Star
Indem. Co. v. Driven Sports, Inc., 80 F. Supp. 3d
442, 459-61 (E.D.N.Y. 2015) (“Driven Sports”). Taking note of Immunex throughout, including Immunex’s comments on whether an insurer’s recoupment rights might dissuade insureds from
seeking coverage, the New York court lamented
that recoupment would effectively make the duty
to defend the same as the duty to indemnify. However, the two duties are rarely equal in an “eight
corners” state that requires provision of a defense
without reference to facts outside of complaints whose allegations are often expansive. Further, an
insurer that must pay without right of reimbursement for the defense of a lawsuit that is clearly
subject to an agreed, non-standardized exclusion
issued with the policy would have at least as strong
of an objection to this court’s proposal of a virtually-unlimited duty to defend. To illustrate, after it
issued a specific “Failure to Conform Exclusion”
and after the Driven Sports opinion held that all
underlying claims were thereby excluded, the insurer in Driven Sports was nevertheless required to
pay more than what its insured would reasonably

understand to have been part of the insurance contract’s duty to defend claims within the scope of coverage.
Defense Counsel – Caught In the Middle …
Or Possibly Worse
Why should defense counsel care about these recoupment issues between an insured and insurer? To
begin with, defense attorneys should maintain an
awareness and understanding of issues that significantly impact on their clients’ financial status. As
with any decision made in the course of litigation, the
parties’ financial interests, including whether an insured defendant is insulated from having to pay for
costs of the insured’s own defense but not from having to pay for judgments, can powerfully sway decision making on whether to fight or settle litigation.
Where the insurer reserved rights to deny coverage
but is paying for the defense cost invoices, retained
defense attorneys may find themselves caught between of two parties that are generally aligned, but
that have potentially divergent interests in whether
covered claims will ultimately become the subject of a
judgment. It may be unclear what jurisdiction’s law
applies to determining whether recoupment is available, and particular facts and policy provisions may
control whether sharing or prorating of defense costs
is available for uninsured allegations or periods of self
-insurance. See Security Ins. Co. v. Lumbermens, 826
A.2d at 125 (prescribing recoupment based on uninsured periods within total time on the risk). Professional liability policies may have fairly uniform “duty
to defend” and claims-made language, but they may
also have widely-varying provisions or endorsements
addressing related claims and/or manifestation of
injury that have never been interpreted in the applicable jurisdiction(s).
Therefore, defense attorneys would not be encouraged to guess whose interests will be paramount as
between the insurer and the insured - especially in
jurisdictions that fail to specify that the insured is
defense counsel’s sole client in a reservation of rights
defense. Ultimately, where both the insurer and the
insured may be participating in the funding of defense
counsel’s costs, defense counsel’s natural inclination
to incur only reasonable and necessary defense costs
in the underlying litigation supports the mutual interests of both the insurer and the insured.
The recent California Supreme Court case Hartford
Cas. Ins. Co. v. J.R. Marketing, 61 Cal. 4th 988 (2015)
also demonstrates a personal risk that defense counsel may face when caught up in recoupment disputes
between the insurer and insured. The insurer was
permitted to directly sue the independent “Cumis”
counsel defending its insured in an underlying litigation, in order to recover allegedly excessive, unrea-
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sonable and unnecessary components of the defense fees the insurer had paid. The J.R. Marketing
case had a unique procedural posture because the
same defense attorneys had represented the insured in its coverage lawsuit against the insurer, and
the court’s enforcement order explicitly preserved
the insurer’s right to later challenge and recover
payments for “unreasonable and unnecessary”
charges. However, it is easy to imagine its holding
being cited in California and elsewhere to courts that
may find it more equitable or palatable to require a
law firm to pay partial recoupment of defense expenses based on “unjust enrichment” than to order
an insured to reimburse its insurer out of pocket.
One more pointer for defense counsel: By early
2018, there was more to the Immunex story. In January 2018, an unreported Washington Court of Appeals decision following remand and trial affirmed
the dismissal of all bad faith claims against Immunex’s insurer. Immunex was sued in 2001 for
allegedly manipulating wholesale prices of its drugs,
but it did not tender the defense to its insurer until
2008. The 2016 trial resulted in a jury finding that
out of $15,450,000 in alleged defense cost fees,
Immunex was entitled to judgment from its insurer
of only $670,000, under 4.4% of the demanded
amount. The trial addressed only one issue: the extent of actual and substantial prejudice to the insurer by Immunex’s delay in tendering its claim. The
insurer essentially prevailed on this prejudice issue.
Therefore, defense counsel’s lessons learned from
Immunex include the potential importance of ascertaining from an insured client whether timely notice
has been given to its insurer.
Resolving Future Recoupment Disputes
As case law develops in states that have no definitive rule on whether to permit recoupment for the
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defense of “mixed” or non-covered lawsuits, the following order of inquiries may apply. First, consider
the written agreements between the insurer and
insured, beginning with any insurance policy provisions governing recoupment. Second, consider
whether to apply or distinguish any statutory authority or prior case law. Third, address the key equitable
question: which party, insurer or insured, was actually
the most “enriched” (justly or otherwise) by the insurer providing a defense without recoupment for the
claims outside the scope of insurance policy coverage.
Where courts address new factual contexts, they can
analyze based on all available evidence whether the
insurer actually used its defense funding for control
and self-interested benefits, or whether instead the
insured has received the greater benefit, potentially
measured by the multi-million dollar value of a defense that was not actually required under the parties’ written agreement. Defense counsel’s ideal contributions are typically to reasonably and objectively
assist both the insured and insurer in all areas where
their interests remain aligned, and especially to mitigate the collective underlying exposure and risks.
Endnote
Any opinions expressed are the author’s own, rather
than being issued on behalf of his law firm or clients.
Michael D. Handler is a member attorney
at Cozen O’Connor, in Seattle, Washington,
where he defends doctors, lawyers,
financial advisors and insurance agents and
brokers. He may be reached at
mhandler@cozen.com.
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