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I.
Overview


Errors and Omissions (“E&O”) insurance provides insurance coverage for the acts, errors and omissions of the insured in performing a service.  Since it is typically purchased by professionals, it is often referred to as “professional liability insurance.”  The term “professionals” is broadly defined and interpreted to include anyone who has advanced knowledge and skills through specialized education and training.  The E&O policies written and available generally cover a wide variety of professions, but typically, such policies are written to cover the errors and omissions of engineers, architects, and accountants.  Professional liability insurance written for doctors and lawyers is often referred to as “malpractice insurance.”  

E&O insurance can also be purchased by non-professionals, such as brokers, insurance agents, title agents, and stockbrokers, who feel they need coverage in case they make a “mistake” through their acts or omissions, that may cause harm to others.  Essentially, any company or non-profit that provides a “service” can purchase an E&O insurance policy. 

Since E&O insurance is designed to cover the acts of those who provide specialized services, E&O insurance policies are typically narrowly tailored to the particular profession covered and/or service provided.  The terms and conditions of the policy are often manuscripted (through endorsements) to ensure that the coverage being provided by the insurance policy is specific to the profession to which it applies.      

All E&O coverage is sold on a claims-made basis and defense costs (claim expenses) are typically provided to the insurer within certain limits.  This means that the claim must be made and reported to the insurer during the period of the policy and that the attorneys’ fees and other defense costs incurred in defending or responding to the underlying claim will be reimbursed, but will cause the limits of the policy to exhaust.      

E&O insurance is often purchased to fill a “gap” in coverage left by the commercial general liability (CGL) policy.  For instance, the CGL is meant to cover, among other damages, bodily injury and property damage caused by the insured.  However, nearly all CGL policies exclude coverage for bodily injury/property damage that arises from the provision of professional services.  This can be a real problem for non-profit associations that perform the service of “certifying” technicians in a particular trade (e.g., welders, plumbers), and those “certified” technicians cause bodily injury or property damage to a consumer.  If the consumer were to look beyond the technician and towards the association for redress, the CGL policy would not be of any assistance.  For this reason, a lot of companies purchase a specialized form of E&O insurance, typically known as a “miscellaneous E&O” insurance policy, in order to “bridge the gap” and cover the risk of secondary or contingent bodily injury and property damage.  

Directors and Officers (“D&O”) insurance is closely related to E&O because it covers errors and omissions, but it covers directors and officers making decisions and offering advice on behalf of a company, as opposed to professionals making decisions and offering advice in the course of performing their professional duties for consumers.  

II.
Coverage Issues 


A.  Insuring Agreement Issues

1. “Professional Service” Covered Under the Policy. 
Lawyer.  In Garland v. Am. Safety Cas. Ins. Co., 651 S.E.2d 177 (Ga. App. 2007), an attorney and his law firm brought an action against the firm’s professional liability insurer to recover fees and expenses incurred in defending a claim for alleged breach of a fee-sharing agreement involving a client referral.  The court held that the provision of “professional services” as defined in professional liability policies, necessarily entails an application of special learning unique to the insured’s profession.  The court, however, found the liability of the lawyer for allegedly breaching the fee agreement, did not arise from acts or omissions in rendering a professional service; rather, the alleged liability was incidental to the firm’s business as a law firm.  See also National Recovery Agency, Inc. v.  AIG Technical Services, Inc., 2005 WL 2100702 (M.D. Pa.  Aug. 26, 2005) (holding that claims relating to billing disputes do not fall within the policy).  

Title Agent.  In Pac. Ins. Co. v. Burnett Title, Inc., 380 F.3d 1061 (8th Cir. 2004), the court found that, under Minnesota law, a policy defining professional services as “services performed or advice given in the insured’s capacity as a title agent, title abstract or an escrow agent”, covered accusations that defendant Burnett overcharged closing costs and failed to disclose material information on a settlement statement.  The lawsuit alleged that Burnett routinely charged customers $25.00 for each courier delivery involved in a loan closing even though the actual charge by the third-party courier performing this service was less than $25.00.  Plaintiff further alleged that Burnett had violated the Real Estate Settlement Procedures Act (“RESPA”) by failing to disclose on the settlement statement the actual cost of the courier services and by charging an unearned fee.  The court disagreed with the plaintiff that the act of overcharging is a ministerial task, rather than a professional service, and, thus, is not covered under the E&O policy.  The court found that the complaint adequately alleged that Burnett owed real estate transaction fiduciary duties and that it violated the RESPA by failing to disclose material facts on settlement statements, which the court found to be a substantive violation of a professional service.  The court concluded that an allegation that a real estate service provider failed to disclose costs accurately on settlement statements relates to its professional, rather than ministerial conduct, and is the type of professional conduct usually covered by an E&O policy.


Insurance Broker.  In Massamont Ins. Agency, Inc. v. Utica Mut. Ins. Co., 489 F.2d 71 (1st Cir. 2007), an insurance broker brought an action against its insurers for not defending and covering the underlying claim against the insurance agent for allegedly breaching an exclusivity agreement with an insurance carrier.  The judge found that the underlying claim was outside the scope of the broker’s E&O policy.   

Insurance Agent.  The case of Employer’s Reinsurance Corp. v. Muro, Jr., 861 A.2d 1216 (Conn. Ct. App. 2004) is instructive on the scope of E&O coverage.  Muro, a duly-licensed life insurance agent, advised his client to sell all or part of its existing annuities and insurance policies and purchase promissory notes from two entities with the proceeds from the sales.  Shortly after the client’s purchase of the promissory notes, the notes became valueless due to the insolvency of the two entities.  The court found that the E&O carrier agreed to insure any of Muro’s negligent acts arising out of the conduct of his business as a licensed life, accident, and health insurance agent.  Such acts, according to the court, included Muro’s advice to his client to sell its insurance products.  The appellate court, however, found that the trial court improperly determined that Muro’s clients' losses were caused by their subsequent purchase of worthless promissory notes.  The appellate court held that whether the client’s damages were caused by selling its valuable insurance products or by having followed Munro’s advice to purchase worthless promissory notes, presented a question of material fact that was not appropriate for resolution on summary judgment.  The court also held that the insurer owed a duty of coverage for any of the client’s damages that flowed from their sale of insurance products, and therefore the court should not have rendered summary judgment.

Mortgage Lender.  In PMI Mortgage Ins. Co. v. Am. Int’l Specialty Lines Ins. Co., 2005 WL 77155 (9th Cir. Jan. 14, 2005), PMI, a large financial institution that sells mortgage guarantee insurance to residential mortgage lenders who provide loans to homebuyers considered to be at risk of defaulting on their mortgages, was sued for undercharging its lender clients for various insurance products and services in exchange for customer referrals on mortgage insurance.  PMI’s insurance policy with American International Specialty Lines (“AISLIC”) provided that AISLIC would indemnify PMI for “any actual or alleged wrongful act of any insured in the rendering or failure to render professional services.”  “Professional services” was defined as “those services of a company permitted by law or regulation rendered by an insured . . . pursuant to an agreement with the customer or client, as long as such service is rendered for, or on behalf of, a customer or client of company; (i) in return for a fee, commission, or other compensation . . . or (ii) without compensation as long as such non-compensated services are rendered in conjunction with services rendered for compensation.”  The court found that PMI’s policy had an overly broad definition of professional services and that, to be considered a professional service for insurance purposes, a liability “must arise out of the special risks inherent in the practice of the profession.”  The court stated that the policy did not cover general administrative activities that occur in all types of businesses.  The court found that PMI’s alleged kickback scheme was not merely a “billing matter” and was therefore a professional service covered under the policy.  See Buckeye Ranch, Inc. v. Northfield Ins. Co. et al., 839 N.E.2d 94, 110 (Ohio Court of Common Pleas, Sept. 30, 2005). 

Lawyer.  In Reliance Nat’l Ins. Co. v. Sears Roebuck & Co., Inc., 792 N.E.2d 145 (Mass. Ct. App. 2003), Sears sued an attorney for fraudulent billing.  The attorney, who specialized in collection cases, allegedly never closed hundreds of cases that Sears sent to him.  Sears was continually charged for time and cost that the lawyer expended.  Reliance insured the attorney under an attorney’s professional liability policy.  The appellate court affirmed the trial court’s holding that an attorney’s billing function was not a professional service and therefore was not covered under the professional liability policy.  While the court recognized the importance of skillful and thoughtful billing, it held that the billing function of the lawyer is not a professional service because it does not draw on special learning acquired through rigorous intellectual training and is largely a ministerial task.  

2. Appropriate Timeframe to Trigger Coverage. 
Retroactive Date.  Under Wisconsin law, endorsement to a claims-made E&O policy, which changed the retroactive date to 1983, did not modify the inception date of 1998 for purposes of prior and pending proceeding exclusion to the policy.  Thus, the judge in Am. Med. Sec., Inc.  v. Executive Risk Specialty Ins. Co., 393 F. Supp. 2d 693 (E.D. Wis. 2005), interpreted the policy to mean that the policy provided coverage for all errors and omissions occurring after 1983, provided that no proceedings arising out of those acts were initiated prior to the 1998 inception date.  

Hybrid Policy.  The court in Am. Int’l. Specialty Lines Ins. Co. v. Nat’l Ass. of Business Owners and Professionals, 324 F. Supp. 2d 353 (E.D.N.Y. 2004), was faced with the task of determining the applicable limits of liability for claims made after the date on which a policy was modified into a hybrid claims-made policy.  The court found that the hybrid claims-made policy, where “both an incident and a claim [occurred] within the specified coverage,” was not ambiguous and was therefore not reasonably susceptible to more than one reading.  The court found that the only reasonable interpretation was that a $1,000,000 aggregate applied to claims that alleged a wrongful act which occurred prior to 1998, but that a $3,000,000 aggregate applied to claims asserted when the wrongful act occurred after 1998.  

Retroactive Date.  A New Jersey court in President v. Jenkins, 853 A.2d 247 (N.J. 2004), found that a claims-made professional liability insurance policy contained language that was ambiguous.  The policy contained the word “retroactive” and the court stated that an insured would have to scrutinize the coverage section of the policy to realize that contrary to the boldface print at the top of the page, it is not enough for a claim to be made and reported during the policy period.  The court explained that the difference between a claims-made policy and an occurrence policy is that a claims-made policy provides unlimited retroactive coverage and no prospective coverage at all, while an occurrence policy provides unlimited prospective coverage and no retroactive coverage.  The court, however, acknowledged that limited retroactive coverage might be both reasonable and expected if offered at a reduced premium to professionals in their first year of practice, or if the insured changed from an occurrence policy to a claims-made policy.  See also Philadelphia Indem. Ins. Co. v. Federal Ins. Co., 2004 WL 1170525 (E.D. Pa. 2004) (Philadelphia Indemnity was reinsured by Federal Insurance under a professional liability policy.  Philadelphia Insurance made what the court believed was a frivolous argument regarding the extended reporting period and whether it had notice of a claim against it.  The court found that the insured knew or should have known that service of a complaint on its president and chief operating officer presented a reportable “claim” under the notice provision of the policy).  

3. Amount of Coverage - per claim or per aggregate? 
Aggregate Limits.  In Beale v. American National Lawyers Insurance Reciprocal, 843 A.2d 78 (Md. Ct. App. 2004), an attorney was sued by a mother, father, and seven children, for malpractice over his handling of a lawsuit regarding lead poisoning allegedly caused by loose and flaking paint.  The court held that the aggregate, rather than a per-claim limit, applied to the case.  The court found that the children’s claims were all identical but nonetheless the attorney owed a duty to each client individually.  Thus, the aggregate limit of liability applied.  


4.   Prosecution of a Counterclaim.  



Counterclaims.  The jurisdictions that have looked at this issue typically have held that the insurer’s duty to defend does not encompass prosecuting claims for affirmative relief.  The exception to this rule is generally when the counterclaim that the insured desires to file is “inextricably intertwined” with the defense of the lawsuit filed against the insured.  In Bennett v. St. Paul Fire and Marine Insurance Co., 2006 WL 1313059 (D. Me. 2006), the insured attorney notified his E&O (professional liability) carrier that he wished to file a counterclaim in order to put pressure on the plaintiff to settle the case.  The court found that the allegations in the counterclaim were only tangentially related to the underlying suit and not “inextricably intertwined” with the defense.  The court held the insurer had no duty to cover the prosecution of the counterclaim.  

B.    Exclusion Issues

1.
Dishonesty, fraud or maliciousness of any insured; sometimes not applicable to innocent insured.  


Intentional Acts.  In Westport Resources Investment Services, Inc. v. Chubb Custom Insurance Company, 2003 WL 22966305 (S.D. N.Y. 2003), the court held that the Insurance Company could validly deny a claim based on the intentional acts of any one of the insureds.  Chubb based its initial denial of coverage on the assertion that Westport’s claims arose out of a wrongful act committed prior to the retroactive date of coverage specified in the policy.  However, Chubb later argued that the underlying claims against Westport were brought about, and contributed to, by the intentional fraudulent acts of a registered representative of Westport, an insured under the policy.  Thus, Chubb charged Westport with negligent conduct, thereby facilitating the intentional wrongdoing of another insured under the policy.  


The intentional act exclusion in Chubb’s policy stated that intentional wrongful acts by “an insured” would not be covered.  The court found that the exclusionary clause must be read to mean “all claims which arise out of the intentional act of any one of the insureds.”  The clause therefore applied to the case at bar, unless the “safe harbor” provision prevented such application.  The “safe harbor” provision, which qualified the intentional act exclusion, stated that the exclusion “shall only apply to an insured, if it is established in fact, that the insured participated in or acquiesced in the knowing, intentional, fraudulent, or dishonest act, the willful or intentional violation, or the gaining of profit, remuneration or advantage.”  Westport argued that, under the safe harbor provision, the intentional act exclusion only applied to Westport, if Westport participated in, or acquiesced in, the fraudulent acts of its representative.  Mere negligence in failing to supervise or monitor the representative would be within the “safe harbor.”  Resolution of this question was not necessary, according to the court because the plain language mandated that the safe harbor provision did not apply to claims “arising out of or resulting from, in whole or in part, an insured’s commission of . . .any  . . . criminal act . . .”  Westport’s representative was “an insured” who committed criminal acts, therefore safe harbor provision did not support Westport’s coverage.  In the alternative, Westport argued that Chubb had waived its right to invoke the intentional act exclusion in litigation by failing to invoke it in the denial of coverage letters.  In what it termed a “major limitation of the waiver doctrine,” the court held that where the issue is the existence or non-existence of coverage, the doctrine of waiver is simply inapplicable - a waiver cannot apply to create coverage where none exists.  Westport was not covered under Chubb’s policy because of the intentional act exclusion, hence there was no waiver.  

2. An Exclusion Due to an Ownership Interest.  

Ownership Interest.  In American Guarantee & Liability Insurance Co. v. Keiter, 360 F.3d 13 (1st Cir. 2004), the court held that mere ownership of shares by the ex-wife of an attorney in a client’s company was not sufficient to bring the attorney’s actions within the business enterprise exclusion of the insurance company’s policy.

In Keiter, an attorney was sued by a former client and the client’s company for legal malpractice and breach of fiduciary duty. The attorney had incorporated the former client’s company, a handyman business franchise concept, and another company which had ultimately issued 25% of its shares to the attorney’s then wife.  After the attorney filed for divorce, the divorce court divided the shares equally between him and his ex-wife as marital property.  The business entity ultimately alleged five counts of legal malpractice against the attorney and argued that, because of his wife’s interest in the company, the attorney had placed himself in a position to unfairly gain at the company’s expense.  The insurer’s policy contained a “business enterprise” exclusion, that provided that coverage did not apply to “any claim based upon or arising out of the work performed by the insured . . . with respect to any corporation . . . of any kind or nature in which any insured has any pecuniary or beneficial interest.”  Ownership of shares in a corporation was not considered a pecuniary or beneficial interest unless one named insured or members of the immediate family owned at least 10% of the outstanding stock of the corporation.  

The court found that the purpose of the business enterprise exclusion was to protect professional liability insurers from having to provide coverage for its insured lawyer’s business activities.  According to the court, three types of business activities cause insurers to include the business enterprise exclusion in their policies: 

(1) business aspects of the practice of law, such as renting office space or dissolving partnerships; 

(2) activities that blur the line between the practice of law and the practice of business, such as serving as an officer or director of a corporation; and

(3)  business pursuits that create conflicts between the attorney’s personal interest and his client’s best interest, such as acquiring part ownership of a client’s business.  

The business enterprise exclusion therefore served two purposes:  preventing collusive suits and avoiding additional risk of legal malpractice claims by preventing an attorney from intermingling business relationships with his law practice.  The court ultimately found the attorney did not have a pecuniary or beneficial interest in his client’s company based merely on his wife’s share ownership, and therefore, the insurer owed a duty to defend him.  According to the court the exclusion did not require that all family ownership of 10% of a company’s shares be considered a pecuniary or beneficial interest in all instances.    

3. Type of Damages Excluded.

E&O policies typically exclude the return or reimbursement of fees, costs and expenses incurred by the insured in the provision of professional services.   Accordingly, if a client were to sue his attorney to recover the fees he paid to his attorney, the attorney’s insurer would not cover that lawsuit.  

Reimbursement of Fees.  In Cont’l Cas. Co. v. Law Offices of Melvin James Kaplan, 801 N.E.2d 992 (Ill. Ct. App. 2003), plaintiff sued his former attorney based upon the attorney’s representation in a bankruptcy proceeding.  Plaintiff alleged that prior to filing the petition for bankruptcy, the attorney required him to sign a retainer agreement providing for payment of attorney fees in installments and that a portion of the attorney’s post-petition fees were actually for pre-petition services, which plaintiff alleged violated the Bankruptcy Code’s automatic stay provision.  The insurance policy defined damages as “judgments, awards and settlements”, but excluded legal fees and costs, and expenses paid or incurred, or charged by the attorney.  The insurance carrier sought a finding of no duty to defend or indemnify the attorney under the policy for the allegations.  The court found that the policy was a professional liability policy and that the insurance company contracted to provide coverage for risks inherent in the practice of law.  The court found that none of the claims arose out of any act or omission by the attorney in rendering or failing to render legal services, and therefore, the counts did not constitute a claim under the terms of the policy.  The court, however, found that the allegations in failing to procure a discharge of pre-petition debt was a claim for legal services and that the plaintiff’s injury was a consequence of Kaplan’s alleged negligent failure to secure a discharge of his obligation to pay his fees and therefore that portion of the claim was covered under the policy.  See also Norman Shabel, P.C. v. National Union Fire Insurance Co., 923 F. Supp. 681 (D. N.J. 1996) (E&O insurer not required to defend insured attorney against complaints requesting return of excessive attorney’s fees).

Likewise, if a client sued his attorney for damages and the suit is “settled” through the reimbursement of attorneys’ fees, that suit/settlement would likely not be covered by the attorney’s insurer.  

Maintaining Insurance.  Management Specialists, Inc., a real estate property management company whose principal clients are homeowners associations, was required to obtain liability insurance, including directors and officers liability coverage, for a particular homeowner’s association.  Management Specialists, Inc. v. Northfield Insurance Co., 2004 WL 250 3376 (Colo. Ct. App. 2004).  An underlying suit alleged that MSI failed to purchase directors and officers liability coverage for one of its clients.  MSI’s errors and omissions liability policy excluded “any damages arising out of failure or inability to maintain adequate levels or types of insurance.”  The court found that the exclusion meant that MSI’s failure to maintain insurance of any kind, whether for itself, or for others, was excluded from coverage.  

4. Prior Acts – whether the insured knew or should have known that an action would have given rise to a claim.  

Prior Acts.  In BancInsure, Inv. v. Park Bank, 318 F. Supp. 2d 746 (WD Wis. 2004), the insurance company sought a declaratory judgment that the errors and omissions endorsement did not provide coverage for a bank corporation for costs incurred in defending and settling a claim asserted by another bank in connection with a check kiting scheme perpetrated against both banks.  The policy included an exclusion for “any Wrongful Act or any fact, circumstance or situation that has been the subject of notice under any policy of insurance in effect prior to the Inception Date of this Policy.”  After the renewal, M&I bank sued Park Bank and Park Bank asserted an insurance claim against its insurer.  The Wisconsin federal district court held that Park Bank’s claim for coverage was barred by the exclusion.  The bank’s notification to the plaintiff that it was negotiating a settlement of the check kiting fraud constituted notice under the policy in effect when the notice was given.  

III. Conclusion

Many companies feel that they are sufficiently insured with a Comprehensive General Liability (“CGL”) policy and D&O insurance.  However, every company – whether for-profit or not-for-profit – should determine whether it is providing -- either directly or indirectly -- a specialized service to the public.  If it is, then it should work with an insurance broker to determine the best type of E&O insurance policy that would sufficiently cover any potential risk and liability.  The broker seeking to obtain E&O insurance should be knowledgeable about the company’s CGL and D&O insurance, to ensure that there is little duplication and no liability gaps between and among the three lines of coverage. 
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