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In 2010, | authored an article on the dangers
of absolute exclusions.! That article was
prompted by an appellate decision in Florida,
James River Ins. Co. v. Ground Down Eng’g,
540 F.3d 1270 (11th Cir. 2008). In that
case, an engineering firm that was providing
consulting services on whether land had be-
come polluted found that its errors and omis-
sions (E&O) policy, which covered it as an
environmental consultant, didn’t cover pollu-
tion! Since then, the problem has become
even worse, resulting in my four-part series,
published by the International Risk Manage-
ment Institute (IRMI), “Possible Dangers Lurk-
ing in Claims-Made Policy Forms.” Part 42 of

"Frederick J. Fisher, “Current Trends: The Unintended
Results of the Absolute Exclusion,” MyNewMarkets
Powered by Insurance Journal (June 2-15, 2010).
2IRMI.com, June 2019.

said article revisited the problem of absolute
exclusions. The Professional Liability Insur-
ance section on common features pointed out
the following.

There are four general kinds of exclusions con-
tained within professional liability policies.

¢ Exclusions for uninsurable exposures

e Exclusions removable or modifiable by ne-
gotiation, with or without additional pre-
mium

® Exclusions for exposures better suited to
other types of coverage

¢ Exclusions for exposures pertaining to a
specialized type of work within a given
profession
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The problem has become epic in that some haz-
ard classes of specialty lines policies today are
written with a significant number (if not all) of
their exclusions on an absolute basis. Worse
still is the fact that the courts are liberally inter-
preting these exclusions to apply to situations
where the insured has little or no connection
with the person who committed the activities
giving rise to the application of the absolute ex-
clusion. In essence, they are holding that
causation is not a factor to be considered over
“clear and unambiguous” policy language.

Yet, at all times prior to these absolute exclu-
sion developments, the exclusionary catego-
ries above applied to the conduct or resultant
harm as caused by the “insured(s).” That is no
longer the case and, in my opinion, is an unfair
trade practice.

Since publication of my 2010 article on absolute
exclusions, | have lectured and given webinars
on the fact that the basis for many of the “abso-
lute” exclusions is that the excluded exposure is
supposed to be covered under other policies or
not at all as to the insured’s conduct. In other
words, if you have an E&O policy, insureds
should not look to the policy to cover them for
typical directors and officers exposures, employ-
ment practices liability exposures, or even tech-
nology exposures, unless the policy is a package
policy with several different hazards covered un-
der the same form. (This is irrespective of
whether the limits are segregated or aggregated
together.) It should come as no surprise that al-
most every liability policy (except a workers
compensation policy) excludes from coverage
those claims that should be covered by a work-
ers compensation policy. That is how exclusions
traditionally were categorized. The evolution of
absolute language, however, has changed the
dynamic to the detriment of the insured and the
insurance broker, who may be more likely to be-
come the target of an E&O claim.

As referenced in an article published in Cover-
age Opinion,® the language “arising out of” is

3Randy Manloff, “’Arising Out Of:" The Policy Language
That Cuts Both Ways,” Coverage Opinions 3, no. 15
(November 5, 2014).

policy language that can cut both ways. If such
language is found in an insuring agreement, it is
going to be broadly interpreted, as rare as it is
to find it there (for obvious reasons). What has
become common, however, is the fact that
“arising out of” language now appears in exclu-
sionary language, especially with respect to
specialty lines, and in a vast majority of policies
today (with lawyers professional liability being
a common exception). More on that potentially
discriminatory practice later. Exclusions them-
selves, rather than being “narrowly construed,”
are being broadly interpreted beyond what any-
one, in my opinion, would reasonably expect
until too late (i.e., when a claim is submitted
and denied).

Specifically, in the article, the author cited
two cases, one in favor of the insured, the
other for the insurer. Note the difference, the
favorable-for-the-insured case stating,

While an insurer benefits from the broadly
interpreted “arising out of,” when the
phrase appears in an exclusion, the free
lunch gets paid for when “arising out of”
appears in an insuring agreement. In
Shamoun & Norman, LLP v. Ironshore
Indemnity, Inc., No. 14-1340 (N.D. Tex.
Oct. 28, 2014), the court held that a pro-
fessional liability insurer was obligated to
provide a defense to a law firm for a fee dis-
pute, rejecting the insurer’'s argument that
this was not the rendering or failure to ren-
der professional legal services. The court
noted that a legitimate argument existed
that non-specialized tasks, such as billing
and fee setting, do not fall under the defini-
tion of professional legal services. But, in
the case before it, a different outcome was
possible, on account of the language of the
insuring agreement: “arising out of the ren-
dering of or failure to render Professional
Legal Services.” As the court put it: “While
billing and fee setting may not be acts con-
stituting ‘professional services,” this does
not answer whether they are acts ‘arising
out of professional services.”" The court
held that, given the breadth of the phrase
“arising out of,” a defense was owed: “Un-
der Texas law, the phrase ‘arising out of’
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means that there is simply a causal connec-
tion or relation, which is interpreted to mean
that there is but for causation, though not
necessarily direct or proximate causation.”
Therefore, despite being a fee dispute, if the
claim had a “causal connection or relation”
to the provision of professional legal ser-
vices, a defense was owed.

Yet, for the benefit of the insurer, the author
noted,

the Florida federal court addressed a breach
of contract exclusion, stating that the insur-
er “shall not be liable to make any payment
for Loss in connection with a Claim made
against an Insured ... alleging, arising out of,
based upon or attributable to any actual or
alleged contractual liability of the Company
or any other Insured under any express con-
tract or agreement.”

The court noted that “arising out of” has
been defined to preclude coverage for
claims originating from, having its origin in,
growing out of, flowing from, incident to, or
having connection with a specified exclud-
ing circumstance. From there, the court held
that “consistent with Florida case law, this
Court finds that the phrase ‘arising out of’
as used in [the breach of contract exclusion]
is unambiguously broad and precludes cov-
erage for purported tort claims that depend
on ‘the existence of actual or alleged con-
tractual liability’ of an insured ‘under any
express contract or agreement.”"

Florida’'s broad interpretation of an exclusion is
obviously not alone. As reported by David
Thamann,*

Insurance policies abound with the use of the
phrase “arising out of.” Some policies pro-
vide coverage for injuries and damage that
arise out of a certain event; other policies ex-
clude coverage for injuries and damages that
arise out of a certain event....

4David Thamann, “Arising out of Means What?” NU
Property360 (November 3, 2015).

Given how broadly “arising from” is applied,
few policies now use that language where it
benefits the insured, yet routinely use it where
it benefits the insurer.

This calls into question several significant max-
ims of insurance law, including the following.

1.Whether or not such insurance policies
should be enforced given the fact that it
has long been held that insurance con-
tracts are contracts of adhesion and may
be unconscionable as a result

2.Whether or not such insurance policies vi-
olate the doctrine of the reasonable ex-
pectation of the insured to be covered for
something that should be covered, but
due to the broad interpretation of the ab-
solute exclusion, is now not covered

3.Whether or not such insurance policies
violate fair claim practice regulations uni-
versally prohibiting the misrepresentation
of coverage and in turn constitute a viola-
tion of unfair trade practices

4. While not specifically a maxim, “wrongful
act” may no longer be limited to the ac-
tions of the insured or anyone for whom
the insured may be responsible. Many defi-
nitions of “wrongful act” have been word-
ed in a manner so as to broaden the defini-
tion to include anyone who is “connected
with” the event in issue. Thus, the defini-
tion is not limited to the insured(s) but oth-
er third parties, possibly for no reason oth-
er than to trigger an absolute exclusion.

But, more on the above comes later.

This article will cite over 30 decisions that
have been made throughout the United States
regarding absolute exclusions, as reported and
summarized by prominent law firms. We will
explore whether or not the maxims noted
above can or should apply to stop this trend.
And, it should be noted, some of the cases
decided have been in favor of the insured, or
the exclusions were properly limited to the



insured’s actions and/or uninsurable hazards,
while, of course, many other cases differed.

It should also be noted that absolute exclu-
sions are not limited to specialty line policies.
The concept has also affected general liability
and other commercial casualty hazards.

Some History of the Absolute
Exclusion Discussion

I will not say that this trend started with an
editorial in a major law firm’s monthly publica-
tion on appellate decisions of interest. That
publication is Tressler, LLP’s Specialty Lines
Advisory,5 an excellent monthly summary of
important appellate decisions throughout the
country. However, that editorial may have
helped the concept along. Said commentary
focused on a 2009 court decision enforcing a
runoff exclusion, which provided,

for Loss on account of any Claim based
upon, arising out of, or attributable to any
Wrongful Acts where all or any part of
such acts were committed, attempted or
allegedly committed or attempted subse-
quent to [datel]....

The aforementioned editorial stated,

The language that prevailed here should al-
most always be advocated by insurers and
their counsel who assist them in the drafting
process. One can only speculate whether the
result would have been the same with the
less absolute wording not containing the
“where all or part of” phrase. Most assured-
ly, the insurer would not have fully prevailed
using the simple “for” version of the exclu-
sion. Nevertheless, in today’s market, per-
haps putting aside the “hard” financial insti-
tution and financial services D&O (directors
and officers)/E&O (errors and omissions)

5Tressler LLP, “Joe says: When an Exclusion Applies Ab-
solutely,” Specialty Lines Advisory 5, no. 12 (July
2009): 2.

markets, astute brokers and policyholder
counsel will resist vigorously the “super
absolute” language. Beauty, however, is

truly in the eye of the beholder and, as an
insurer’s coverage lawyer, | prefer super
absolute beauty!

Jump ahead 11 years to a guest article in
D&O Dia/'y,6 where another attorney suggest-
ed that the way to save money on D&O liabili-
ty insurance is for the coverages to become
more restricted and less broad. A lengthy list
of 22 suggested limitations included,

Return to broader “based upon, arising out
of” exclusion preamble language in lieu of
“for” language....

New cases enforcing absolute exclusions are be-
ing decided even as this article is being written.

Absolute Exclusion Phrasing

One might ask, “What is the phrase that trig-
gers the problem?” Some may think it is “di-
rectly or indirectly.” The courts and follow-up
commentaries say otherwise, instead focusing
on “arising from,” meaning “connected with.”
From there, the broad application began, first in
reviewing that language as used in an insuring
agreement favoring the insured. As reported by
the Claims Journal in 2012,” “The ‘arising out
of’ clause defines the required causal link be-
tween the uninsured vehicle and the injury. In-
surers have consistently argued for a narrow in-
terpretation of the phrase while policyholders
have advocated for a broader reading.”

Insurers later opted to ask for broad interrela-
tion of such exclusions and often got what
they wanted.

6 John McCarrick and Paul Schiavone, “Guest Post: Is it

Time to Revisit the Scope of D&O Coverage?” The
D&O Diary (December 2, 2019).
7“Third Circuit Interprets ‘Arising Out Of’ Clause for UM
Benefits Broadly,” Claims Journal (June 6, 2012).



Well over 30 case decisions have looked at
and decided on the enforceability of these ex-
clusions since at least 2008. Several have
gone against insurance companies. That is not
to say that there are not anymore, but this au-
thor is only aware of approximately 30-plus
decisions. Certainly, there could be more that
involve policies other than specialty lines (i.e.,
executive liability such as directors and offi-
cers, employment practices liability, fiduciary
liability, as well as professional liability of all
kinds and possibly even product liability).

The Three (General) Types
of Phrasing Used

There are three general wordings to keep in
mind (while noting that there will be variations).

1. “Arising directly or indirectly, or in any way
associated with <fill in the blank ... com-
mitted by any insured ...” (etc., and what
an insured should expect and want to see)

2. “Arising directly or indirectly, or in any
way associated with <fill in the blank>.
However, this exclusion will not apply to
where the Insured [was providing a pro-
fessional service]....” (A carveback exam-
ple. There are many other variations.
Once again, something that an insured
should expect and want to see.)

3. “Arising directly or indirectly, or in any way
associated with <fill in the blank>." (Note
the lack of any carveback or reference to
the insured. These can be a problem for in-
sureds and are accelerating in use).

The three aforementioned phrasings are in and
of themselves interesting. What is even more
interesting, however, is how they appear in var-
ious insurance policies. Some policies have a
preamble before any exclusions are listed that
simply states, “This policy does not provide any
coverage nor any defense to any claim arising
directly or indirectly from:....” Thus, all of the
exclusions that follow are subject to the pream-
ble, which is absolute in nature.

Another variation is to have each exclusion
start out with absolute language, while some
exclusions may refer to the insured, and others
may not. Some exclusions may have a carve-
back, while others do not, and thus there is a
mix throughout the exclusionary section as to
exclusions that are limited to the actions of the
insured and others that are not. In such a poli-
cy, the underwriting intent as to those exclu-
sions that do not refer to the insured can be in-
terpreted to exclude a far greater range of acts.

Another example is a policy that contains a
carveback at the end of the exclusionary sec-
tion. In other words, it may say words to the
effect of, “Exclusions A, G, H, M, S, T, etc.,
do not apply where the insured is providing a
professional service as a....” Thus, once
again, the underwriting intent is clear as to
those exclusions not mentioned in the carve-
back —those exclusions could bar coverage for
a far broader range of acts.

Early Absolute Exclusion Cases

In June of 2010, Insurance Journal’s MyNewMarkets
published my three-part series on the evolution
of the absolute exclusion and how courts were
beginning to interpret them more broadly than
may have been the original intent. It was sug-
gested in that article that, originally, the lan-
guage was chosen so as to make clear to the
insured that there was another policy the in-
sured could buy to insure the excluded hazard.

For instance, an insurance broker’s errors and
omissions (E&OQO) policy should not have to cov-
er an employment practices claim against the
insured. The brokerage should instead buy an
employment practices liability insurance (EPLI)
policy. Yet, unless the exclusion references the
insured as being the perpetrator of the wrong-
ful employment act, and in the absence of a
carveback clearly stating that the exclusion
won’t apply where the insured brokerage was
selling insurance or a bond to a customer, ap-
pellate cases began and are still now enforcing
the applicability of the exclusion to apply where



a customer or any other third party is the per-
petrator. Thus, if the insurance brokerage is
sued for any matter remotely “connected with”
an employment wrongful act, the brokerage
may not be covered. This now suggests that
the intent is no longer limited to the insured’s
actions, and the intent is not to cover any EPLI
matter, no matter who was involved.

One might suggest the first case to test the
enforceability of the foregoing was Jackson v.
Atlantic,® a 2005 New Jersey case that ruled
in favor of the insured insurance broker who
allegedly didn’t provide any pollution coverage
to a landlord who was eventually sued by a
tenant for exposure to lead. The landlord sued
the broker, whose E&O insurer denied cover-
age due to an absolute exclusion for pollution,
with no carveback nor any limitation restrict-
ing the exclusion to the activities of the in-
sured. The court held, in finding coverage for
the broker, that

The appellate court affirmed the trial court’s
decision in favor of the broker, finding that
the exclusion did not preclude coverage for
the professional negligence action. The
court specifically noted that the policy in
question covered professional negligence
for wrongful acts resulting from errors and
omissions of the insured from services ren-
dered as an insurance broker....

The insurer argued that the exclusion in the
policy specifically addressed the coverage
question because it included language that
excluded coverage for ... any litigation or
administrative procedure in which an In-
sured may be involved as a party; arising di-
rectly, indirectly, or in concurrence or in any
sequence out of actual, alleged or threat-
ened existence, discharge, dispersal, release
or escape of “pollutants....”

8Jackson v. Atlantic, No. A-1526-04T5F, 2005 N.J.
Super. Unpub. LEXIS 262 (Super. Ct. App. Div. Oct.
26, 2005), as reported by Andrew S. Boris, Esq. of
Tresslor, LLP (December 14, 2005).

The court dismissed the concept that the “in-
direct” language contained in the pollution
exclusion somehow supported the potential
applicability of the pollution exclusion to the
allegations of professional negligence. Find-
ing that the origin of the pollution was irrele-
vant, the court focused on the claim in
controversy, which involved professional
negligence and not pollution stemming from
the broker’s premises or acts. The court fur-
ther noted that the broker’s (as the insured)
reasonable expectations of coverage would
also support a finding of coverage in this cir-
cumstance. Thus, the court summarily dis-
missed the insurer’s arguments.

Similarly, in 2009, the US Court of Appeals for
the Ninth Circuit, in deciding California law,
ruled in S.J. Amoroso Constr. Co. v. Executive
Risk Indem., Inc., No. C 06-2572 SBA, 2009
U.S. Dist. LEXIS 116080 (N.D. Cal. Dec. 11,
2009). This case involved a D&O policy con-
taining an absolute exclusion for contractual lia-
bility, with the court holding,

an exclusion within a D&O (directors and of-
ficers) policy which precluded coverage for
claims “arising from” liability “under any
written or oral contract or agreement” did
not bar coverage where the insured was not
a party to the contract at issue and thus
had no liability under it.

However, few favorable decisions for insureds
have been seen since, including the aforemen-
tioned New Jersey and the Ninth Circuit for
California, where rulings have since gone the
other way.

In 2008, the case of James River Ins. Co. v.
Ground Down Eng’g9 was decided. This was
the case that first got my attention. This case
involved a Florida-based engineering firm,
which, although not mentioned in the opin-
ion, does 100 percent environmental testing

SJames River Ins. Co. v. Ground Down Eng’g, Inc., 540

F.3d 1270 (11th Cir. 2008), as reported by Monica
Mendes, Tressler Specialty: Line Advisory (2008).



of land (aka site 1 surveys). After failing to
find any pollution at a particular site, the firm
was sued when it was determined that it was
wrong. James River denied coverage based
on an absolute exclusion that was not limited
to the acts of the insured and did not have
any carveback for professional services. Flori-
da is a strict adherent to the four-corners
rule, a doctrine that states that, in the event
of ambiguous terms, the court should rely on
the relevant written instrument solely. In part
due to this adherence, the trial court found
that the exclusion was clear and unambigu-
ous and ruled in favor of James River. Subse-
quently, an appellate court reversed the deci-
sion due to the fact that the engineering firm
hadn’t created the pollution and was only
providing a professional service. In other
words, Ground Down was not the cause nor
the source of the pollution. That decision was
reversed by a higher court based on the four-
corners rule. The court held that causation
was not relevant (a theory that has been fol-
lowed by many states since).

In addition, the court briefly addressed the
issue of illusory coverage. The court stated
that other engineering services giving rise to
claims would be covered, and, thus, the pol-
icy was not illusory. This argument is ques-
tionable given the fact that the insured only
did environmental-related services. Other
cases have resulted in rulings that coverage
is not illusory if only one type of claim is
covered—despite premium costs that are
more in line with more complete and less
limited coverage.

Many cases have since followed the concept
that causation isn’t a factor, leaving large po-
tential gaps in one’s policy and thus one’s fi-
nancial security. As my colleague Christopher
Burand recently wrote,

The goal of insurance is to restore the in-
sured’s financial situation, their balance
sheet usually, to the exact amount less a
deductible just prior to the loss. People need
this protection when they suffer a large

loss. When that protection is not provided,
what happens?10

Lines of Business Particularly
Impacted by Absolute Exclusions

The usage of absolute exclusions that are not
limited to the actions of the insured exists in
most types of specialty lines insurance poli-
cies. What is interesting is to what extent.

Those insuring hazards that seem to have the
most exclusions that go beyond the activities of
the insured are found in the following policies.

¢ Miscellaneous professional liability
¢ Directors and officers liability

® |nsurance agent and brokers errors and
omissions (especially)

When one looks at the vast number of exclu-
sions not limited to the actions of the insured
that exist in insurance agent and broker pro-
fessional liability policies, it is rather extraordi-
nary considering the industry’s reliance on
agents and brokers.

Many other hazard groups have a mix where
some policies have a few absolute exclusions,
and some policies have a few more.

What is interesting is the hazard group that
has the fewest absolute exclusions for acts
that arise from someone other than the in-
sured. That group is lawyers, with accoun-
tants a close second. Some lawyers profes-
sional liability policies have no absolute
exclusions involving a third party, as every
exclusion refers to the “insureds” (a favor-
able approach for those insureds). In other
words, attorneys need not worry about

10Chris Burand, “How ‘You Have a Duty To read Your

Policy’ Language Can Wreck a Life,” /nsurance Journal
(July 1, 2019).



working on a wrongful termination, a dis-
crimination, or an environmental case, but an
insurance broker may not have any coverage
for selling an employment practices liability
insurance or pollution policy due to an abso-
lute exclusion with no carveback for simply
selling or placing the coverage.

Representative Cases Involving
Absolute Exclusions

What follows are cases mostly in the specialty
lines arena. The language “arising from” also
exists in other commercial and personal lines
policies. Nonetheless, exclusions generally
have followed one of three categories. There
are those exclusions that exist because the
nature of the claim is uninsurable, such as in-
tentional or fraudulent acts. There may be ex-
clusions that exist due to the fact that there
are other policies to cover that hazard. Finally,
there are exclusions that exist because the in-
surer simply does not want to cover that haz-
ard, such as return of attorney fees or claims
seeking return of commissions. Exclusions on
losses deemed uninsurable as a moral hazard
should be expected.

More concerning are those exclusions that are
not limited to the actions of the insured and
thus are resulting in claims being denied
where one would reasonably expect there
would be coverage. Certainly, that is the case
with the Ground Down decision (James River
Ins. Co. v. Ground Down Eng’g, 540 F.3d
1270 (11th Cir. 2008)) and many others that
follow. These cases can be split into two
groups: the first are those claim denials that
were upheld despite not being limited to the
activities of the insured, which can be harmful
for those insureds.

The other category involves intentional or ille-
gal acts by the insured. There should be no
quarrel with this category, other than the fact
that the breadth of the exclusion sets the
precedent for the first type of claim denials
that can be harmful for the industry.

Of course, there are some cases where the
courts ruled in favor of the policyholder, but
these are becoming less frequent.

The case reviews featured in this discussion
are authored by attorneys who are acknowl-
edged in the footnotes.

Case Summaries Favoring the Insurer
for Acts of Anyone (Potentially Even
Beyond the Insured) and/or Contrary to
What a Reasonable Insured Would Expect
To Be Covered

Pollution Exclusion in Engineers E&O Policy”

The underlying action involved a suit by a
property owner against the insured site asses-
sor (Ground Down) for alleged negligent com-
pletion of the assessment and negligent repre-
sentations to the property owner when it was
contracting to purchase the property. As a re-
sult, the property owner sustained damages
arising from the environmental contamination
at the site. Ground Down sought coverage
from its professional liability insurer, which de-
nied any defense or indemnity obligation
based upon the errors and omissions (E&O)
policy’s pollution exclusion. The district court
also found that it would be “unconscionable at
best” to interpret the policy as excluding
claims relating to “any form of pollution, re-
gardless of causation.” Upon appeal, the Elev-
enth Circuit noted the Florida Supreme Court’s
holding in Taurus Holdings, Inc. v. U.S. Fid. &
Guar. Co., 913 So. 2d 528 (Fla. 2005), where
the court found that the phrase “arising out
of” should be interpreted broadly, and it is
broader than the phrases “caused by,” “origi-
nating from,” and “having a connection with.”
In light of this broad interpretation, the Court
of Appeals found that “[a] thorough reading of
the policy in this case shows the intended
breadth of the exclusion and reveals that the

" James River Ins. Co. v. Ground Down Eng’g, Inc., 540
F.3d 1270 (11th Cir. 2008), as reported by Monica
Mendes, Tressler Specialty: Line Advisory (2008).



exclusion [applies to] the claim brought by [the
property ownerl.” Specifically, the court noted
that the exclusion precluded coverage for “any
damages, claim or suit ... arising out of pollu-
tion including damages for devaluation of
property and requests that any insured or oth-
ers ‘monitor, clean up, remove, contain, treat,
detoxify or neutralize or in any way respond to
... the effects of pollutants, environmental im-
pairments, contaminants....”"

The court further held that the alleged dam-
ages “arise directly out of the alleged discov-
ered pollution and are covered explicitly by
the exclusion.” The court also reasoned that
it was bound by the plain language of the pol-
icy, which provided that the exclusion applied
regardless of whether the “cause for the inju-
ry or damage is the insured’s negligent hiring

or wrongful act.” The court interpreted
this provision to mean that the exclusion ap-
plied regardless of whether the insured’s con-
duct actually resulted in pollution. According-
ly, the Eleventh Circuit reversed and found in
favor of the insurer.

Finally, in response to the argument that the
policy provided illusory coverage, the court
noted that any engineering claim not involv-
ing “pollution” would be covered, while ignor-
ing the fact that the insured’s operations, as
per their application, was 100 percent pollu-
tion related.

Bankruptcy or Insolvency of Anyone in an
Insurance Broker’s E&O Policy72

This action involved the interpretation of an
E&O policy issued by Westchester Fire Insur-
ance Company (Westchester) to C.L. Frates &
Company (Frates), a broker. The policy con-
tained an exclusion for claims “arising out of”
bankruptcy or insolvency. Frates was retained
by its client to procure stop-loss coverage for it,
which it placed with United Re. After issuing

'2¢.1. Frates & Co. v. Westchester Fire Ins. Co., 2013
U.S. App. LEXIS 18340 (Sept. 4, 2013), as reported
by Michaela L. Sozio and Yvonne M. Schulte, Tressler,
LLP (2013).

the stop-loss policy, United Re filed for bank-
ruptcy protection. Learning of the bankruptcy
filing, Frates investigated United Re and discov-
ered that it was not an insurance company. It
had been sued in Ohio and filed bankruptcy to
stall the Ohio litigation. Based on these facts,
Frates advised the client to move its stop-loss
coverage to another insurer. Frates, however,
had to reimburse the client for what it lost
through the payment of higher deductibles.
Frates tendered a claim to Westchester under
its E&O policy, seeking reimbursement of the
additional deductible cost. Westchester dis-
claimed any obligation to reimburse it on the
basis that the claim arose out of the bankrupt-
cy or insolvency of United Re.

The court asked whether a reasonable trier of
fact could conclude that the claim “arose out
of” United Re’s bankruptcy or insolvency. As a
preliminary matter, there was an issue as to
whether United Re was insolvent or whether it
filed bankruptcy as a litigation tactic. Oklahoma
courts define the term “insolvency” to mean
“an inability to pay debts as they become due.”

Underlying Fraud in Title Agent’s E&O
Policy™3

Darwin insured Zen Title, a title insurance agen-
cy, under a claims made and reported profes-
sional liability policy. One of Zen Title's clients
was United General Title Insurance Company
(UGT), for which Zen Title had responsibility for
recording mortgages, deeds, and mortgage sat-
isfactions and for paying fees associated with
those recordings. Zen Title's responsibilities al-
so including paying off mortgages on behalf of
UGT and its customers in connection with
mortgage refinancing transactions. During the
policy period, UGT terminated its relationship
with Zen Title and brought suit against the
company and its three principals. The court re-
jected the insured’s attempt to divorce the
cause of action for negligence from its context

13Bethel v. Darwin Select Ins. Co., 2013 U.S. App. LEXIS
23183 (8th Cir. Nov. 18, 2013), as reported by Traub,
Liebeman, Strauss & Shresberry, LLP (November 22,
2013).



within the rest of the complaint. While the
court agreed that the plaintiff could have filed a
cause of action for negligence that had nothing
to do with the alleged fraudulent scheme, the
court could not ignore the actual allegations in
the complaint. As the court explained, “Minne-
sota’s notice pleading rules did not require UGT
to identify the specific circumstances under
which each failure to record occurred, and so
UGT’s claims could possibly be premised on
unspecified failures to record that are unrelated
to the fraudulent scheme. This argument under-
estimates the significance of what UGT actual-
ly included in its complaint.”

Commingling Exclusion in Title Agents
E&O Policy™

The insured, a title insurance agent, acted as
the title and settlement agent for a real estate
transaction in New Jersey. After the closing
was postponed, the agent tried to return the
loan proceeds to the mortgage lender. As part
of that process, the agent received emails
from individuals purporting to be representa-
tives of the lender concerning the wire details
for the return of the funds. Relying on the in-
structions provided, the agent transferred the
loan proceeds of $480,750.96, only later to
find out it was a scam. The US District Court
for the District of New Jersey, applying New
Jersey law, has held that an insurer does not
need to cover more than $480,000 that an in-
sured transferred pursuant to fraudulent in-
structions. The court determined that the cir-
cumstances implicated an exclusion that
precluded coverage for loss that arose out of
the theft or misappropriation of funds. The
court disagreed and determined that the exclu-
sion broadly encompassed conduct by the in-
sured or a third party.

"4 Authentic Title Servs. v. Greenwich Ins. Co., No. 18—
4131 (KSH) (CLW), 2020 U.S. Dist. LEXIS 215018
(D.N.J. Nov. 17, 2020).
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Pollution Exclusion in Insurance Company
E&O Policy’®

The (insurance) company was sued after de-
nying coverage under a real estate pollution
policy for costs incurred to clean up ground-
water contamination. The insurance company
tendered the pollution coverage action to the
E&O insurer, which denied coverage based on
an exclusion in the E&O policy for claims
based on or arising out of pollution and “any
dispute over the existence or absence of, or
particular terms, conditions or amount of, in-
surance coverage” for pollution. (The insurer’s
application clearly disclosed premiums written
for pollution policies it sold others in addition
to its other lines of coverage—hence, premi-
ums were paid on that volume.) The court
agreed with the E&O insurer, holding that the
pollution exclusion was unambiguous, and
barred coverage for the pollution claim. The
company argued that the E&O insurer waived
or was estopped from relying on the pollution
exclusion because it had not issued a cover-
age position for some years after the claim
was tendered. The court disagreed, holding
that the company had not alleged any facts
showing that the E&O insurer intended to
waive its coverage defenses or that the com-
pany had reasonably relied to its detriment on
the absence of a coverage position. The court
also dismissed the company’s claim for refor-
mation, finding insufficient allegations that the
parties “intended” to cover pollution claims
under the E&O policy. Interestingly enough,
the insured’s application disclosed its premium
volume for sales of pollution policies to its
customers, and premium was charged for that
line item as a result.

SUnited Nat’l Ins. Co. v. Indian Harbor Ins. Co., No.

14-6425, 2015 U.S. Dist. LEXIS 12370 (E.D. Pa.
Feb. 2, 2015), as reported by Karen L. Toto, Wiley,
LLP (February 19, 2015).



Prior Acts Clause—Not Limited to the
Wrongful Acts of the Insured Persons
in a D&O Policy’®

Two insured persons, executives at a bank,
were sued by the bank’s bankruptcy adminis-
trator for breaching fiduciary duties to the
bank. They allegedly approved two tax return
transfers to the bank’s subsidiary in 2009
that were made when the bank was insolvent
and thus violated the Florida Uniform Fraudu-
lent Transfers Act. In November 2012, the
administrator made a written settlement de-
mand. After the demand was forwarded to
the directors and officers (D&O) insurer, the
insurer denied coverage based on the policy’s
prior acts exclusion. The exclusion provided
that the insurer would not be liable for any
claim "arising out of, based upon, or attribut-
able to any Wrongful Act committed or al-
legedly committed, in whole or in part, prior
to [November 10, 2008].”

On appeal, the court held that the prior acts
exclusion barred coverage for the fraudulent
transfer claims because the fraudulent transfer
claims “arose from” wrongful acts that predat-
ed the policy’s effective date. In so holding,
the court noted that the exclusion’s language,
which barred coverage for any claim "arising
out of” any wrongful act committed prior to
the inception date of the policy, had a broad
meaning. Although the transfers were made
after the prior acts date, the underlying con-
duct rendering the bank insolvent—and the
transfers fraudulent—occurred before the pri-
ors acts date. The court concluded that the
fraudulent transfer claims “arose from” wrong-
ful acts that predated the policy’s effective
date and thus fell within the scope of the prior
acts exclusion.

Zucker v. U.S. Specialty Ins. Co., 856 F.3d 1343
(11th Cir. 2017), as reported by Bridgett A. Franklin,
Brouse McDowell, Lexology, and others (September
12, 2017).
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Medical Services and Bodily Injury Exclusion
in Software Tech E&O"7

The insured was a software development and
data hosting company. It contracted to convert
certain electronic medical records for a health-
care provider from one platform to another.
Two years later, a patient sued the provider for
malpractice, alleging that he was incorrectly
prescribed a particular medication. The provider
asserted a third-party claim for contribution and
indemnification against the insured and other
parties. The provider alleged that the insured
improperly converted its electronic medical re-
cords. The insured sought coverage under a
technology E&O policy, but its insurer declined
coverage based on two exclusions. First, the
court held that coverage was barred by an ex-
clusion for any claim “based on or arising out of
medical professional malpractice including, but
not limited to, the rendering olr] failure to ren-
der medical professional services, treatment or
advice.” The court noted that the phrase “aris-
ing out of” had a “broad, comprehensive ...
meaning.” The court held that the exclusion for
any claim “arising out of or resulting from:
physical injury” barred coverage as well.

ERISA and ESOP Exclusions in Fiduciary
Liability Policy’®

The president and CEO of a company that pro-
vides trustee services to employee stock own-
ership plans (ESOPs) executed a stock pur-
chase agreement on behalf of an ESOP.
Because the company relied on a flawed valua-
tion opinion to purchase the stock, the stock
was overvalued, and the transaction resulted in
a significant financial loss to the ESOP. The De-
partment of Labor filed an action against the
company, the president, and the ESOP alleging
Employee Retirement Income Security Act

"7 Jackson, Key & Assocs., LLC v. Beazley Ins. Co., No.
1:18-CV-00322-KD-C, 2018 U.S. Dist. LEXIS 215887
(S.D. Ala. Nov. 30, 2018), as reported by Edward R.
Brown, Wiley, LLP (January 17, 2019).

'8Gemini Ins. Co. v. Potts, No. 2:16-cv-612, 2020 U.S.
Dist. LEXIS 124027 (S.D. Ohio July 15, 2020), report-
ed by Ysabelle Reyes, Wiley, LLP (July 22, 2020).



(ERISA) violations. The exclusion stated that
“This Policy does not apply to any Claim or
Claim Expenses Arising Out Of any actual or al-
leged: J) Violation of or failure to comply with
the ... ERISA ... or similar provisions of any
Federal, State or local statutory law or common
law.” The court held that coverage was not illu-
sory as long there was “at least one example to
which coverage would apply.” Accordingly, the
ERISA exclusion barred coverage.

Premium Finance-Related Claims in
Insurance Broker E&O Policy”9

The insured agent was sued by one of his cli-
ents, who alleged that he lost more than $3
million due to a premium-financed life insur-
ance agreement that the agent had brokered
and that the agent made misrepresentations
regarding future premium payments. The in-
surer defended the agent under a reservation
of rights. The court held that a professional li-
ability policy does not afford coverage for a
lawsuit against an insurance agent because
the suit fell within the policy’s exclusions for
claims based upon, directly or indirectly aris-
ing out of, or in any way involving premium fi-
nance mechanisms regarding future payments.

Products Exclusion in D&O Policyzo

MRC Polymers, the insured entity, was in the
recycled plastics business manufacturing plastic
“flake” using a proprietary “Washline technolo-
gy.” It formed a limited liability company (LLC),
MRH, to hold the intellectual property rights to
the technology and another LLC (Operations) to
hold its assets. An investor in the waste and re-
cycling industries purchased the Washline tech-
nology from MRH and Operations as well as
Washline equipment from MRC. The investor al-
so entered into certain facility and equipment

19Columbia Cas. Co. v. Abdou, No. 15cv80-LAB (KSC),
2015 U.S. Dist. LEXIS 169036 (S.D. Cal Dec.16,
2015), as reported by Jennifer A. Williams, Wiley, LLP
(January 11, 2016).

20nanover Ins. Co. v. MRC Polymers, Inc., 2020 IL
App. (1st) 192337 (Sept. 10, 2020), as reported by
Aronberg Goldgehn (September 29, 2020).
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leases with MRC. The investor later became dis-
satisfied with the performance of the technolo-
gy and equipment and sued MRH, Operations,
and a principal associated with all the entities.
The investor alleged fraudulent inducement,
misrepresentation, contractual indemnification,
and breach of contract.

MRC’s insurer denied coverage for the law-
suits, relying on the products and services lia-
bility exclusion in a private company manage-
ment liability policy, and filed a declaratory
judgment action in lllinois state court. The ex-
clusion barred coverage for “Loss for any Claim
based upon, arising out of or in any way related
to any actual or alleged Claim for a Wrongful
Act by reason of or in connection with the effi-
cacy, performance, health or safety standards
and/or proprietary licensing rights for any ser-
vices, products or technologies offered, prom-
ised, delivered, produced, processed, pack-
aged, sold, marketed, distributed, advertised
and/or developed by the Insured Entity (MRC).”
The appellate court (and insurer) acknowledged
that “if any part of the underlying complaint
sets forth alleged facts that are within the
scope of coverage, the duty to defend arises.”
And “if several theories of recovery are alleged
in the underlying complaint against the insured,
the insurer’s duty to defend arises even if only
one of several theories is within the potential
coverage of the policy.” The court disagreed
with MRC’s reading of the exclusion as apply-
ing only where MRC offered the product direct-
ly to the end user. The court noted the “ex-
tremely broad” language of the exclusion that
clearly applied to preclude coverage.

Lack of Good Faith Exclusion in Claims TPA
E&O Policy?’

The insured acted as a third-party administra-
tor (TPA) for an auto liability insurer. After a
car accident involving an insured driver, the

21 American Claims Mgmt. v. Allied World Surplus Lines
Ins. Co., No. 18-CV-925 JLS (MDD), 2020 U.S. Dist.
LEXIS 161594 (S.D. Cal. Sept. 3, 2020), as reported
by Edward R. Brown, Wiley, LLP (September 29,
2020).



injured victims made a settlement demand for
the $30,000 policy limit. The TPA did not re-
solve the claim within the limit. The victims
obtained a $21 million jury verdict and the
right to proceed against the driver’s insurer for
bad faith. The insurer settled with the victims
for $15 million and commenced arbitration
against the TPA, ultimately obtaining an $18.5
million award. The TPA’s E&O insurer denied
coverage. Coverage litigation ensued. On
cross-motions for summary judgment, the
court ruled that the TPA’s E&O policy did not
cover the loss.

A federal district court has ruled that a TPA's
professional liability policy does not afford
coverage for a claim against the TPA arising
from an excess judgment against the TPA's
insurer-client. First, the court ruled that a
“Claims Services Exclusion” applicable to
claims “based upon, arising out of, directly or
indirectly resulting from, in consequence of,
or in any way involving any actual or alleged
... lack of good faith or fair dealing in the han-
dling of any claim or obligation arising under
an insurance contract or policy” barred cover-
age. After noting the prefatory language that
was even broader than language requiring a
“minimal causal connection or incidental rela-
tionship,” the court ruled that the automobile
insurer’s assertions that the TPA carried out
its claims handling obligations in bad faith
were sufficient to implicate the exclusion.
The court also concluded that only an “allega-
tion” of bad faith was necessary, even if no
bad faith was proved.

Second, the court applied a “Dishonest Act”
exclusion, which barred coverage for any
claim “brought about or contributed to by any
dishonest or fraudulent act or omission or any
willful violation of any statute, rule, or law by
any Insured.” In so doing, the court rejected
the insured TPA’s argument that it was not
found to have committed fraud, concluding
that the exclusion applied more broadly.
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Prior and Pending Litigation Exclusion
(Continuity) in D&O Policy??

The prior litigation exclusion in this case pre-
cluded coverage for any claim arising out of
“prior or pending litigation or administration or
regulatory proceeding, demand letter or formal
or informal government investigation or inqui-
ry.” The insurer argued that the prior litigation
exclusion applied since the underlying action
was part of ongoing litigation commenced pri-
or to the policy’s “Continuity Dates” for al-
leged acts that occurred prior to the continuity
dates and arose out of an arbitration award
and judgment in which the employer’'s CEO
was found to have engaged in fraud. The in-
sureds argued that the arbitration demand was
not “litigation” and that it was unrelated to
the underlying litigation. The Ninth Circuit af-
firmed the district court’s ruling in the insur-
er’'s favor. With respect to the prior knowl-
edge exclusion, there was no coverage
because an insured, albeit not necessarily the
insureds seeking coverage, knew of the facts
and circumstances from which the underlying
suit derived. The court also agreed that the
prior litigation exclusion precluded coverage
for the underlying litigation because the suit
arose out of a demand letter issued before the
continuity date.

22Woo v. Scottsdale In. Co., No. 14-56992, slip op.
(9th Cir. Apr. 28, 2017), as reported by Danita L. Da-
vis Sudac, Bad-Faith Bulletin (May 10, 2017).



language for insureds.

Prior Act Language

Prior Pending Language

Policy.” (Emphasis added.)

Employment Practice Policy

Examples of Concerning Policy Language

While not yet appearing in any cases, there are other forms of potentially harmful policy

Three Concerning Policy Provisions for Insureds

“In consideration of the premium charged, it is agreed that the Insurer will not be liable
to make any payment of Loss in connection with a Claim arising out of, based upon or
attributable to any Wrongful Act committed or allegedly committed, in whole or in
part, prior to ...” where the definition of “Wrongful Act” is not limited to the insured(s).

“IT IS AGREED that the Insurer is not obligated to pay Damages or Claim Expenses ...
or based upon or arising out of, either directly or indirectly from any legal actions, arbi-
tration, or other adjudicative proceeding instituted and pending prior to the Effective
Date of this Policy, whether or not any Insured was named as a party in such legal
action, arbitration, or other adjudicative proceeding prior to the Effective Date of this

Absolute Bodily Injury Exclusion with No Emotional Distress Carveback in an

“lt is understood and agreed that Clause 3, EXCLUSIONS, of the Employment Practices
Liability Coverage Section is amended by deleting Exclusion (f) in its entirety and replac-
ing it with the following: (f) alleging, arising out of, based upon or attributable to bodily
injury, sickness, disease or death of any person, or damage to or destruction of any tan-
gible property, including the loss of use thereof;...” (How can one claim to cover employ-
ment practices liability insurance (EPLI) claims when the resultant damage is excluded?
Almost all damages claimed in an EPLI case are for emotional distress.)

Case Summaries Favoring the Insurer
Involving Acts or Hazards Inconsistent
with the Hazard To Be Insured (i.e., the
Hazard Is Insurable on Another Type of
Form) or Not Insurable

What follows are cases with which insureds
should generally have no quarrel. However,
what is lacking in the policy forms themselves
is the expected severability language that one
often finds and exclusions that would thus
provide coverage to an innocent insured. In

14

addition, with respect to the D&O liability de-
cisions involving contractual exclusions, note
that in many D&O policies, especially for pri-
vately held corporations, there are coverage
grants and exclusions that are unique to the
individual directors and officers, as opposed to
the corporate entity. For instance, usually the
individual directors and officers have more
coverage than the entity for causes of action
such as breach of contract, product liability,
etc., but those causes of action would be ex-
cluded as to the corporate entity, which is
usually an insured in a privately held corporate



D&O form. Thus, in the cases below, it ap-
pears that the individual directors and officers
were not covered for breach of contract when
normally they would in fact have been covered
under many other forms.

Also true, especially in lender exposures, is the
fact that often D&O liability coverages are of-
fered and provided in conjunction with a sepa-
rate policy for professional liability. This may
not always be the case, and some D&O policies
do have carvebacks in their professional ser-
vices exclusions that would provide coverage
to an individual director or officer when acting
in a supervisory role. This is something usually
found, again, in private company forms.

Fee Dispute in Attorney’s Professional
Liability Policy?3

The court held that a professional liability in-
surer was obligated to provide a defense to a
law firm for a fee dispute, rejecting the insur-
er's argument that this was not the rendering
of or failure to render professional legal ser-
vices. Given the breadth of the phrase “arising
out of,” a defense was owed: “Under Texas
law, the phrase ‘arising out of’ means that
there is simply a causal connection or relation,
which is interpreted to mean that there is but
for causation, though not necessarily direct or
proximate causation.” Therefore, despite being
a fee dispute, if the claim had a “causal con-
nection or relation” to the provision of profes-
sional legal services, a defense was owed.

Invasion of Privacy D& O Policy24

A claim against a corporation was denied un-
der its D&O policy where the court granted
summary judgment in favor of the insurer,

23Shamoun & Norman, LLP v. Ironshore Indem., Inc., 56
F. Supp. 3d 840 (N.D. Tex. 2014), as cited by Randy
Manloff, “’Arising Out Of:" The Policy Language That
Cuts Both Ways,” Coverage Opinions 3, no. 15 (No-
vember 5, 2014).

2440 v. Liberty Ins. Underwriters, Inc., No. 9:18-cv-
80762 (S.D. Fla. May 30, 2019), as reported by
Edward R. Brown, Wiley, LLP (June 7, 2019).
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holding that an invasion of privacy exclusion
barred coverage for the lawsuit. The invasion
of privacy exclusion excluded from coverage
any claim “based upon, arising out of, or at-
tributable to any actual or alleged defamation,
invasion of privacy, wrongful entry and evic-
tion, false arrest or imprisonment, malicious
prosecution, abuse of process, assault, bat-
tery or loss of consortium.” The court rejected
the claimants’ argument that an invasion of
privacy is not an element of a Telephone Con-
sumer Protection Act (TCPA) claim and ruled,
instead, that the allegations clearly included
alleged privacy violations under the TCPA be-
cause the class argued that the insured’s texts
violated their privacy.

Contract Exclusion in Educator’s
Professional Liability25

An educator’s professional liability insurance
policy did not afford coverage for a lawsuit
against an insured schoolteacher accused of
sexually abusing a student. Specifically, the
court held that the allegations of sexual abuse—
despite occurring in part on school premises—
did not constitute “educational employment ac-
tivities” necessary to trigger coverage.

Contract Exclusion in D&O Policy26

Land Resource LLC (LRC) built residential subdi-
visions in the southern United States. Robert
Ward was LRC’s CEO. The municipalities in
which LRC built the subdivisions required LRC
to obtain surety bonds to guarantee perfor-
mance. Beginning in 2003, Bond-Lexon issued
subdivision bonds to LRC. In connection with
the issuance of the bonds, Ward and LRC exe-
cuted a general agreement of indemnity (GAI),
in which LRC and Ward indemnified Bond-Lexon
from claims, demands, and liabilities that the

25Horace Mann Ins. Co. v. Barney, No. 2:17CV000186,

2018 U.S. Dist. LEXIS 60318 (W.D. Va. Apr. 10,
2018), as reported by Danielle Barondess, Wiley, LLP
(April 25, 2018).

26Unpublished 11th Circuit opinion (Oct. 5, 2015), as re-
ported by Keven LaCroix, The D&O Diary (November
3, 2015).



surety company might incur as a result of hav-
ing executed the bonds. In the summer of
2008, LRC stopped making progress on the
subdivision construction. The municipalities
sent Bond-Lexon notices of default. The bonds
were paid. Bond-Lexon filed a two-count federal
court complaint against Ward and other direc-
tors and officers of LRC, alleging (1) a breach of
the contractual duty to indemnify under the GAI
and (2) negligence by Ward and other individual
defendants. Ward submitted the lawsuit as a
claim to LRC’s D&O insurer. The insurer denied
coverage for the claim in reliance on the insur-
ance policy’s contractual liability provision.

The Eleventh Circuit, applying Florida law,
held that a D&O insurance policy’s contractu-
al liability exclusion precluded coverage for
negligence claims asserted against persons
insured under the policy. The contract exclu-
sion was written with a broad “based upon,
arising out of” preamble wording. The deci-
sion highlights concerns about the use of the
broad preamble in D&O insurance policies’
contractual liability exclusion.

Lending Services Exclusion
in Bank’s D&O Policy?”

A “Lending Services” exclusion in a D&O poli-
cy barred coverage for a claim alleging that a
policyholder wrongfully recorded and refused
to release certain security interests. The prop-
erty owner filed suit against the bank and its
officers, seeking a declaratory judgment that
the liens were fraudulent and asserting various
state law claims. Those claims were premised
on allegations that the bank and its officers
improperly placed fraudulent liens on the own-
er’s property and that they refused to release
those liens unless they were paid a certain
sum of money. In a coverage action that fol-
lowed, the insurer argued that there was no
coverage for the property owner’s claims be-
cause the policy excluded claims “based upon,

27 Western Heritage Bank v. Federal Ins. Co., 938 F.
Supp. 2d 1219 (D.N.M. 2013), as reported by Wiley,
LLP (May 2013).
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arising from, or in consequence of the [in-
sured’s] performing or failure to perform
Lending Services.” In so ruling, the court held
that an injury is “based upon, arises from, or is
in consequence of” certain conduct if there is
a causal connection between the two, reject-
ing an insured’s argument that proximate
causation is required. The policyholder, a
bank, made several loans to its customer so
that the customer could purchase a franchise
and open a restaurant. The customer entered
into a lease with a property owner and made
renovations to the property, and the bank se-
cured its loans with liens on the restaurant
equipment, the franchise, and the lease. The
customer subsequently defaulted on its bank
loans, franchise agreement, and lease, and the
property owner terminated the lease and iden-
tified another company to take over the fran-
chise and operate the restaurant. That compa-
ny eventually shut down its operation of the
restaurant, however, when the bank refused
to release its liens.

Lending Services in Bank’s D& 0?8

The investors’ allegation that plaintiff Westport
National Bank used incoming funds to pay its
own fees and to sustain its custodial business
and continue to generate its fees implicated a
“profit” and a “financial advantage to which
[Westport] was not entitled.” The court’s final
ground for denying coverage was the policy’s
“Personal Profit and Advantage Exclusion” (of-
ten called the profit/advantage exclusion). A
form of the profit/advantage exclusion is found
in most D&O policies, but the language can
vary greatly. In the language of the exclusion in
the professional liability policy before the court,
the exclusion eliminated coverage for loss
“based upon, arising out of, or attributable to
[the] Insured gaining in fact any personal profit,
remuneration or financial advantage to which
such Insured was not legally entitled.”

28 pssociated Cmty. Bancorp., Inc. v. St. Paul Mercury

Ins. Co., 2014 NY Slip Op 04697, 118 A.D.3d 608,
989 N.Y.S.2d 15 (App. Div. 1st Dept.), as reported by
John Green, Farella, Braun, & Martell (July 21, 2014).



Profit/Advantage Exclusion in D&O Polic:yz‘9

A bank caught up in the Madoff debacle had no
coverage, not even for defense costs, for inves-
tor claims. A form of the profit/advantage exclu-
sion is found in most D&O policies, but the lan-
guage can vary greatly. The exclusion in the
professional liability policy before the court elimi-
nated coverage for loss “based upon, arising out
of, or attributable to [the] Insured gaining in fact
any personal profit, remuneration or financial ad-
vantage to which such Insured was not legally
entitled.” One would assume that the proviso
that the advantage or profit must be gained “in
fact” requires some finding, or at least a pre-
sumption, that the excluded conduct was not
simply alleged but actually (“in fact”) occurred.
The court found, however, that the mere allega-
tions by the investors that the insured was moti-
vated by a profit or advantage to which it was
not entitled triggered the exclusion. This same
“profit/advantage” exclusion with an “in fact”
trigger can be found in some D&O policies cur-
rently sold to public or private corporations.
However, the more typical—and more favor-
able—version of the exclusion limits its applica-
tion to situations where there has been a “final
adjudication” of the excluded conduct.

Securities-Related Exclusion
in Private Company D&O Policygo

The insurer issued a management liability policy
with a D&O coverage part to a company indi-
rectly owned by the plaintiffs based on their
ownership interests in certain closely held
companies. In 2014, the plaintiffs entered an
agreement to sell their interests in the insured
company to a separate holding company. The
holding company filed suit against the plaintiffs,
alleging they made false representations during
negotiations and in the purchase agreement.

29 pssociated Cmty. Bancorp., Inc. v. St. Paul Mercury
Ins. Co., 2014 NY Slip Op 04697, 118 A.D.3d 608,
989 N.Y.S.2d 15 (App. Div. 1st Dept.), supra.

30Gleason v. Markel Am. Ins. Co., Civil Action No. 4:17-
CV-00163, 2018 U.S. Dist. LEXIS 11608 (E.D. Tex.
Jan. 24, 2018), as reported by Danielle Barondess,
Wiley, LLP (January 30, 2018).
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The plaintiffs sought coverage under the policy
as insured directors and officers of the compa-
ny, which the insurer denied. The court has held
that a broadly worded securities exclusion bars
coverage of claims “incidental” to alleged mis-
representations made in connection with the
sale of securities. The court next reviewed the
policy’s securities exclusion, which barred cov-
erage for any claim “based upon, arising out of
or in any way involving ... the actual, alleged or
attempted purchase or sale, or offer or solicita-
tion of an offer to purchase or sell, any debt or
equity securities.” The court relied on the broad
“arising out of” language to conclude that “[a]
claim need only bear an incidental relationship
to the described conduct for the exclusion to
apply.” It held that even if, as the plaintiffs ar-
gued, at least one of the allegations was not
“caused by” the sale of their interests in the
company, “all of the allegations bear, at the
very least, an incidental relationship to the
sale.” The court also held that an exception to
the exclusion that restored coverage for claims
“based upon, arising out of or in any way in-
volving ... private[]lplacement transaction[s] ex-
empt from registration under the Securities Act
of 1933" did not apply. The Act exempts from
registration “transactions by an issuer not in-
volving any public offering,” and since the plain-
tiffs merely resold previously issued securities,
they did not constitute “issuers” under the Act.

Securities Exclusion in
Private Company D&O Policy®’

Colorado Boxed Beef Co. Inc. (CBB), a private
company, and four of its directors and officers
were sued in Polk County, Florida, by former
holders of CBB securities who had sold their
shares to three of the four CBB officers and di-
rectors as part of a prior stock purchase agree-
ment transaction on or about April 1, 2015.
The sellers alleged that the CBB directors and
officers made misrepresentations and omis-
sions of material facts relating to factors that

31Colorado Boxed Beef Co., Inc. v. Evanston Ins. Co.,

No. 19-10326 (11th Cir. 2019), as reported by Mar-
garet Thomas, Wiley, LLP (June 2, 2019).



deflated CBB’s stock price to the advantage of
the directors and officers who bought the de-
valued shares. Specifically, the sellers alleged
misrepresentations by those directors and offi-
cers and in the form of corporate theft, exces-
sive compensation, usurpation of corporate
opportunities, and self-dealing. Through this
fraudulent conduct, the sellers alleged that the
directors and officers acquired the CBB shares
with CBB's funds rather than with their own
money. The court held that an exclusion for
claims “based upon, arising out of or in any
way involving” the sale of securities extended
to allegations of self-dealing and corporate
theft despite the insureds’ contention that
they could stand alone from the excluded se-
curities claims. In so holding, the court found
that these allegedly wrongful acts were the
means by which the insureds allegedly accom-
plished the excluded securities fraud. While
the insureds have filed an appeal in the Elev-
enth Circuit, the district court’s willingness to
apply the exclusion to arguably independent
wrongful acts counsels policyholders to care-
fully analyze the exclusions, including the pre-
amble language, contained in their D&O poli-
cies. In addition, although the Colorado Boxed
Beef opinion focused solely on the construc-
tion and application of a D&O policy, the un-
derlying plaintiffs’ claims may have been cov-
ered under a seller-side representations and
warranties policy tailored to the disputed
transaction, had such a policy been procured.
Alternative coverage options, such as repre-
sentations and warranties policies, should be
considered in order to avoid potential gaps in
coverage where broad exclusions may defeat
coverage under other types of insurance.

Specific Litigation Exclusion in D&O Policy>?

The excluded litigation involved an allegation
that an individual had agreed to bribe the gov-
ernor of lllinois in exchange for his support of
certain legislation. The excluded litigation

82RSUI Indem. Co. v. Worldwide Wagering, Inc., No. 17-
CV-01690, 2017 U.S. Dist. LEXIS 109993 (N.D. IIl.
Jul. 17, 2017), as reported by Alexander Merritt, Wi-
ley, LLP (July 24, 2017).
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resulted in a $78 million judgment. In the un-
derlying case, the company and its directors
were alleged to have acted to conceal assets of
the company from the creditors in the excluded
litigation. The insureds argued that because the
underlying litigation involved “some facts and
allegations” relating to the excluded litigation,
as well as allegations relating to funds not con-
nected to the excluded matter, the exclusion
should not apply. The exclusion provided that
“[t]he Insurer shall not be liable to make any
payment for Loss arising out of or in connec-
tion with any Claim made against any Insured
alleging, arising out of, based upon or attribut-
able to, directly or indirectly, in whole or in
part, the following litigation[.]” The excluded
litigation involved an allegation that an individu-
al had agreed to bribe the governor of lllinois in
exchange for his support of certain legislation.
The court rejected that argument, holding that
the exclusion barred coverage and noting that
the underlying matter need only arise out of the
excluded matter “in part.” The court explained
that “[t]lhe exclusion provision ... did not re-
quire that litigation be identical to the [excluded
matter] to be excluded from coveragel;] litiga-
tion merely had to arise from or be based in
part on the [excluded matter].”

Social Media Fraudulent Transfer Exclusion in
Accountant’s E&O Policy®3

A third party compromised the client’s email
server and sent fraudulent email requests for
vendor payments to the insured. The insured
completed the transactions, wiring more than
$500,000 to bank accounts presumably con-
trolled by the third party. After the loss was
discovered, the client blamed the insured, and
the insured sought coverage under its profes-
sional liability policy. The insurer denied cov-
erage based on a policy exclusion barring cov-
erage for “any damages or claim expenses,
for any claim ... based upon or arising out of
the actual or alleged theft, misappropriation,

33Accounting Res. Inc. v. Hiscox, Inc., No. 3:15-cv-
01764 (JAM), 2016 U.S. Dist. LEXIS 135450 (D.
Conn. Sept. 30, 2016), as reported by Wiley Execu-
tive Summary (November 22, 2020).



commingling, or conversion of any funds,
monies, assets, or property.” The insured
then filed an action against the insurer for
breach of contract. The court granted an in-
surer’'s motion to dismiss a breach of con-
tract claim by an accounting firm, holding
that the firm’s professional liability policy’s
exclusion for theft, misappropriation, com-
mingling, or conversion of funds precluded
coverage for a claim against the insured for
completing fraudulently requested transfers
of funds. The court held that the exclusion
was unambiguous and precluded coverage for
the claim. The insured argued that the exclu-
sion barred coverage only for theft, misappro-
priation, commingling, or conversion of funds
by the accounting firm or its employees and
not for the negligence of the insured in con-
tributing to or failing to prevent those acts by
others. The court concluded, however, that
the exclusion contained no limitation regard-
ing who must engage in the theft, misappro-
priation, commingling, or conversion, and, as
a result, the exclusion applied regardless of
who engaged in those acts. According to the
court, the fact that other exclusions (e.g., the
intentional acts exclusion) did specify to
whose acts the exclusion applied supported
its conclusion, because the parties plausibly
could have drafted a similar limitation on the
theft of funds exclusion.

Pollution Exclusion in Commercial
Umbrella Policy®*

The subject policy was issued by Great Ameri-
can to U.S. Concrete and provided commercial
umbrella insurance coverage. Eastern Concrete
Materials, Inc.—a wholly owned subsidiary of
U.S. Concrete—was one of more than 60 enti-
ties named as insureds under the umbrella pol-
icy, which provided protection over and above
a commercial general liability (CGL) policy is-
sued by ACE American. Payment and defense
obligations were outlined within the Great

34Great Am. Ins. Co. v. ACE Am. Ins. Co., No. 4:18-CV-
114-A, 2018 U.S. Dist. LEXIS 68022 (N.D. Tex. Jul.
10, 2018), as reported by Carlton, Fields, Joden &
Burt (July 30, 2018).

19

American umbrella policy, and an absolute pol-
lution exclusion specifically provided a pream-
ble as follows.

The insurance does not apply to: ...

L. Any liability, including but not limited to
settlements, judgment, costs, charges, ex-
penses, costs of investigations, or the fees
of attorneys, experts, or consultants, arising
out of or in any way related to....

This case represents a broad application of a
pollution exclusion. While the word “pollutant”
may connote for most a gray haze hanging
over an industrial factory or the entry of toxic
chemicals into a water supply, the location of
even an innocuous substance may be held to
impact the definition, such that it constitutes
a “pollutant” in some contexts. Here, the
court looked to the ultimate effect of the dis-
bursement. While the particles were natural in
form and harmless in their intended environ-
ment, they produced destructive results upon
displacement.

Case Summaries Favoring the Insured

The following are in addition to Jackson v.
Atlantic, No. A-1526-04T5F, 2005 N.J.
Super. Unpub. LEXIS 262 (Super. Ct. App.
Div. Oct. 26, 2005).

Contract Exclusion D& 0>°

A bond insurer sued to collect under the guar-
antee provisions of the bond. The court noted
that “arising out of” has been defined to pre-
clude coverage for claims originating from,
having its origin in, growing out of, flowing
from, incident to, or having connection with a
specified excluding circumstance.

35Shamoun & Norman, LLP v. Ironshore Indem., Inc., 56
F. Supp. 3d 840 (N.D. Tex. 2014), as reported by
Randy Manloff, “’Arising Out Of:" The Policy Language
That Cuts Both Ways,” Coverage Opinions 3, no. 15
(November 5, 2014).



From there, the court held that, “consistent
with Florida case law, this Court finds that the
phrase ‘arising out of’ as used in [the breach
of contract exclusion] is unambiguously broad
and precludes coverage for purported tort
claims that depend on ‘the existence of actual
or alleged contractual liability’ of an insured
‘under any express contract or agreement.”"

Contract Exclusion in Product Design Firm
E&O Policy®®

DVO designs and builds anaerobic digesters
that use microorganisms to break down biode-
gradable materials to create biogas. DVO en-
tered into a contract with WTE-S&S AG Enter-
prise LLC under which DVO was to design and
build an anaerobic digester to be used to gen-
erate electricity from cow manure. WTE sued
DVO for breach of contract, alleging that DVO
failed to fulfill its design duties, responsibili-
ties, and obligations in that it allegedly did not
properly design substantial portions of the
structural, mechanical, and operational sys-
tems of the anaerobic digester, resulting in
substantial damages to WTE.

DVO argued that the breach of contract exclu-
sion was so broad as to render the E&O insur-
ance illusory and therefore could not be en-
forced to preclude the duty to defend. The
Seventh Circuit rejected the district court’s
conclusion that coverage was not illusory be-
cause the policy, even with the exclusion, still
provided coverage for third-party claims. The
appellate court noted that the problem with
the district court’s conclusion was that “the
language in the exclusion at issue here is ex-
tremely broad. It includes claims ‘based upon
or arising out of’ the contract, thus including a
class of claims more expansive than those
based upon the contract.”

36Crum & Forster Specialty Ins. Co. v. DVO, Inc., 939
F.3d 852 (7th Cir. 2019), as reported by Christina Gal-
lo, Esq., Carlton Fields (November 7, 2019), and by
Kevin LaCroix, The D&O Diary (September 24, 2019).
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Bodily Injury Exclusion in
Public Officials Form>”

A prison guard assaulted a prisoner in 2004.
The prisoner eventually died as a result of inju-
ries sustained in the assault. At the time, how-
ever, the coroner wrongly determined that the
prisoner died of a seizure disorder. In 2008,
the county reopened the investigation into the
prisoner’'s death, and the coroner concluded
that it was a homicide. The prisoner’'s family
filed a civil action against the county govern-
ment and several police officials. The court
ruled that the bodily injury exclusion did not
preclude coverage for a wrongful death suit,
reasoning that the death did not cause the al-
leged wrongful conduct and therefore did not
“arise out of it.” The court considered wheth-
er the claims arose out of “Bodily Injury” as
defined in the second policy. The court found
that the exclusion was inapplicable to all but
one of the counts in the complaint. According
to the court, “arising out of” under Ohio law
meant “cause or contribute to.” While the
definition of “Bodily Injury” plainly included
“death,” the court reasoned that the prison-
er's death did not cause the wrongful acts;
rather, the wrongful acts caused the death.

Bodily Injury Exclusion in CGL%8

The appellate division concluded that the
assault-and-battery exclusion, which used
the phrase “based on,” “applies to claims,
demands or suits where ‘assault and Battery’
forms or serves as the claim foundation.”
However, the court noted that New Jersey
case law suggests that “an injury can have
several proximate causes, and when one
cause is excluded under the policy, it does
not necessarily mean all causes of the injury

37Clarendon Nat’l Ins. Co. v. Lexington Ins. Co., 312 F.
Supp. 3d 639 (N.D. Ohio 2018), as reported by Mat-
thew Beato, Wiley, LLP (September 25, 2018).

88C.M.S. Inv. Ventures, Inc. v. American European Ins.
Co., No. A-2056-17T3, 2019 N.J. Super. Unpub.
LEXIS 1215 (Super. Ct. App. Div. May 28, 2019), re-
ported by Timothy Carroll and Anthony Miscioscia,
White & Williams, LLP (May 31, 2019).



are excluded.” Thus, because the insured’s
tenant’s claim was not “based only on the
sexual assault” and, instead, sounded in
premises liability, the assault-and-battery ex-
clusion did not apply to preclude coverage.
Notably, the appellate division stated that ex-
clusions using the phrase “arising out of,” in-
stead of “based on,” may “increasel] the type
of claims subject to the exclusion.” Notwith-
standing its finding of coverage, the appellate
division in C.M.S. also held that the CGL in-
surer was “estopped from denying coverage”
because it waited 20 months to disclaim cov-
erage after it received notice of the tenant’s
claim against the insured.

Contract Exclusion in D&O Policy3 9

In determining whether this exclusion pre-
cluded coverage for Amoroso, the court not-
ed that, in the underlying action, Mauna Kea
alleged that Amoroso made negligent or in-
tentional misrepresentations that induced
Mauna Kea to contract with DAP. Mauna
Kea's theory of liability depended on the fact
that Amoroso was not a party to the con-
struction agreement between Mauna Kea
and DAP and, as a result, was not liable un-
der the contract. Accordingly, to that ex-
tent, the court found that Amoroso’s liability
in the underlying action was not liability un-
der a contract or agreement and, thus, the
contract exclusion within the D&O policy did
not bar coverage for Amoroso. The Ninth
Circuit Court of Appeals, applying California
law, held that an exclusion within a D&O
policy that precluded coverage for claims
“arising from” liability “under any written or
oral contract or agreement” did not bar cov-
erage where the insured was not a party to
the contract at issue and thus had no liability
under it.

398.J. Amoroso Constr. Co. v. Executive Risk Indem.,
Inc., 2009 U.S. Dist. LEXIS 116080 (N.D. Cal. Dec.
11, 2009), as reported by Monica Mendes, Tressler,
LLP (2009).
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Pollution Exclusion in a CGL Po/icy40

In May 2006, Zhaoyun Xia fell ill after moving
into her new townhouse. By December of that
year, it was discovered that an exhaust vent
had been negligently attached to a water heat-
er and was discharging carbon monoxide into
Xia's basement. Xia notified the townhouse’s
construction company, which eventually as-
signed Xia its rights under a CGL policy. After
years of being denied coverage under the poli-
cy’s absolute pollution exclusion, Xia sued the
insurer for indemnification, bad faith, and vio-
lation of the state’s Consumer Protection Act
and Insurance Fair Conduct Act. The court
held that, even if a loss is caused by an ex-
cluded pollutant, there may still be coverage if
the efficient proximate cause of the loss is a
covered occurrence. The Xia opinion, howev-
er, makes clear that, even in the case of ex-
cluded pollutants, the insurer must ask if the
efficient proximate cause is a covered peril,
like negligence. If the answer is yes, there
may be coverage.

Application Warranty Exclusion®’

The insured, an insurance company, complet-
ed an application to renew its D&O policy.
The application asked, “Has the Applicant ex-
perienced changes to its Board of Directors or
to its Key Executives over the past 12
months?” The insured responded, “No.” In
fact, the insured had terminated its president
and chief executive officer and hired a new
chief operating officer before completing the
application. The insurer issued the policy.
During the policy period, the insured provided
notice of counterclaims in a lawsuit and arbi-
tration alleging business disparagement and
defamation, among other allegations, against
certain insured directors and officers. The US

40xja v. ProBuilders Specialty Ins. Co. RRG, 188 Wash.
2d 171, 400 P.3d 1234 (2017), as reported by Per-
kins Coie (June 2, 2017).

41 columbia Lloyds Ins. Co. v. Liberty Ins. Underwriters,
Inc., No. 3:17-CV-5, 2018 U.S. Dist. LEXIS 53730
(S.D. Tex. Mar. 30, 2018), as reported by Emily S.
Hart, Wiley, LLP (April 23, 2018).



District Court for the Southern District of
Texas has held that an exclusion contained in
the application incorporated into the policy
barring coverage for claims “based upon,
arising out of or in connection with” mis-
statements in the application did not apply
because the misstatements at issue, regard-
ing a change in the insured’s executive lead-
ership, were not the “but for” cause of the
claimant’s alleged damages.

Professional Services Exclusion
in D&O Policy*?

In 2014, Timothy Byrne and Robert Bolt, act-
ing as representatives of the Board of Trust-
ees for the Plumbers and Pipefitters Local 51
Pension and Annuity Funds, brought suit
against Wellesley Advisory Realty Fund I, LLC
(WARF), alleging that WARF had “misman-
aged and squandered money” that the funds
had invested in that entity. In the underlying
action, the funds alleged that they invested
$5 million with WARF, which WARF subse-
quently used to invest in various real estate
projects, including “The Stone House,” a ho-
tel in Little Compton, Rhode Island; a residen-
tial condominium in Newport, Rhode Island;
and a housing development in North Attle-
boro, Massachusetts. Based on these allega-
tions, the funds brought a claim alleging that
WARF was negligent in overleveraging the
properties in excess of their value, failing to
pay property taxes, and retaining income
from the properties for its own use.

The First Circuit Court of Appeals recently
upheld a decision establishing coverage for a
lawsuit filed by pension funds investors
against an investment manager for allegedly
mismanaging and squandering the pension
funds’ investments. Massachusetts law im-

425cottsdale Ins. Co. v. Byrne, 913 F.3d 221 (1st Cir.
2019), as reported by Steven P. Wright, K&L Gates,
Lexology.com (February 7, 2019).

22

poses a significant burden on an insurer to
demonstrate that policy exclusions apply to
bar coverage for claims that would otherwise
be covered under a liability policy. It is also a
decision that should be of interest to the in-
vestment management community because it
suggests that many of the exclusions regular-
ly relied upon by insurers to disclaim cover-
age for investment losses should be treated
with a healthy dose of skepticism.

Commentary

Even when a policyholder “wins,” significant
money must be expended to enforce their
coverage rights. Certainly, the insurance
company itself also must expend significant
amounts of money in asserting its exclusion-
ary language. This is unsustainable from an
actuarial perspective. Claims against policy-
holders are actuarially determined. However,
what may not be taken into consideration in
the formula is unallocated loss adjustment
expense. This is money spent by insurance
companies to prosecute a declaratory relief
case for no coverage and/or defend a bad
faith case for denying same. When this hap-
pens with significant frequency, the insur-
ance companies are acting outside the actu-
arial model, as these expenses are generally
not included in the actuarial analysis to set
pricing for policies. One cannot make a profit
if they are consistently acting outside the ac-
tuarial model.

Policyholders too must spend significant
sums of money to defend or allege coverage
rights. Even when they win, they may lose. If
a bad faith cause of action is dismissed, the
insured is only entitled to the coverage that
should have been provided, and they often do
not get their attorney fees for asserting their
rights. Thus, it would not be uncommon to
spend several hundred thousand dollars to
assert their coverage rights only to get cover-
age benefits that are significantly less.



Public Policy Issues and Insurance
Maxims: Do They and Should They
Apply Regarding Absolute
Exclusions?

Several public policy issues and insurance
maxims are relevant to the discussion of abso-
lute exclusions. Some involve duties of in-
sureds, while others involve regulatory as-
pects of the industry.

The Duty To Read the Policy

There are many decisions throughout the Unit-
ed States that are now looking at the duty of
an insured to read the policy. Even in the
event that they do closely read their policies,
would any “civilian” policyholder realize how a
court would interpret the intent of the policy?
Only the court can determine the intent. Poli-
cyholders, other than coverage lawyers, will
have difficulty knowing how the courts might
interpret an absolute exclusion. Thus, the only
time an insured learns that there is a problem
is after it has submitted the claim, when it is
expecting assistance. This is not a time any-
one wants any surprises.

That also begs the question as to whether or
not every policyholder will now have to seek
the advice of counsel to review the policies
they are thinking of buying or have purchased
to determine whether or not they are properly
covered. That would be cost prohibitive for
most and anticonsumer to some extent. The
industry would benefit from regulators examin-
ing this problem.

Insurance Policies as
Contracts of Adhesion

It has long been held that insurance contracts
are considered contracts of adhesion. Ac-
cording to the International Risk Management
Institute, Inc.,43 a contract of adhesion is a

43G/ossary of Insurance and Risk Management Terms, In-
ternational Risk Management Institute, Inc.
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contract between two parties where the
terms and conditions are drafted by the party
with superior bargaining power (typically a
business) and the other party (typically a con-
sumer) has little or no ability to negotiate
more favorable terms. As a result, the con-
sumer is placed in a take-it-or-leave-it posi-
tion. Courts carefully scrutinize adhesion con-
tracts and will sometimes void certain
provisions on the basis that the provisions
are unconscionable and are the product of
unequal bargaining power. One has to ponder
why that argument has not been raised re-
garding absolute exclusions.

A posting placed at UpCounsel.com** notes
that courts will rule in favor of the policyhold-
er in many cases involving adhesion contracts,
but not always. This usually happens because
there is a misinterpretation of the terms and
there are no negotiations between the parties
before the lawsuit. Yet, every court in inter-
preting absolute exclusions has found that the
exclusions are clear and unambiguous, at least
to the courts and insurers’ coverage lawyers.
Would those states following the four-corners
rule consider the adhesion argument? Of
course, that also begs the question as to
whether or not a policyholder would spot the
“clarity” and be capable of financing a fight
when they are already defending a lawsuit on
their own. Interestingly enough, the attorneys
at Blank-Rome wrote in 2018%° that

at least one insurer[] has attempted to do
just that by including an interpretation in the
conditions section of a preprinted profes-
sional liability policy that upends, and mate-
rially changes a number of entrenched and
important interpretive guideposts. In doing
so, the insurance company was hoping that
any potentially ambiguous provision will
automatically, and by stipulation, be deter-
mined in the insurance [company’s] favor,
and not be subject to any authorship of the

444 pdhesion Insurance Definition: Everything You Need
to Know.”

45Frank Kaplan, “Unenforceable ‘Policy Interpretation’
Provision,” JDSupra.com (May 4, 2018).
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https://www.jdsupra.com/legalnews/unenforceable-policy-interpretation-97092/
https://www.jdsupra.com/legalnews/unenforceable-policy-interpretation-97092/

language, or presumption or arbitrary inter-
pretation or construction in favor of the in-
sured or the company without reference to
the reasonable expectation of either the in-
sured or the company.

Thus, once again, a court would have to make
the decision.

One argument related to the “adhesion” theo-
ry is whether such absolute language is “un-
conscionable.” What makes a contract uncon-
scionable?46

A contract may be found to be unconscionable
based on five different factors.

® Undue influence. This is where one party
exercises unreasonable pressure to get
the other party to sign the contract (espe-
cially where one party takes advantage of
the other in some way).

® Duress. This where one party uses
threats to get the other to agree to the
contract terms. This can take the form of
physical threats or other types of threats
(such as not releasing goods in the proper
way until the other party signs).

¢ Unequal bargaining power. This occurs
where one party has an unreasonable ad-
vantage over the other. This is usually
proved if one party is aware that the oth-
er obviously did not understand the con-
tract terms.

e Unfair surprise. When the party that cre-
ates the contract includes a term in the
contract without the other party’s knowl-
edge that is not within the other party’s
expectations.

¢ Limiting warranty. A contract would be un-
conscionable if one party tries to limit their li-
ability to a breach of contract or to any dam-
ages that they may incur on other party.

464\What Is an
Match.com.

Unconscionable Contract?” Legal-

US Law Essentials writes that,*’ “[ulnlike
contracts of adhesion, courts generally will
not enforce unconscionable contracts. Courts
will not enforce the contracts because they
are considered too unfair. Unconscionability is
a defense to contract formation. If one party is
sued for breaching a contract, he might argue
that the contract itself was unconscionablel;]
therefore, the contract was not a legal con-
tract and he cannot be forced to comply with
its terms. To determine whether a contract is
unconscionable, the courts will usually require
that the contract be both procedurally and
substantively unconscionable.”

Of course, “the courts” are something one
hopes to avoid when one submits a claim to
one’s insurer. Interestingly enough, these ar-
guments seem to be lacking in pro-insurer de-
cisions regarding absolute exclusions. Should
the four-corner rule supersede?

The Reasonable Expectation
of the Insured To Be Covered

As described by US Legal,

The reasonable expectation doctrine is a
principle applied in insurance law which
states whenever there is an ambiguity in an
insurance policy, it is resolved in favor of
the insured’s reasonable expectations. Usu-
ally, an ambiguity arises when there are
plausible, competing interpretations of a
policy term. Ambiguity is an essential pre-
requisite to application of the reasonable ex-
pectation doctrine.

The doctrine applies only when a term in a pol-
icy is ambiguous, and an insured may not use
it to obtain coverage when the plain language
of exclusion clearly places an injury beyond
the policy’s scope. The reasonable expecta-
tions doctrine is not a rule granting substan-
tive rights to an insured when there is no
doubt as to the meaning of policy language.

47mNhat is the difference between a contract of adhe-
sion and an unconscionable contract?” UsLawEssen-
tials (August 12, 2018).
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Another article*® on the subject disagrees with
the above conclusions.

Insurers are well familiar with a policyholder
argument against enforcing an insurance
contract as written, based upon legal princi-
ples designed to protect “unsophisticated”
consumer policyholders. Specifically, policy-
holders often look to apply the contra profer-
entem rule of contract interpretation or the
Reasonable Expectations Doctrine. The con-
tra proferentem rule provides that if there is
an ambiguity in the language of an insurance
contract, courts may strictly construe the
language against the insurer instead of inter-
preting the language in an evenhanded fash-
ion. The Reasonable Expectations Doctrine
refers to the principle that an insurance poli-
cy should be interpreted in accordance with
the terms the policyholder thought it was ob-
taining, even if that interpretation is contrary
to the plain terms of the policy.

More to the point, even California has not yet
resolved the question. In “Analyzing an In-
sured’s ‘Reasonable Expectation of Cover-
age,’“49 counsel at Bullivant Houser explains,

In short, the Ninth Circuit affirmed a sum-
mary judgment decision that held an insured
general contractor’s refusal to complete a
home construction project, which allegedly
led to water damage, does not constitute an
“occurrence” under a commercial general li-
ability policy.

What captured my attention was the brief
discussion of the insured’s argument that the
general contractor had “a reasonable expec-
tation of coverage” because the insurance
company knew what kind of work the
contractor performed. The insured argued
that the insurance company could infer the

48Kate L. Hyde and Eduardo DeMarco, “Limitations on
the use of the Reasonable Expectations Doctrine and
the contra proferentem rule by sophisticated policy-
holders,” Kennedys (January 14, 2019).

49”Analyzing an Insured’s ‘Reasonable Expectation of
Coverage,’" Bullivant Houser (April 2016).
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insured expected coverage for its work, and
as a result the insurance company “created
an impression of coverage by not informing
[the insured] that its work was not covered.”

The Ninth Circuit’s opinion summarily reject-
ed the insured’s “reasonable expectations”
argument, but it is an approach to coverage
that insurance companies will likely continue
to confront. Generally, the test stated in
cases is whether the objectively reasonable
average policyholder would hold a given ex-
pectation regarding coverage. Some states
within the Ninth Circuit apply the “reason-
able expectations” doctrine in various forms
for resolving unclear policy provisions. To de-
termine whether policyholder expectations
will be a large interpretative factor in a given
case, the state law that applies to the cover-
age dispute should be analyzed.

The “expectation” of the insured is a tough
sell to the courts when predicated on whether
the language is ambiguous or not. Most deci-
sions find the exclusions to be (patently or on
their face) unambiguous. But what about la-
tent (i.e., hidden) ambiguities? Can we expect
insureds to know their claim could be denied
not because of the insured’s actions but due
to the acts of others over whom they have no
relationship nor control?

Fair Claim Practice Regulations
Universally Prohibit the Misrepresentation
of Coverage and Unfair Trade Practices

The National Association of Insurance Commis-
sioners has long championed consumer protec-
tions with respect to insurance company opera-
tions. In the late 1980s, they drafted fair claim
practice regulations that were adopted by most
states in some form. Often, the states imple-
mented the fair claim practice regulations ex-
actly as written. The same is true of unfair
trade practices of insurance companies.

Most states did implement and accept the pur-
pose of the Unfair Claims Settlement Practices
Act, as the purpose was to set forth standards
for the investigation and disposition of claims
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arising under policies or certificates of insurance.
Unfair claim practices were in fact defined.

The first definition states,

[KInowingly misrepresenting to claimants
and insureds relevant facts or policy provi-
sions relating to coverage.

Definition five, or F, depending on the state,
covers

refusing to pay claims without conducting a
reasonable investigation.

Section 4 of the unfair trade practices defined
an unfair trade practice as being

a misrepresentation of the benefits, advan-
tages, conditions or terms of any policy.

Section B also defined an unfair trade practice as

to give out false information and advertising
by making, publishing, disseminating, circu-
lating, or placing before the public any as-
sertion or a representation or statement
with respect to the business of insurance or
with respect to any insurer in the conduct
of its insurance business which is untrue,
deceptive, or misleading.

One could argue, for example, that an abso-
lute bodily injury exclusion in an employment
practices liability insurance policy that effec-
tively eliminates emotional distress damages
from coverage could fit one or more of these
definitions.

Given the potential impact of absolute exclu-
sionary language, insurance company advertis-
ing and “product summary sheets” stating that
their policy has “very broad coverage, with a
broad definition of wrongful act, or professional
services, together with the services they pro-
vide” could be in fact misrepresenting the cov-
erage. This is enhanced by the fact that insur-
ers may in fact provide a broad definition of
“wrongful act,” yet they are silent on advising
that many of the losses that thereafter arise
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from a wrongful act are excluded. That would
be especially true with respect to those hazard
classes that seem to have the highest frequen-
cy of absolute exclusions not limited to the ac-
tions or activities of the insured. That would be
miscellaneous professional liability and insur-
ance agents and brokers errors and omissions.

An Example

Consider one insurance company that has
an online platform distributing professional
liability insurance to consultants. An en-
dorsement to the policy adds 14 absolute
exclusions that are not limited to the in-
sured’s professional services or to the in-
sured. Thus, should a management con-
sultant be involved in computer or
network security and advise the client ac-
cordingly, they may not be covered should
the client later allege that the insured
failed to notice they were not safeguard-
ing their own funds properly. There are 13
other such absolute exclusions that are
not limited to the insured’s actions.

It is doubtful that any management con-
sultant would read this endorsement and
understand that, even though they are not
the one giving the advice nor providing
the security, the lapse by their client or
any other third party would negate cover-
age under the policy should they be sued.
This could fit the definition of an unfair
trade practice or a misrepresentation of
coverage under the fair claim practice reg-
ulations. The same would be true of any
insurance agents and brokers whose poli-
cies may have upwards of 30 or 40 such
exclusions that are, again, not limited to
the activities of the insured. Numerous in-
surance agent policies out there have sig-
nificant and lengthy absolute exclusions
that are not limited to the insured.

While some courts may claim that these
are clear and unambiguous, many insureds
would see them as latently ambiguous.




Absolute Exclusion Takeaways NUMBER OF CASES BY POLICY HAZARD
and Potential Solutions :
D&O 14 | Commercial 1
There certainly are solutions and takeaways to umbrella
be discussed. Insurance 3 | Educators 1
broker E&O professional
e Political pressure can be_placed on the in- CGL Fiduciary liability 1
surance commissioners in every state to
review this matter together with their ap- Title agents 2 | Insurance 1
provals of admitted policy forms. The av- company E&O
erage examiner may be unaware of how A&E 1 Product design 1
these exclusions are being interpreted and EQO
enforced by the courts.
Accountants 1 Public officials 1
® Pressure can be applied to the National E&O
Association of Insurance Commissioners Attorneys 1 | Tech liability 1
to revise their model laws and regulations EQO
to deal with this problem as well. This -
could help the consuming public have a Claims TPA 1
policy that they can understand, rather E&O
than having to seek the advice of counsel A&E: architects and engineers; D&O: directors and
to find out how broadly exclusions will officers; E&O: errors and omissions; TPA: third-party
likely be interpreted. administrator.
* Insurance agents and brokers should look NUMBER OF CASES BY EXCLUSION
for unrestricted absolute language in prior OR PROVISION
act definitions and endorsements, as well
as pending and prior and continuity defini- Contract 5 | Employment 1
tions and provisions. The definition of exclusion related
wrongful act should be limited to the ac- Pollution 5 | ERISA 1
tions of the insured, and exclusions
should also be limited to the actions of Prior acts/ 3 | Fee dispute 1
the insured. litigation
Professional 3 | Insolvency 1
¢ |f an underwriter states something like service
“We would never do that; that’s not our - -
intent,” be sure to confirm that in writing Profit advantage 2| Invasion of 1
and with the expectation that the compa- privacy
ny will provide full indemnification if the Securities related 2 | Lack of good 1
claims department does otherwise. Better faith
yet, obtain an endorsement that clarifies : ; ;
the language. Social media 2 Med_lcal 1
fraud services
Statistics on Absolute Exclusion VAVF;?:;C::;M 1 :E::;m 1
Court Decisions Assault and 1 | Products 1
battery
Statistically, and based solely on my re-
search, are the following as respects current Bodily injury 1
court decisions. ERISA: Employee Retirement Income Security Act.

27



NUMBER OF CASES BY STATE NUMBER OF CASES BY YEAR
Alabama 1 | New York 2005 1 2016 1
California 4 | Ohio 2009 2 2017 4
Connecticut 1 | Oklahoma 2013 3 2018 6
Florida 7 | Pennsylvania 2014 4 2019 5
Illinois 2 | Texas 2015 3 2020 4
Massachusetts 1 | Virginia
Minnesota 1 | Washington
New Jersey 2 | Wisconsin
New Mexico 1
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