Table 2.0

50 State Anti-Indemnity Statutes and Additional Insured Loophole Issues

State

Prohibits
Indemnity for
Sole
Negligence
Only

Prohibits Indemnity
for Sole or Partial
Negligence

Closes AL
Loophole

Comments

Alabama

[No statute.

[Alaska

Alaska Stat. §45.45.900.
Except for hazardous
substances.

Arizona

X (Private
Work)

X (Public Work)

Ariz. Rev. Stat. {§ 32-
1159, 34-226, 41-2586.
Except for entry onto
adjacent land.

Arkansas

A.C.A. §§ 4-56-104
(private) & 22-9-214
(public)

ICalifornia

Civ. Code §§ 2782 et seq.
Except for entry onto
adjacent land.

IColorado

X (See Comments)

Colo Rev. Stat. {§ 13- 21-
111.5 (private) (exception
for contracts pertaining to
property owned by
railroads) & 13-50.5-102
(public)

IConnecticut

Conn. Gen. Stat. § 52-
572k (P.A. 01-155).

Delaware

X (See comments)

Del. Code, Title 6 §2704.
(Additional insured
requirement may be
unenforceable but
endorsement is not.)

D.C.

[No statute.

Page 30




Florida

Fla. Stat. § 725.06. If the
project is a private
property indemnity is
allowed if there is
monetary limitation and
reproduction in bid
documents. Also § 725.08
ooverns design
rofessionals.

Georgia

X (See
comments)

GA. Code § 13-8-2 has
been gutted by
intermediate level
appellate courts creating
an exception for hold
harmless obligations that
are insured.

Hawaii

Hawaii Rev. Stat. §
431:10-222.

Idaho

Idaho Rev. Stat. § 29-114.

[linois

[1l. Complied Stat. 740
ILCS 35/1-3.

Indiana

Ind. Code § 26-2-5-1, -2,
highway construction
exception.

Towa

INo statute.

Kansas

Kansas Stat. § 16-121
(also bars additional
insured coverage for
negligence of the
additional insured); see
also Kansas Fairness in
Private Construction
Contract Act, § 16-1801
et seq. which bars waivers
of subrogation on claims
paid by liability and
workers' compensation
insurance.

Kentucky

Kentucky Rev. Stat., chap
371.180.
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[ouisiana

La. Rev. Stat. §38:2216.G
only protects prime
contractors on public
works. The Louisiana
Oilfield Indemnity Act,
La. Rev. Stat. Ann.
§9:2780, as applied has
been held to void both
hold harmless and
additional insured clauses.

Maine

[No statute.

Maryland

Md. Code, Cts and Jdcl
Pro, §5-401.

Massachusetts

Mass. Gen. Laws, ch. 149
§ 29C.

Michigan

Mich. Comp. Laws §
691.991

Minnesota

Minn. Stat. §§ 337.01,
337.02

Mississippi

Miss. Code § 31-5-41.

Missouti

X (See
comments)

Mo. Rev. Stat. §434.100.
In fact, specifically allows
broad form indemnity of
covered by a policy of

insurance.

Montana

Montana Rev. Code § 28-
2-2111 prohibits
requirements to "insure
or defend" but authorizes
owners and contractors
protective liability
coverage (OCP), and
project management
protective liability
coverage (PMPL) and
permits indemnity for the
negligence, recklessness,
or intentional misconduct
of a third party or of the
indemnifying party.

Nebraska

Neb. Rev. Stat. § 25-
21,187.

Nevada

INo statute.
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New
Hampshire

IN.H. Rev. Stat. § 338-A:1
only prohibits indemnity
of design professionals.

New Jersey

N.J. Stat. § 2A;40A-2.

New Mexico

IN.M. Stat. § 56-7-1
prohibits requirements to
"insure of defend" but
authorizes OCP, PMPL
and indemnity clauses
limited to extent of
liability of indemnifying
arty.

New York

IN.Y. Gen. Oblig. Laws §
5-322-1.

(North Carolina

IN.C. Gen. Stat. § 22B-1.

North Dakota

IN.D. Cent. Code 9-08-
02.1. Only applies as
between the contractor
and the owner for errors
or omissions of the
owner.

Ohio

(See comments)

Ohio Rev. Code
§2305.31. Split of
authority as to
applicability of statute
under additional insured
obligations.

Oklahoma

Okla. Stat. Titl.15 §221.

Oregon

Ore. Rev. Stat. § 30.140
prohibits subcontractor's
surety or insurer from
indemnifying anothet's
negligence.

Pennsylvania

Pa. Stat., Title 68, {491,
prohibits indemnity of
design professionals only.

Rhode Island

X

R.I. Gen. Laws § 6-34-1.

South Carolina

S.C. Code § 32-2-10.

South Dakota

X

S.D. Codified Laws {56-
3--16, 18, design and
construction contracts.

Tennessee

Tenn. Code 62-6-123.
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Texas

X (Public works
only; injuries
excluded)

Government Code
§2252.902. Civ. P&R
Code §130.001, 002 only
prohibits indemnity of
design professionals.

Utah

Utah Code § 13-8-1
exception permits
indemnity of owner.

[Vermont

[No statute.

Virginia

Va. Code § 11-4-1, 11-4-
4, construction and
design contracts.

Washington

'Wash. Rev. Code
§4.24.115. Indemnity is
valid for current
negligence under specific
conditions.

West Virginia

W. Va. Code § 55-8-14.

'Wisconsin

Wis. Stat. § 895.447. Does
not apply to workers'
compensation or
insurance contracts.

Wyoming

INo statute.

William S. Thomas
Pitzer Snodgrass, P.C.

100 South Fourth Street, Suite 400

Saint Louis, MO 63102-1821
P: (314) 421-5545
E: Thomas@pspclaw.com
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Delay Issues and Damages

Christian T. Nygren
Milodragovich, Dale, Steinbrenner & Nygren, P.C.

I. General

Delays are typically measured from the contractually required completion date to the actual
completion date. Delay damages are almost always addressed by a contractual liquidated
damage provision. Under such provision, the owner is paid (by deduction from monies
otherwise owed the contractor) an agreed daily rate for each day of delay of completion of the
project that is not excused by a provision of the project. The liquidated damage rate is
supposed to be a reasonable approximation of the damages that will actually be suffered by the
owner due to a delay in completion.

II. Types of Delay
For a claimant to demand payment of delay damages, it must prove (1) it suffered a delay; (2)
the delay was caused solely by the contractor; and (3) there was no concurrent delay caused by
the claimant or any excusable clause. Any such delay must be a compensable delay for payment
to be incurred.

A. Delays are characterized as 4 types:

1. Excusable delay. Delay to completion of the project for which the
contractor is entitled to a time extension, but not compensation under
the terms of the contract. Some common examples are weather, strikes,
or acts of god;

2. Nonexcusable delay. Delay to completion of the project for which the
contractor is not entitled to a time extension under the terms of the
contract. Some common examples are delays caused by late deliveries of
contractor ordered materials, subcontractors failures, or simply taking
longer than planned to perform a particular aspect of construction;

3. Compensable delay. Delay to completion of the project for which the
contractor is entitled to both a time and extension as well as
associated damages under the terms of the contract. Some common
examples are owner directed changes and differing site conditions;

4. Concurrent delay. Multiple delays which occur that at least partially
overlap with each other. This term is generally only used to describe
overlapping delays that are of different types of delays.

5.

III. Methods used to analyze and improve construction delays
The most common methods utilize a critical path for the following analysis of those asserted
delays.
A. Impact as planned schedule analysis. This method requires an agreed baseline
schedule and known delays are inserted into the plan's schedule and the

schedule recalculated to determine the extended duration of the delays. Such a

method is most appropriate for simple linear type projects.

B. Collapsed as built schedule analysis. A reverse approach is used where the
analysis begins with the as built schedule and when the analysis is performed
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after the completion of the project identifying delays, subsequently, the
schedule is collapsed by the delays identified to determine what the net effect
on the project timing is from such delays. This method is used when no
baseline exists or when the project is a design build type project with a
constantly changing schedule.

Total time analysis. Such an analysis subtracts the estimated project duration
from the actual project duration and states that the differences are entirely due
to compensable delay. However, the claimant must prove that no other
analysis method is available to determine the delay, its plan duration was
reasonable, the actual time taken was reasonable, and it caused none of the
delay itself.

Contemporaneous period analysis/time impact analysis. Such an analysis is
usually performed using a contractually required monthly schedule update for
each month. Any known delays are identified and added to the schedule which
is then recalculated to determine what delay occurred during the month.
Contemporaneously, the parties then attempt to agree on which delays are
excusable and which are compensable. This analysis works if the parties can
follow in real time and it does have the advantage of being self-correcting if the
impact of an event is more or less than expected in the analysis from the
previous month.

IV. Elements of Delay Damages
Common damages that may result from delays include the following:

A.

Pure delay damages:

1 Extended site overhead

2. Extended equipment rental and/or equipment standby

3. Cost escalation for labor, materials, subcontractors, and
equipment

4. Weather

5. Loss of learning curve for new construction crews

6. Home office overhead

7. Interest

1. Extended Site Overhead. Such site overhead costs are time variable costs are
not necessarily uniform over the life of the project. thus it is important to
match the delay period to the cost incurred in that period. Typically these
costs begin low as mobilization takes place, increase to a normal level
during the main phase of the project and then taper off as the project
work itself tapers.

2. Extended Equipment rental and/or Equipment Standby. Similar to
extended site overhead, the cost of equipment also needs to match the
delay period to the cost incurred in that period. Usually, the contract itself
has provisions dealing with equipment rates and standby equipment rates
to handle such situation.

3. Cost Escalation. The most common part of cost escalation is the
escalation of labor rates. Another issue may be fuel costs if such costs are
highly variable during this time.

4. Weather. The best way to prove such delay damages due to weather is to
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compare the cost of doing the work when it was originally scheduled
with the cost of doing the work when it was scheduled. Such a situation
is called a "measured mile." However, lacking a measured mile it may be
possible to have such effects measured by academic studies or by having
an expert show how this work was actually performed under both
conditions.

5. Loss of Learning Curve. Once again, a "measured mile" analysis is best,
however not always possible and there are a number of industry studies
that attempt to determine the effect of a learning curve on construction
productivity. Again, in using these studies it is also appropriate to have
actual experts who can provide input as to what the effects really were
under the varying conditions.

6. Home Office Overhead. This is an area of damage that is very
contentious and as a result many contracts explicitly state how this
element of damages is to be calculated. In addition, for federal projects,
there is a formula that has been used to calculate this cost called the
Eichleay Formula. Such a formula takes the percent revenue for the
affected contract, divided by the total company revenue and multiplies it
by the total home office overhead during the original contract period.
The total overhead allocable to the project is then divided by the actual
duration to come up with a daily overhead rate which can be used as a
measure of delay damages.

7. Interest. Interest is not an easily calculable delay damage and is also
dependent upon the contract language itself and applicable state or federal

law.
B. Acceleration damages:
1. Overtime labor premium
2. Multiple shift labor and support costs
3. Lost labor productivity due to:
4. Working overtime
5. Working shiftwork
0. Stacking up of trades
7. Dilution of supervision
8. Excessive crew movement
9. Fatigue
10. Moral
11. Impaired logistics
12. Site access
13. Concurrent operations
14. Joint or beneficial occupancy
15. Increased crew sites

Underneath the category of acceleration damages, most of these inefficiencies are difficult
to price with any degree of precision. The preferred method is to find a "measured mile"
and compare an unimpacted period with an impacted period.
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If that is not possible, there are a wide assortment of industry studies available which can be
utilized to make such determination. Key to doing so however, is assuring that the appropriate
studies are used and a similar factual situation exists and the construction project is adequately
modeled and addressed in the study selected for the delay damage calculation. It is vital to talk
with the craft personnel who did the work and to have an appropriate expert identified who
can compute and testify to those damages in the context of project personnel's experience.

V. Conclusion

Proving each of these types of damages, pure delay damages and acceleration damages, is
difficult, hard to quantify and subject to many interpretations. Consequently, determining
damages in the area of construction litigation is subject to Judicial interpretation and usually
hotly contested between the parties.

Christian T. Nygren

Milodragovich, Dale, Steinbrenner & Nygren, P.C.
PO Box 4947

620 High Park Way

Missoula, MT 59806-4947

P: (406) 728-1455

E: nygren@bigskylawyers.com
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Managing Attorney Fees in Construction Litigation

David W. Bunting
Rodey, Dickason, Sloan, Akin & Robb, P.A.

INTRODUCTION

Construction litigation is expensive. Typical lawsuits regarding construction defects, delays,
nonpayment, termination, differing site conditions, changes, job site injuries, and other claims
involve multiple parties, multiple theories of recovery, cross-claims, counter-claims, thousands of
project documents, thousands of e-mails, multiple experts, and often a murky factual record and
complex legal issues. Defendants in construction lawsuits usually want to vigorously defend the
lawsuits, but in a cost effective manner. Achieving that goal requires managing litigation costs and
attorney’s fees. This paper addresses management of attorney’s fees from the defense perspective.

ATTORNEY’S FEES AND COSTS

(A) The American Rule

Most jurisdictions follow the “American Rule” where each party assumes its own legal fees,
unless the fees are shifted to the non-prevailing party by contract or statute. See e.g., Abyeska
Pipeline Services, Co. v. Wilderness Society, 421 U.S. 240, 247-57 (1975); Tony Gullo Motors, I.L.P. ».
Chapa, 212 S.W.3d 299, 310-311 (Tex. 2006) (“[a]bsent a contract or statute, trial courts do
not have inherent authority to require a losing party to pay the prevailing party’s fees.”) See
also Buckhannon B.D. & Care Home, Inc. v. West 1V A. Department of Health and Human Res., 532
U.S. 598, 602 (2001) (““[p]arties are ordinarily required to bear their own attorney’s fees — the
prevailing party is not entitled to collect from the loser”).

Many construction contracts contain a clause that provides that in any litigation or
arbitration arising out of the contract or the project, the prevailing party shall be entitled to
recover reasonable attorney’s fees from the non-prevailing party. Those clauses are generally
enforced. People have strong feelings about these clauses. Some love them, some hate
them. Some people think that prevailing party attorney fee clauses encourage litigation,
while some believe those clauses discourage litigation.

Many statutes have attorney fee provisions in them. For instance, in New Mexico NMSA
1978, § 48-2-14 provides that a prevailing party in a dispute arising out of or relating to a lien
action is entitled to recover from the other party the reasonable attorney’s fees, costs and
expenses incurred by the prevailing party. Unfair trade practice’s acts often have attorney
fee provisions. See, e.g., NMSA 1978, § 57-12-10 (the court shall award attorneys fees to the
claimant if the claimant prevails).

(B) Costs

In construction litigation, costs include items such as deposition fees, expert witness fees,
filing fees, jury fees, and the like. In federal court, the prevailing party is generally entitled to
recover certain costs, other than attorney’s fees. Fed. R. Civ. P. 54(d)(1). Many state courts

permit recovery of certain identified costs by the prevailing party against the non-prevailing
party. See e.g., NMRA 2011, 1-054(D) (recoverable costs shall be awarded to the prevailing
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party unless the court decides otherwise). The taxable costs allowed under these rules are
defined and limited, sometimes severely so.

I1l.  HOW TO MANAGE ATTORNEY’S FEES

Managing attorney’s fees in construction litigation has been a vexing problem for insurers and
litigants for decades. Alternative billing arrangements such as flat fee billing, contingency fees, or
various types of incentives do exist. However, by far the prevalent method of paying defense
attorneys is by the billable hour. Managing attorney’s fee expenditures, particularly on a high
exposure complex case, is challenging at best. The following are some techniques to manage
attorney’s fees.

(A) Hire Experienced Construction Lawyers

If you want a good, cost-effective result in construction litigation, hire an experienced
construction lawyer. You need a lawyer who understands the particular challenges of
construction litigation, and better yet a lawyer with significant trial experience. An
experienced construction trial lawyer has the advantage of preparing the case with an eye
toward the ultimate resolution, a trial on the merits. There are so many issues, parties, legal
theories, and other distractions in a construction claim that an inexperienced lawyer is easily
side tracked, at the sometimes significant expense of their clients. An experienced
construction trial lawyer will identify the issues in the case that are going to be critical in the
resolution of the case, will work toward narrowing both the legal and factual issues down to
the handful that matter, and will send the signal to the plaintiff that he or she is in this case
for the long haul. While you may hire an inexperienced lawyer at a lower houtly rate, you are
likely to get better value overall by retaining an experienced construction lawyer.

(B) Communicate

Any plan to manage attorney fees must include effective communication between the client
and the lawyer. The client’s wishes must be communicated to the lawyer. If you want a
scorched earth defense with no stone left unturned, and are willing to pay for it, let the
lawyer know. If you think the plaintiff’s case has some merit, and simply want to posture
the case for settlement, tell your lawyer up front. If you do not express your wishes early on,
the lawyer may defend the case in a way with which you do not agree. Talk to your lawyer,
express your wishes for the case, devise a plan, and follow up.

(C) Identify and Focus on the Important Issues

Construction litigation provides opportunities to spend a significant amount of money
chasing down insignificant issues that are not critical to the resolution of the case. In
managing construction litigation, it is important for the client and counsel to identify the
important issues in the case that counsel needs to focus on, particularly early in the case.
Likewise, construction litigation presents a myriad of opportunities to perform legal research
on issues which ultimately may not be important to the case. It is critical for the client and
counsel to agree on the legal issues that are important in evaluation of the case, and
concentrate on those issues.

(D) Targeted Discovery

The client and counsel should evaluate, discuss, and agree upon a discovery plan in the case.
That discovery plan will identify the written discovery to be conducted, including
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IvV.

interrogatories and requests for production of documents to parties, and subpoenas for
documents to nonparties. After written discovery is completed, depositions will be taken.
There should be agreement as to who will be deposed, in what order, and the scope of the
depositions. Taking endless depositions across the country may in some cases be absolutely
warranted, but there should be a frank discussion between counsel and client about the
scope of discovery, who the discovery is targeting, why certain discovery is being taken, its
relevance to the case, and a cost benefit analysis.

(E)  Evaluation of Liability and Damages

With some exceptions, every defendant in construction litigation faces one of three
outcomes. First, resolution of the case by motion. Second, a negotiated settlement. Third,
trial on the merits. One way to manage attorney’s fees is to determine relatively early on
into which category your case falls. Hiring experienced construction trial counsel, identifying
the main issues, performing legal research as required, conducting written discovery,
followed up by some targeted depositions, should permit your counsel to give you an
evaluation of the case.

Every case has two components — liability and damages. In some cases, counsel may advise
that this is a case of no liability, or else of clear liability. ~Either way, a client will have some
clear advice about how to proceed. If there is no liability, one may either file a motion for
summary judgment, which is increasingly difficult to obtain. Alternatively, one may
demonstrate to the plaintiff that there is no liability, and perhaps settle for a nominal
amount. If there is clear liability, one may want to attempt a settlement before further facts
are developed that make the case even worse.

Most cases do not fall into the clear liability/no liability category. Most cases are a mixed
bag of questionable liability and high damages, or of comparative fault where more than one
actor may be responsible for the problem. Those types of cases are generally not susceptible
to resolution by motion. Cases where there is questionable liability and/or comparative fault
usually settle, or go to trial.

CONCLUSION

To manage attorneys’ fees in a construction case, hire the right lawyer, communicate with them, take
discovery, evaluate the case, and proceed accordingly.

David W. Bunting

Rodey, Dickason, Sloan, Akin & Robb, P.A.
201 Third Street NW, Suite 2200
Albuquerque, NM 87102

P: (505) 766-7545

E: dbunting@rodey.com
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Lost Opportunity and Diminished Value Claims in a
Depressed or Declining Market as a Recoverable
Measure of Damage in Design Liability

Thomas J. Guilday and Christina I.. Scaringe
Guilday, Tucker, Schwartz & Simpson, P.A.

We are all very much aware of the current economic environment and the impact it has had on the
real estate market. Plummeting property values and the collapse of real estate development have
spawned an increasing frequency of lost opportunity claims by disappointed investors who seek
damages attributed to design or construction liability. Often dressed as a delay claim, the allegation
typically regards an act or omission which, if performed “properly,” would have resulted in the
project’s completion prior to the market downfall such that, but for the improper conduct, the
project would have completed on time, would have sold at top dollar, and would have realized (or
surpassed) its initial profit forecast. Instead, the negligence of the design or other professional
delayed the project just beyond the market’s vacillation, so it now lays dormant, often incomplete or
facing foreclosure, with no potential salability. Typically these involve condominium projects where
prospective buyers evaporated after an alleged design error delayed construction and/or completion
of the project until after the market crash.

Another avenue of claims asserts the alleged negligence prevented a proper profitability analysis at
the outset, or otherwise destroyed the overall feasibility of the project. In other words, had claimant
known what the design or other professional should have known, should have inquired about,
and/or should have informed claimant about, it would have never invested in the project in the first
place. Frequently, this may include the alleged failure of a design professional to predict the
outcome of regulatory permitting, whereby the project incurs delays to undergo modification or seek
alternative regulatory avenues. Consequently, this translates to claims the project missed its
“window of opportunity” for buyers before the crash, and so the investment was lost. Either way,
claimant now seeks to recoup all monies invested as it focuses blame for the failed project solely on
allegations of design or construction liability. This may include assertions of lost contracts;
incomplete, foreclosed, or otherwise unsellable properties; lost market value; construction and
design fees; financing costs; profits and other accruing opportunity and carrying costs; and any other
amounts expended to develop the project, sometimes extending as far as remuneration for a
tarnished reputation and/or credit rating.

In both scenarios, claimants frequently include lost market value as an element of their damage
claims. The underlying issue remains the same; however enterprising claimants creatively craft the
loss in an attempt to obtain recovery. When the developer purchased the property and hired the
professional to develop and construct the project, the investment was the amount of the purchase
price and services to complete the project. However, these claims usually allege that because of the
error the project did not go as forecast so that, by the time of the lawsuit, its value may have
declined 50% or more. Unfortunately, well-insured professionals may be seen as the only means to
salvage a developer’s losses.

Intuitively, one might expect that dispositive case law exists to address the recoverability of lost
market value in these matters; but actually there is little precedent that is directly on point.
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However, several decisions appear to confirm the principle that diminished market value due to an
unforeseen economic downturn should not be a recoverable item of damage. See Gastaldi v. Sunvest
Resort Communities, 1.C, 709 F.Supp.2d 1299 (S.D. Fla. 2010)(expert opinion stricken which included
loss of market value due to change in market conditions); Bank of Sacramento v. Stewart Title Guaranty
Co., 2010 WL 3780496 (E.D. Cal. 2010) (delay in resolving title issue with resulting market decline);
Safeco Ins. Co. v. | & D Painting, 17 Cal. App. 4th 1199 (Cal. App. 1993) (delay in painting repairs with
resultant loss); Strebel v. Benlar Investments, Inc., 135 Cal. App. 4th 740 (Cal. App. 1st 2000) (failure to
disclose liens resulting loss of sale and resulting loss of market value); First Federal Savings and 1.oan
Association of Rochester v. Charter Appraisal Co., Inc., 724 A.2d 497 (Conn. 1998) (delay in obtaining
appraisal result in lost sale with resulting loss in value). Still, case law specifically addressing this
issue has yet to emerge, perhaps because the recent economic downturn was so dramatic and
sudden. Until courts do take on this particular issue, litigants must rely on established principles
outlining duty, causation, and the proper measure of damages..

The issue of loss caused by market decline is most frequently seen in securities litigation.
Frequently, the question becomes whether the loss was caused by a misrepresentation or merely by a
general decline in the market. Judge Posner perhaps best discussed this issue in his adoption of
“loss causation” as an element of a securities claim. See Bastian, 111 v. Petren Resources Corp., 892 F.2d
680 (7th Cir. 1990). In Bastian, Posner determined that the global collapse of oil prices was the
cause of the loss, not any specific allegations of fraud in the offering statement. I4. There he noted
that a damage award based upon the collapse of a market would result in a windfall to the claimant.
This line of reasoning has been adopted in multiple decisions involving losses arising from
misleading securities offerings. See Tozale, Inc. v. Smith, 877 S. 2d 813 (Fla. 4th DCA 2004); Morgan
Stanley, et al. v. Coleman Holdings, Inc., 955 So. 2d 1124 (Fla. 4th DCA 2007); First natiomwide Bank v.
Gelt Funding Corp., 27 F.3d 763 (2d Cir. 1994); Oregon Steel Mills v. Coopers & Lybrand, 83 P.3d 322
(Ore. 2004); Luminent Mort. Co. v. Merrill Lynch, et al., 652 F.Supp2d 576 (E.D. Pa. 2009). We submit
that these cases outline the proper approach to address lost market value in real estate claims

Duty and Causation

In negligence, duty and proximate cause become one where the question reduces to whether the
defendant was under a duty to protect the plaintiff against that which caused the damage, that is,
whether the allegedly negligent conduct was the proximate cause of the damage. Stebel, 135
Cal.App.4th 740; W. Prosser & Keeton, Torts § 42, p. 274 (5th ed. 1984). Duty demands some
foreseeability of the harm, but foreseeability does not by itself create duty. RK Constructors, Inc. v.
Fusco Corp., 231 Conn. 381, 385-86 (Conn. 1994). Rather, policy considerations have influenced the
determination of how far liability may reach. Id. ar 386.  Only those damages shown to be
reasonably foreseeable and which necessarily result from the alleged negligence can be recovered.
See Cashman v. Allied Products Corp., 761 F.2d 1250, 1252 -1253 (8th Cir. 1985); Custodio v. Bauer, 251
Cal.App.2d 303 (Cal.App.1 1967); see also 8 Fla. Prac., Construction Law Manual § 15:3. Absent
causation, there is no recovery. Accordingly, superseding causes unrelated to the alleged negligence
will bar recovery. Strebel, 135 Cal.App.4th at 750 -752; 65 C.J.S. Negligence § 111(1); Restatement
(Second) of Torts, § 440. So, the bubble burst; but was the market crash a foreseeable or
superseding event to preclude it as a basis for damage claims?

It appears to depend on the facts and the timing of events related to questions of foreseeability of
the market downfall and the parties’ use (or disregard) of such information.  See Restatement
(Second) of Torts, § 453, cmt. b; Prosser, Law of Torts (4th ed.) § 45; Klopfenstein v. Rentmaster Trailer
Co., 270 Cal.App.2d 811 (App.2 1969); and 4 Witkin, Summary of Cal. Law (8th ed.) Torts, § 628. At
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least two California courts who considered this question determined the market decline was
unforeseeable and therefore wholly unrelated to the defendant’s alleged negligence:

Liability cannot be predicated on a prior and remote cause which
merely furnishes the condition or occasion for an injury resulting
from an intervening unrelated and efficient cause, even though the
injury would not have resulted but for such condition or occasion; ....
[citations omitted] Although appellant might have sold his house at a
high price but for respondent's negligence, the decline in the market
bore no relation whatsoever to the acts of respondent. Respondent's
negligence, if such there was, was merely the condition or occasion
for the market decline to affect appellant's house.

In assessing proximate cause, courts also look to the foreseeability
of the superseding cause of injury. [citations omitted] It can hardly be
said that respondent should have foreseen the steep decline that has
occurred in California real estate values. If history had been any
guide, a delay in sale of property in California would more likely

increase the return of the owner.

Safeco, 17 Cal.App.4th at 1204 - 1205; see also Strebel, 135 Cal.App.4th at 750 -752. In affirming the
summary judgment, Safeco described established rules of damage measurement as inflexible and not
subject to the “vagaries of the market place.” Safeco, 17 Cal. App.4th at 1202. Besides, a contrary
view would have no meaningful impact to deter negligence, according to Safeco. Id. at 1205.
Recently, the Eleventh Circuit also determined the real estate market crash was an intervening cause

to preclude recovery of claimed losses due to loan default. See Beach Community Bank v. St. Paul
Mercury Ins. Co., 635 F.3d 1190, 1194 (11th Cir. 2011).

Claimants who seek ongoing costs as damages via breach of contract must first allege and prove
those damages were foreseeable to the parties as a natural and proximate result of the contract at the
time it was entered. Hadley v. Baxendale, 156 Eng. Rep. 145 (Ex. 1854); 5 Fla. Prac. § 27:6; Zipper v.
Affordable Homes, Inc., 461 So. 2d 988 (Fla. 1st DCA 1984); Muneumonics, Inc. v. Max Davis Associates,
Inc., 808 So. 2d 1278 (Fla. 5th DCA 2002). As a general rule, those risks that are foreseeable at the
time a contract is entered are imputed into its terms. Interestingly, this cuts both ways for plaintiff,
who must then simultaneously argue the risk of global failure attributable to design defects should
have been foreseeable to the designer, while global failure for any reason was not foreseeable to
plaintiff.

Most view market risk as inherent to land development, as it would be with any investment. See 27
J. Land Use & Envtl. Law, 153, 155-156 (2006)(changes in market value is one of the risks as well as
one of the rewards of property ownership). Certainly, appreciating property values don’t act to
reduce damage claims.  Despite historic returns during the housing bubble of the eighties and
nineties, there has never been any guarantee every development would be a winner. In other words,
the developer knew or should have known going in, that all might be lost. In the words of Justice
Holmes:

What is sufficient to show that the consequences were in

contemplation of the parties, in the sense of the vendor taking the

risk?
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Mr. Justice Willes answered this question ... ‘I am disposed to take
the narrow view that one of two contracting parties ought not to be
allowed to obtain an advantage which he has not paid for. . . . If that
[a liability for the full profits ...] had been presented ... at the time of
making the contract, as the basis upon which he was contracting, he
would at once have rejected it.

Globe Refining Co. v. Landa Cotton Oil Co., 190 U.S. 540, 544-545 (1903). Justice Holmes makes the
point that were the entirety of the project’s success brought to bear upon the contract for
engineering services for example, that contract would reflect such liability in the form of a much
greater fee. Stated simply, the success or failure of a development is the developer’s risk, and is
accordingly reflected by the large gains and losses developers experience in their industry. By
comparison, the typical design fee is definitively smaller and more discrete, as per its scope of work
and scope of risk. Although there are few cases directly on point, courts have generally rejected
damage claims based on market risk inherent to an industry as included within the bargained-for
terms at the time of the contract. Rather, the risk of loss from market conditions is inherent to
every transaction.

No social purpose would be served by encouraging everyone who
suffers an investment loss because of an unanticipated change in
market conditions to pick through [documents| with a fine-tooth

comb in the hope of uncovering a misrepresentation.
>k >k k

I See Restatement (Second) of Contracts § 261 cmt. b (1981) (continuation of existing market conditions or financial
inability do not effect discharge); E. Allan Farnsworth, Contracts § 9.2, at 602 (4th ed. 2004) (poor prediction of
circumstances expected to exist after the contract is made is not a mistake. The law of mistake does not deal with the
risk of error as to future matters); Day ». U.S., 245 U.S. 159, 161 (1917) (one who makes a contract never can be
absolutely certain that he will be able to perform it when the time comes, and the very essence of it is that he takes the
risk within the limits of his undertaking); Ambassador Hotel Co., Ltd. v. Wei-Chuan Investment, 189 F.3d 1017, 1028 -
1029 (9th Cir. 1999)(decline in investment value caused by events unrelated to any fraud cannot serve as the basis for
fraud liability); Neal-Cooper Grain Co. v. Texas Gulf Sulphur Co., 508 F.2d 283, 293 -294 (7th Cir. 1974) (market rise or
collapse is exactly the type of business risk which business contracts made at fixed prices are intended to cover); Fammers'
Fertilizer Co. v. Lillie, 18 F.2d 197, 199 (6th Cir. 1927) (abnormal rise in prices due to the existence of war or unusual
trade conditions do not excuse performance); Summer v. Land & Leisure, Inc., 664 F.2d 96 5, 969 (5th Cir. 1981) (price
decline may not be indicative of fraud in the least, e. g., a depressed real estate market caused by recession),; Langham-Hill
Petroleum Inc. v. Southern Fuels Co., 813 F.2d 1327, 1329 -1330 (4th Cir. 1987), citing Northern Indiana Public Service Company
v. Carbon County Coal Co., 799 F.2d 265, 275 (7th Cir. 1986) (force majenre clause is not intended to buffer a party against
the normal risks of a contract, such as market changes); Wheeling Valley Coal Corporation v. Mead, 186 F.2d 219 (4th
Cir.1950); First Nationwide Bank v. Gelt Funding Corp., 27 F.3d 763, 769 (2d Cir.1994); United States v. Wegematic Corp., 360
F.2d 674 (2d Cir. 1966); Citibank, N.A. v. K-H Corp., 968 F.2d 1489, 1496 (2d Cir.1992)(no liability where decreased value
due to some subsequent event rather than the misrepresentation); Ashraf v. Swire Pacific Holdings, Inc., 2009 WL 7011942,
3-4 (S.D. Fla. 2009) (claim real estate market crash made performance impossible is improper); Eastern Air Lines v. Gulf
Oil Corp., 415 F.Supp. 429, 439, 441 (S.D. Fla. 1975) (under no theory of law is one guaranteed preservation of profits
and one may not escape a bad bargain merely because it is burdensome due to fluctuating market conditions);
Transatlantic Financing Corp. v. Unifed States, 363 F.2d 312 (U.S.App.D.C. 1966) (fact that performance has become
economically burdensome or unattractive is no excuse); 407 East 61st Garage, Inc. v. Savoy Fifth Ave. Corp., 296 N.Y.S.2d
338, 244 N.E.2d 37 (App. Div. 1968)(trelated to services contract); Am. Aviation, Inc. v. Aero-Flight Serv., Inc., 712 So.2d
809, 810 (Fla. 4th DCA 1998) (doctrine of impossible performance employed with great caution if the relevant business
risk was foreseeable at the inception of the agreement and could have been the subject of an express provision).
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[Plaintiff] may have alleged the cause of [its] entering into the
transaction in which [it] lost money [but it has not] alleged the cause
of the transaction’s turning out to be a losing one. ... [Plaintiff’s]
claims fail because it has not adequately plead facts which, if proven,
would show that its loss was caused by the alleged misrepresentation
as opposed to intervening events.

First Nationwide Banfk, 27 F.3d at772, citing Bastian, 892 F.2d at684-685.

Where claims do not take notice of market impact, defense strategy must raise these issues as
intervening or superseding factors to overcome causation and demonstrate that plaintiff’s damages,
if any, stem not from design, but from a bleak market. Defendants risk liability where they fail to
rebut plaintiff’s evidence of proximate cause with any demonstration adverse market conditions
were an intervening, direct cause of the harm suffered. See Ambassador Hotel Co., Ltd. v. Wei-Chuan
Investment, 189 F.3d 1017, 1029 - 1030 (9th Cir. 1999).

Typically, construction litigation involves one or more of the following claims: (1) negligence or
professional negligence; (2) negligent or fraudulent misrepresentation; (3) breach of contract; and (4)
breach of warranty.” However, whatever the claim, the analysis eventually breaks down to a study
in duty and causation, which are themselves inextricably linked.  Westminster Investing Corp. v. Lamps
Unlimited, Inc., 379 S.E. 2d 316, 317 (1989); McMillen Engineering, Inc. v. Travelers Indem. Co., 744
F.Supp.2d 416, 428 -429 (W.D. Pa. 2010). The design professionals’ duty requirement is often
quoted as that standard of care used by similar professionals in the community under similar
circumstances. U.S. ex rel. | & A Mechanical, Inc. v. Wintberly Allison Tong & Goo, 2006 WL 338450
(M.D. Fla. 2006). However, design professionals are not guarantors and so are not required to be
perfect, and unfavorable results or disappointed expectations are not ipso facto professional
incompetence even where hindsight reveals the professional opinion was incorrect. See 5 Am. Jur.
2d Architects § 8, p. 670; Aetna Ins. Co. v. Hellmuth, Obata & Kassabanm, Inc., 392 F.2d 472, 476 -
477 (8th Cir. 1968); Stanley Consultants, Inc. v. H. Kalicak Construction Co., 385 F. Supp. 315, 319 (E.D.
Mo. 1974); Bayshore Dev. Co. Bonfoey, 78 So. 507, 509 (Fla. 1918); Lochrane Engineering v. Willingham
Realgrowth Inv. Fund, 1.td, 552 So. 2d 228 (Fla. 5th DCA 1989).

Measure of Damages

If both duty and causation are satisfied, the analysis turns to the proper measure of damage. It is
important to note that proof under the proper measure of damages is the claimant’s burden. Failure
to produce evidence under the correct measure of damages may result in a verdict for the defendant.
See Teca, Inc. v. WM-TAB, Ine. 726 So.2d 828, 830 (Fla. 4th DCA 1999); Kind v. Gittman, 889 So. 2d
87 (Fla. 4th DCA 2004).. Damages vary according to the facts and circumstances of each case,
however the law provides a fairly clear and consistent framework to determine what measure is
appropriate in a particular instance. W.W. Gay Mechanical Contractor, Inc. v. Wharfside Tiwo, Ltd., 545
So. 2d 1348, 1350-1351 (Fla. 1989); Sostchin v. Doll Enterprises, Inc., 847 So. 2d 1123, 1128 (Fla. 3d
DCA 2003.

In matters involving economic losses arising from a failed real estate investment, the appropriate
measure of damage is the difference between the value of the project actually designed and its value
had it been designed properly. Bayshore, 78 So. at 509. Value is generally measured at the time of the

2 Statutory and code violation claims are not addressed in this paper given their wide variation and particularity.
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error or omission, that is the difference in value immediately before and after the tort. Safeco, 17 Cal.
App 4th 1199; Totale, 877 So. 2d 813 (Fla. 4th DCA 2004); Gastaldi, 709 F.Supp2d 1284. Where
fraud is alleged related to the sale of real property, damages are measured by either the benefit of the
bargain rule or the out of pocket rule. The benefit of the bargain rule measures damage as the
difference between the actual value of the project and its value absent the misrepresentation a# the
time of the sale. Kind, 889 So. 2d 87. The out of pocket rule measures damages as the difference
between the purchase price and the real or actual value of the property az the time of the breach or
purchase. Id. In matters of negligence or negligent misrepresentation, this translates to the difference
in value with and without the negligence (or negligent misrepresentation) taken az the time of the
improper conduct. In breach, it becomes the difference between the contract price and the market
value of the property at the time of the breach. The common factor here is the discrete measurement,
taken at the time of the allegedly improper conduct as the difference between the value of the
property as it is, versus its value as it was intended to be under the design contract. None of these
measures contemplate open-ended claims where value is measured at some later date. In all cases,
plaintiff must prove actual value. Kind, 889 So. 2d 87; see also Smith v. Newell, 20 So. 249 (Fla. 1896).
See infra.

Lost market valuation remains a viable principal of damage measurement, especially where a defect
renders the structure wholly unusable or the cost of defect repair or restoration is otherwise
inadequate. However, care must be taken to determine what portion of that loss is due to error
versus other factors. Further, the measurement of loss or damage must be limited to the time of the
breach or tortious act, lest it become a reflection of the overall market decline.

Lost profit claims are typically regarded as speculative and so must be shown to a reasonable
certainty. See Republic Nat. Life Ins. Co. v. Red Lion Homes, Inc., 704 F.2d 484, 489 (10th Cir. 1983);
Vestar Development 11, 1.I.C v. General Dynamics Corp., 249 F.3d 958, 959 (9th Cir. 2001); Cashman, 761
F.2d at 1252 -1253; Levitt- ANSCA Towne Park Partnership v. Smith & Co., Inc., 873 So. 2d 392, 395-
396 (Fla. 4th DCA 2004); Susan Fixel, Inc. v. Rosenthal & Rosenthal, 921 So. 2d 43 (Fla. 3d DCA 2000).

Where an injured party claims compensation for gain prevented, the
amount of loss is always to some extent conjectural; for there is no
way of proving that what might have been, would have been. Thus,
when the claim is made for compensation for a deprivation of
property, it may be that if the property had remained in the owner's
control it would have brought no gain.

Eckington & Soldiers" Home Ry. Co. v. McDevitr 191 U.S. 103, 113 (1903), guoting Sedgwick on Damages,
8th ed. vol. 1, p. 250, § 173. Still, if a plaintiff can demonstrate lost profits from the loss of a specific
sale directly attributable to the breach, it may be recoverable in addition to other delay damages.
Zinn v. GJPS Lukas, Inc., 695 So. 2d 499 (Fla. 5th DCA 1997), citing Restatement (Second) of Totts, §
931. Coutts typically reserve lost profit analysis for continuing businesses and turn to market value
to address damages for businesses that are completely destroyed.  Either way, damages are
measured az the time of the loss or alleged breach, frand, or misrepresentation. Teca, 726 So. 2d at 829- 830.
That is, damages are discretely measured and do not extend forward in perpetuity absent special
circumstances (e.g. punitive damages due to intentional conduct).

In construction and design defect claims, the concept of economic waste figures prominently and
seeks to encourage mitigation, avoid the unreasonable destruction of property, and limit repairs
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pursuant to the original design. Accordingly, there is no recovery for betterment, where a plaintiff
chooses to “remediate” with a more expensive design, or first costs, those costs plaintiff would have
incurred had the “remediation” been a part of the original. See 25 C.J.S. Damages §§ 46, 71, 75; Nello
L. Teer Co. v. Hollywood Golf Estates, Inc., 324 F.2d 669, 672 (5th Cir. 1963); Kraft Foods North America,
Inc. v. Banner Engineering Sales, Inc., 446 F.Supp.2d 551, 576 (E.D. Va. 2000); Soriano v. Hunton, Shivers,
Brady & Assoc., 524 So. 2d 488, 489 (Fla. 5th DCA 1988). Safeco, 17 Cal.App.4th at 1205. These
principles reflect a policy of finite liability that lends itself to both definition and demarcation, and is
inconsistent with open-ended claims.

However, many lost opportunity claims seek ongoing damages such as carrying costs (e.g. financing
costs or interest charges) that often are presented as accruing until the litigation is resolved. There is
precedent to preclude awards of carrying costs such as mortgage, taxes, or utilities, because they
were not damages incurred at the time of the breach. Margaret H. Wayne Trust v. Lipsky, 846 P.2d
904, 912 (Ida. 1993), aiting Dobbs, Handbook on the Law of Remedies, § 12.11 at 853.

Several courts have relied on a subsequent resale price to measure liability for a breaching buyer. See
Dobbs, Handbook on the Law of Remedies, § 12.11 at 853 (resale price obtained may be sufficient
evidence of the market value at breach provided market conditions are similar and the time lapse
was small); Contract Freighters, Inc. v. ].B. Hunt Transport, Inc., 245 F.3d 660 (8th Cir. 2001)(where
actively marketed since breach); Rokowsky v. Gordon, 531 F. Supp. 435 (D. Mass. 1982), aff'd, 705
F.2d 439 (1st Cir. 1983). Others have relied on the resale price to calculate a seller’s damages where
the breaching buyer knew its breach would result in foreclosure. _American Mechanical Corp. v. Union
Mach. Co. of Lynn, Inc., 485 N.E.2d 680 (Mass. App. 1985); see also Am. Jur. Vendor § 482.

Still, this calculation forward and ongoing from an allegedly negligent act that may have occurred
years ago is contrary to established principles of damages, causation, and economic waste, and is
inconsistent with “fair and just compensation, equal to and precisely commensurate with the injury.”
See 25 C.J.S., Damages §§ 46, 71, 75; Am. Jur. Vendor § 482; Nello, 324 F.2d at 672; Swith v. King, 597
P.2d 217 (Idaho, 1979) (etror to award the difference between the contract price and the resale price
obtained a year later); Margaret H. Wayne Trust, 846 P.2d 904. (subsequent resale price received is
merely evidence of value, not the measure of damages, and requires that market conditions be
similar and the time lapse be limited); Lawrence v. Franklin, 749 P.2d 1020 (Ida.App. 1988); Hanna v.
Martin, 49 So. 2d 585 (Fla. 1950).

Conclusion

Despite unfortunate scenarios created by what has surely been a catastrophic economy for many, we
would argue liability for damages remains as always, finite and measurable at the time of the act or
omission. In the end, claimants must establish that the loss was caused by the act or omission, not
unforeseen intervening events such as a collapse in the real estate market.

Thomas J. Guilday

Guilday, Tucker, Schwartz & Simpson, P.A.
1983 Centre Pointe Boulevard, Suite 200
Tallahassee, FL. 32308

P: (850) 224-7091

E: tom@guildaylaw.com
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A Surety’s Obligation to Pay on a Payment Bond, in the Event of
Conditional Payment Clauses in the Construction Documents

Eric Van Beber
Wallace Saunders

I. Conditional Payment Clauses

One of the risks a general contractor runs on a construction project is that an owner will fail to pay
in full for the work. There can be a number of reasons why an owner may fail to pay, ranging from
legitimate disputes over the contractor’s performance to the owner’s insolvency. As a result of an
owner’s non-payment, the general contractor often chooses not to pay its subcontractors. General
contractors have attempted to pass the risk of the owner’s non-payment to their subcontractors by
the use of conditional payment clauses, often referred to as “pay when paid” or “pay if paid”
provisions. These conditional payment provisions in the subcontract provide that the subcontractor
will not get paid until the owner pays the general contractor. The use of conditional payment
clauses to manage payment risk is very controversial. Bruner & O’Connor on Construction Law,
§ 8.48 — Conditional Payment Arrangements.

When reviewing conditional payment clauses, courts have placed the clauses in two broad categories
known as “pay if paid” and “pay when paid” clauses. A “pay if paid” clause contains specific
language making the owner’s payment to the general contractor a condition precedent to the
subcontractor getting paid by the general contractor. An example is as follows:

“Payment by the owner, or other responsible party, to the contractor shall be a
condition precedent to the obligation of the contractor to pay subcontractor for any
work, claim, or damage.”

The enforceability of a conditional payment clause rests on the clarity of the language. Courts
generally hold that if the conditional payment clause is drafted with specific terms establishing the
owner’s payment as a specific condition precedent to payment, then this clause is deemed to be a
“pay if paid,” rather than a “pay when paid” clause, and therefore, the clause will provide the general
contractor a defense to any claims for non-payment brought by the subcontractor. If the
contractual language does not establish the ownet’s payment as a clear condition precedent, then
courts typically find that the contract contains a “pay when paid” clause and the general contractor
must pay in a reasonable time regardless of the owner’s payment.

II. Surety’s Reliance On Conditional Payment Clauses.

On many construction projects, a lender may require the general contractor to obtain payment
bonds to preclude mechanics’ liens from attaching in the event of the general contractor’s non-
payment to subcontractors. Typically, a payment bond claim arises when an owner pays the general
contractor who does not pay the subcontractors. However, payment bond claims also arise when an
owner does not pay the general contractor and the general contractor, in turn, does not pay the
subcontractors. When this occurs, the subcontractors seeking payment will likely file mechanics’
liens and will also make claims against the general contractor’s payment bond to obtain payment.
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It is a fundamental principle of suretyship law that the surety (the entity issuing the payment bond),
as the secondary obligor, is liable to the obligee (subcontractor) to no greater extent than that of the
general contractor. Bruner & O’Conner Construction Law Payment Process, § 8:50. Stated another
way, if a subcontractor is making a claim against the general contractor’s payment bond, the surety
that issued the payment bond is entitled to the same defenses available to the general contractor
against subcontractors’ bond claims. Thus, in situations where the general contractor’s contract with
the subcontractor contains a “pay if paid clause,” then the surety will claim that it is entitled to use
the “pay if paid” clause as a defense to the subcontractors’ claims against the payment bond.

Courts are divided concerning whether a surety can rely on a “pay if paid” clause. Some courts have
held that under the general principles of surety law, a surety is entitled to rely on any defense
contained in the principal’s contract with the subcontractors. See, Sz Paul Fire &> Marine Ins. Co. v.
Georgia Interstate Elec. Co., 370 S.E.2d 829 (1988) (applying Georgia law denying a payment bond
claim based on the conditional payment clause in the contract).

Other courts have held that the surety can only rely on a “pay if paid” clause in the underlying
contract if the surety specifically incorporates the terms of the subcontract into the payment bond
on the face of the bond itself. For example, the court in Moore Brothers Co. v. Brown & Root, Inc., 207
F.3d 717, 723 (4™ Cir. 2000), applying Virginia law, stated:

“As a surety who did not include an express “pay when paid” condition precedent in
the contract payment bond, Highlands [the surety] may not assert the “pay when
paid” clause contained in the subcontract between the claimants and the principle as
a defense to its liability to pay on the bond.”

In In re M & T Electrical Contractors, Inc., 267 B.R. 434 (Bankr. D.C. Cir. 2001), the surety’s attempt to
assert a conditional payment clause as a defense to a payment bond claim was rejected as being
contrary to the purpose of the bond. In that case, F & D was the surety for Singleton, the project’s
first-tier electrical contractor. Singleton entered into a purchase order with M & T whereby M & T
would supply electrical equipment and perform installation work on the project. The Singleton/M
& T purchase order required M & T to contract with Capital Lighting to purchase the electrical
equipment. Accordingly, M & T entered into a purchase order with Capital Lighting. The M &
T/Capital Lighting purchase order contained a “pay-when-paid” clause conditioning M & T’s
obligation to pay Capital Lighting upon M & T receiving payment from Singleton. Capital Lighting
provided equipment to M & T for use on the project. M & T refused to pay Capital Lighting for the
equipment, so Capital Lighting submitted a claim to Singleton and its surety F & D for payment of
the amounts owed pursuant to the payment bond. F & D refused to pay Capital Lighting’s claim
asserting the “pay-when-paid” provision in the M & T/Capital Lighting purchase order. The
Bankruptcy Court rejected F & D’s defense citing the Moore decision. In this regard, the Bankruptcy
Court ruled:

‘However, the “pay-when-paid” provision in the Purchase Order does not affect
Singleton and F & D’s legal duty to pay Capital pursuant to the bond. As noted in
Moore Brothers Co. v. Brown & Root, Inc., 207 F.3d 717, 723 (4™ Cir. 2000), the
Supreme Court of Virginia has not considered the question whether a surety can
assert as a defense to a claim a “pay-when-paid” provision in a subcontract.
However, this Court will follow the decision in Moore that a surety cannot rely upon a
“pay-when-paid” clause
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in a subcontract unless the bond explicitly gives the surety the right to rely upon
the defenses provided in that subcontract. To hold otherwise wonld run counter to the
purpose of the bond.’

267 B.R. at 449. (Emphasis added).

III.Legislative and Judicial Policy Voiding Conditional Payment Clauses

Some state courts have held that conditional payment clauses are void as against public policy. See
West Fair Elec. v. Aetna Cas. & Surety Co. (1995), 87 N.Y.2d 148, 661 N.E.2d 967. Many other states,
including Illinois and Wisconsin, have passed statutes providing that “pay if paid,” or other
conditional payment clauses, are void and unenforceable and, therefore, not available to a surety as a
defense to a payment bond claim. Se, 770 Ill. Comp. Stat. Ann. 60/21 and Wis. Stat. § 779.135.
Therefore, close attention should be paid to the particular state law when pursuing or adjusting a
payment bond claim when a conditional payment clause is implicated.

Eric Van Beber

Wallace, Saunders, Austin, Brown & Enochs, Chartered
PO Box 12290

Ovetland Park, KS 66282-2290

P: (913) 752-5591

E: evb@wsabe.com
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An Update on Actions Involving the United Nations Convention
on Contracts for the International Sale of Goods

Alan G. Davis and Mark Shreve
Garan, Lucow, Miller, P.C.

I. Introduction

We previously discussed the origination of the United Nations Convention on Contracts for the
International Sale of Goods (CISG) and its various similarities and difference from the more familiar
Uniform Commercial Code. This article will cover some of the interpretation and applications as to
when it is the controlling law and whether state law causes of action may also be allowed.

IL. A Brief Summary of the CISG

The CISG was enacted as an attempt by most of the major trading countries of the world to create
some certainty in the laws applying to the international sale of goods. While it has been adopted by
most of the United States’ trading partners, there are a very few who have not, and others that have
only adopted modified certain sections.

The CISG was ratified as a treaty of the United States and, therefore, under the supremacy clause of
the U.S. Constitution, it preempts all state common law and statutory law on issues to which it
applies. There are some significant differences from what is typically found in state laws following
the Uniform Commercial Code.

* There is no statute of frauds or parole evidence rule. Almost everything can purportedly be
created or modified by oral statement.

* The statute of limitations is significantly limited. The buyer is not only required to give notice of
lack of conformity within a reasonable time, but unless there is a longer written warranty, notice of
the lack of conformity must be given within two years from the date of receipt of the good.

* If goods are fit for the purposes for which goods of the same description would ordinarily be used
at the time of delivery, then unless there is an express warranty to cover the life and durability, the

purchaser may be without recourse.

* There are fewer warranties and they can be more easily disclaimed. The CISG does not use the
term “merchantability” and does not require a waiver to be in writing and conspicuous.

* Where the offering and accepting documents contain different terms, it is the offering document
that is more likely to be determined to control the terms of the contract.

* To avoid its application, agreements must specifically state that the CISG is not to apply.

* The Convention does not apply to liability for death or personal injury caused by the goods. Nor
does it apply to goods purchased for personal, family, or household use.
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III.  Application and Interpretation of the CISG by the Courts

As a treaty of the United States, it provides a basis for original federal court jurisdiction under 28
US.C. §1331. Asante Technologies, Inc. v. PMC-Sierra, Inc., 164 F. Supp. 2d 1142 (N.D. Cal. 2001).
Even where the litigating companies are incorporated in the same state, there is jurisdiction under
the CISG, if for one them, the place of business having the closest relationship to the contract
performance is in another country. Id.

There have been only about eight U.S. Federal Appellate Court decisions which have addressed the
CISG in some significant fashion. It has also only been cited by approximately 50 federal judges in
their opinions. Because of this, it is not uncommon for the courts to incorrectly comment that there
are not a lot of opinions addressing the CISG. In fact, there are thousands of cases on the CISG,
however, it is rare to ever see any of the U.S. courts citing to an opinion or an interpretation given
the law by a judge from any of the 70 or so other countries whose judiciary can hear cases and
render interpretations. Rarely do the U.S. courts ever turn to any commentators or other authorities
for interpretation.

Instead, courts quite often try to find a comparison to the Uniform Commercial Code and make
their rulings consistent with the UCC where not directly in conflict. This tendency has been labeled
the “Homeward Trend.” Harry Flechtner, Article 79 of the United Nations Convention on Contracts for the
International Sale of Goods (CISG) as Rorschach Test: The Homeward Trend and Exemption for Delivering Non-
Conforming Goods, 19 Pace Int’l L. Rev. 29, 30-31 (2007). In fact, although the implied warranty of
“merchantability” is not set forth in the CISG, sometimes the differences are glossed over. See, for
example, Northfolk Southern R.R. Co. v. Power Source Supply, Inc., 2008 W.L. 2884102 (W.D. Pa. 2008).

Contractual Claims

Where the CISG is timely brought to the Court’s attention, U.S. courts have readily acknowledge
that under the supremacy clause of the Constitution, the treaty does take precedence over any state
or common law cause of action. However, where a party first asserts some state or other law in
conflict with the CISG and later desires to assert the CISG, the court may determine that a waiver of
the right to assert the CISG has taken place. Therefore, its application needs to be asserted early on
in litigation.

Torts and Alternative Causes of Action

Often a complaint will contain not only a breach of contract and/or a breach of watranty claim, but
also attempts to set forth other theories seeking damages as a result of the same general transaction.
Case law delineating what is and is not proper has not yet provided clarity this area. Some likely
guidance may be found in Electrocraft Arkansas, Inc. v. Super Electric Motors, Ltd., 2009 W.L. 5181854
(E.D. Ark. 2009). In that case, Electrocraft purchased refrigerator motors from Super Electric for
resale to refrigerator manufacturers. After many defective motors were returned, Electrocraft filed
suit. In addition to breach of warranty claims, Electrocraft alleged negligence/strict liability,
violation of the Arkansas Deceptive Trade Practices Act (ADTPA), tortious interference with a
business expectancy, and unjust enrichment. After determining that the contract and warranty
potion of the suit was governed by the CISG, the Court examined the other claims. The Court
noted that the purpose of contract law is to see that promises are performed, whereas tort law exists
to provide redress for various injuries. The court therefore looked to see whether or not what was
being claimed was actually a tort having a separate basis for action or the alleged wrong was based
on the contract. The Court determined that the negligence/strict liability claim was solely based on
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the contract and should therefore be dismissed. The claim for unjust enrichment and restitution it
found was likewise based on the contract, and as such, preempted by the CISG.

The Court, however, found that the ADTPA provided redress for claims of misrepresentation, fraud
and intentional harm and, therefore, was not a contractual cause of action. Although questioning
whether an attempt to harm could actually be proven, it refused to dismiss the claim purely on the
pleadings. The Court similarly refused to dismiss the tortious interference with business expectancies
since that also was based on an allegation of willful and malicious wrongful conduct.

Other courts have held that tort allegations may be brought by a party to the contract where there is
a claim of negligent misrepresentation and fraudulent inducement. See for example, Miami 1 alley
Paper, 1LC v. Lebbing Engineering & Consulting GmbH, 2006 W.L. 2924779 (S.D. OH 20006); Tee e
Toons, Inc. v. Gerhard, Schubert GmbH, 2006 W.L. 2463537 (S.D. NY 2006). Since these allegations
involve torts being committed prior to the actual existence of the contract, it is understandable for
the courts to find that the action is not barred by the CISG as the attempt is not to carry out or
enforce rights in the contract, but to address the prior wrongful act causing the creation of the
contract.

However, the Electrocraft decision to allow a cause of action for acts committed during the course of
the contract which caused damage to a buyer’s dealings with his customers under a title of
intentional harm to an economic interest, would seem to be in conflict with the comprehensiveness
and predictability that the CISG was intended to create. Similarly, acts wrongful under the ADTPA
occurring prior to the contract might be construed as creating a separate cause of action, but to the
extent the activities arose out of the contract, allowing recovery under the ADTPA would again
seem to be directly in conflict with the CISG and whatever damages it provides. This is certainly an
area where there will be further argument and case law development. The Electrocraft case, however,
does suggest that there may be some room for claims of intentional torts to survive even though
they arise from the existence of the contract controlled by the CISG.

Third Party Claims

As previously mentioned, the CISG does not preclude third party actions for death or personal
injury caused by the goods. Therefore, typical product liability claims involving personal injuries are
not affected.

The real question becomes whether claims by subsequent purchasers based on warranty or property
damages are controlled by the CISG. In Caterpillar, Inc. v. Usinor Industeel, 393 F. Supp. 2d 695 (N.D.
IL 2005). Caterpillar issued a purchase order to its subsidiary, CMSA, for some steel truck beds.
CMSA then issued a purchase order to Leeco, the agent for defendant Usinor, a French company.
When the steel in the truck beds proved unsatisfactory, both caterpillar and its subsidiary filed suit.
After reviewing a couple of commentators, and noting that the CISG addresses only the parties to
the contract, the Court determined that Caterpillar was not precluded by the CISG from suing
Usinor as Caterpillar was not a party to the contract. The Court then determined to apply Illinois
law. Unfortunately for Caterpillar, the Court found that Illinois law required privity and, therefore,
Caterpillar could not bring claims under either an express warranty or an implied warranty theory.

While Caterpillar was not successful in its case, the Court’s determination that the CISG is not

applicable to parties who are not in privity suggests that a subsequent purchaser may “ignore” the
CISG and rely upon whatever state court remedies may be available. As state laws may recognize
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implied warranties much broader than the CISG and the statute of limitations may differ, a supplier
on a construction project may find it advantageous to obtain an assignment of rights from the
building owner at the time of the settlement of any dispute in order that it can then proceed without
worry of the limitations that might otherwise exist under the CISG. As long as the applicable state
law does not have a privity requirement, a purchaser could actually end up in a better position than it
if it sued in its own name.

CONCLUSION

The CISG is still a developing segment of the law. A party involved in litigation arising out of
damages caused by a product that was purchased from a foreign company would do well to examine
the CISG to see whether or not assertion of its supremacy over some forms of state law might
create a more favorable legal position. Because opinions are coming primarily from the trial level,
the resultant outcome has significant uncertainty. However, if there are claims involving products
manufactured in a foreign country, some serious consideration of the CISG should be taken early on
as it may provide significant advantages in the appropriate case.
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Emerging Law on FHA/ADA Claims: Standing and State Law Claims for
Contribution/Indemnity

Joseph E. Cavasinni
Reminger Co., L.P.A.

Over the last few years, there has been a burgeoning body of case law in federal courts concerning
claims against design professionals and contractors related to alleged violation of the accessibility
guidelines of the Fair Housing Act (42 U.S.C. §§3601, e seq.) (“FHA”). These cases primarily
involve issues of standing and viability of state law claims for indemnity/contribution or other
causes of action (i.e., breach of contract and negligence). For the most part, federal courts have
been consistent in their analysis as to whether standing in a particular case is proper and whether a
defendant in an FHA action has viable claims for indemnity/contribution or other state law claims.
Provided below is a discussion on the emerging federal law in this area.

I. Standing Requirements

Many of the FHA related claims brought against developers, owners, or design and construction
professionals are brought by a housing agency organization seeking to remedy violations at a
particular property. In many instances, prior to suit, the housing agency organization will employ
“testers” to visit the property in question in order to ascertain whether any FHA violations exist,
specifically those related to accessibility requirements of the FHA. In some instances, the
defendants in an FHA action have challenged the fair housing organization’s standing to assert FHA
claims. The leading case on this issue is Equal Rights Center v. Post Properties, Inc., 2009 WL 3088801
D.D.C).

A plaintiff’s standing to bring suit is a threshold question in every federal case. Warth v. Seldin, 422
U.S. 490, 498 (1975). In FHA cases, a plaintiff must establish what is known as “Constitutional
Standing” which “requires a showing that the plaintiff has suffered a concrete and particularized
injury that is actual or imminent, traceable to the challenged act, and redressable by the court.
Abigail Alliance for Better Access to Developmental Drugs v. Eschenbach, 469 F.3d 129, 132 (D.C. Cir. 2000).

In Equal Rights Center, ERC, a civil rights organization dedicated to, among other things, fair housing
opportunities for everyone, filed suit against Post Properties, an owner/manager of 59 apartment
communities located in five states and the District of Columbia. ERC claimed that Post designed,
constructed, and operated these residential complexes in a manner making them inaccessible for
persons with disabilities in violation of the FHA and Americans with Disabilities Act (“ADA”).
One of the issues in Post was whether ERC had standing to bring the claim.

In its analysis, the District Court for the District of Columbia noted that ERC could establish
standing either on its own behalf or on behalf of its members. Since ERC did not claim it had
standing on behalf of its members, the court’s analysis focused exclusively on ERC’s standing as an
organizational plaintiff. The court noted that organizational plaintiffs can establish that they
suffered an injury in fact traceable to the defendant’s conduct if the defendant’s actions
“perceptively impaired” the organization’s activities. As such, if an organizational plaintiff is
required to devote significant resources to identify and counteract discriminatory practices of the
defendant, there is no question that the organization suffered an injury in fact. Equal Rights Center,
2009 WL 3088801 at *2; Havens Realty Corp. v. Coleman, 455 U.S. 363 (1982).
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However, organizational plaintiffs cannot establish the injury necessary for standing when it consists
merely of an impact on its services caused by its willful diversion of resources in response to the
defendant’s conduct (i.e. hiring “testers” alone). Moreover, the mere fact that an organization
redirects some of its resources to litigation and legal counseling in response to actions or inactions
of another party is insufficient to impart standing upon the organization. Nat'/ Taxpayers Union, Inc.
v. United States, 68 F.3d 1428, 1434 (D.C. Cir. 1995). In other words, courts have explicitly rejected
the argument that the mere expense of hiring testers to investigate the defendant’s alleged
discriminatory practices constitutes an “injury in fact fairly traceable to the defendant’s conduct” to
satisfy standing requirements. Instead, any injury from such testing is not traceable to the
defendant’s conduct, but instead is “self-inflicted” in that it results not from any actions taken by the
defendant, but rather from plaintiff’s own budgetary choices. In Posz, since ERC essentially
conceded that its sole injury was that it was forced to expend time, resources, and personnel to
conduct a more in-depth nationwide investigation of Post, the court held that ERC had no standing
to bring the claim. Instead, an organizational plaintiff needs to show that it was required to devote
significant resources to identify and counteract the defendant’s discriminatory conduct.

II. State Law Claims for Contribution and Indemnity

All participants involved in the design and construction of a particular residential property are
required to follow the accessibility guidelines of the FHA since to hold otherwise would defeat the
purpose of the FHA and allow wrongful participants in the process to remain unaccountable. U.S.
v. Quality Built Constr., 309 F.Supp.2d 767, 779 (E.D. N.C. 2003); Baltinore Neighborhoods, Inc. v. Rommel
Builders, Inc., 3 F.Supp.2d 661, 665 (D. Md. 1998). As such, any party that contributes to an FHA
violation is liable and subject to suit.

In practice, however, the plaintiff in an FHA claim rarely brings suit against all parties involved in
the design and construction process. In some instances, the developer and owner are the only
parties to be sued, leaving the developer or owner to file third-party claims against the involved
design professionals and contractors. In other instances, some, but not all, of the design
professionals and contractors are sued, leading to third-party claims against the remaining
contractors and design professionals.  Typically, these third-party claims are rooted in
indemnity/contribution, although additional claims for breach of contract and/or negligence atre
common. An issue examined by a number of federal courts throughout the county in this instance
is whether the third-party claims for indemnity/contribution or other state law causes of action (i.e.
breach of contract and negligence) are valid. As discussed below, the majority of federal courts
throughout the country have held that there is no right to indemnity/contribution for FHA claims
and that the separate state law claims for breach of contract and/or negligence ate pre-empted since
they are de facto claims for contribution/indemnity.

In Northwest Airlines v. Transport Workers Union of America, 451 U.S. 77 (1981), the Supreme Court
considered whether an airline liable under the Equal Pay Act of 1963 and Civil Rights Act of 1964
could seek contribution from the employee’s union which was undisputedly also partly responsible
for the violations at issue. In Northwest Airlines, the court found no express right of contribution in
either Act and rejected the existence of any implied right of contribution. The court noted that
employers were not among the protected class the Act was designed to protect, but instead, the
employers were the class the Act was intended to regulate. The court noted that both the Equal Pay
Act of 1963 and Civil Rights Act of 1964 were entirely silent as to whether rights of indemnity or
contribution existed in favor of a defendant against whom such claims were made and held that the
absence of such an obvious remedy as indemnity or contribution created the strongest presumption
that Congress intended that no such remedy be allowed. In that regard, the court noted that “the
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authority to construe a statute is fundamentally different from the authority to fashion a new rule or
to provide a new remedy, which Congtress has decided not to adopt.” As such, the court could not,
“in the face of such comprehensive legislative schemes, fashion new remedies that might upset
carefully considered legislative programs.” Id. at 97. As such, the court found that Northwest
Airlines could not pursue claims for indemnity or contribution against the employee’s union.

In reliance upon Northwest Airlines, numerous courts throughout the country have dismissed state
law claims for indemnity and contribution, in cases involving the FHA, finding that there is no
express or implied right to indemnity or contribution set forth in the FHA. Egwal Rights Ctr. v. Niles
Bolton Assocs., 602 F.3d 597 (4" Cir. Md. 2010); U.S. ». Murphy Der., 1.L.C, 2009 WL 3614829 at *1
(M.D. Tenn. Oct. 27, 2009); U.S. v. Quality Built Constr., Inc., 309 F.Supp.2d 767, 778-79 (E.D. N.C.
2003); U.S. v. Shanrie Co., 610 F.Supp.2d 958, 960-61 (S.D. Ill. 2009); Mathis v. United Homes, 1.1.C,
607 F.Supp.2d 411, 421-23 (E.D. N.Y. 2009); Egual Rights Ctr. v. Archstone Smith Trust, 603 F.Supp.2d
814, 821-22 (D. Md. 2009); Sentell v. RPM Mgt. Co., 2009 WL 2601367 at *4 (E.D. Ark. 2009); U.S. ».
Gamtbone Bros. Dev. Co., 2008 WL 4410093 at **7-9 (E.D. Pa. 2008); Acess 4 All, Inc. v. Trump Int’]
Hotel and Tower Condominium, 2007 WL 633951 at **6-7 (S.D. N.Y. 2007); Miami Valley Fair Hous.
Ctr, Inc. v. Steiner + Assocs., 2010 U.S. Dist. Lexis 63915 (S.D. Ohio 2010). Insightful in this regard is
the Quality Built case, which appears to be one of the first Federal District Courts to address this
issue. In Quality Built, the court first examined the language of the FHA and noted that it was not
intended to protect the defendants making a claim for contribution and indemnification, but instead
the statute was meant to regulate them. Quwality Built, 309 F.Supp.2d at 778. The court then noted
that the statute was comprehensive and “[n]othing in the structure of the FHA supports a finding
that a right to contribution is implied.” Id. Finally, the court reviewed the legislative history and
found nothing “which states or implies a right to contribution or indemnity for one party liable
under the Act from another party potentially liable under the Act.” Id. at 779. In addition, the court
found that “federal common law cannot provide a basis for contribution or indemnity in this
context.” Id.

III. Other State Law Claims

In many of the cases discussed above involving the FHA, the defendant/third-party plaintiff
(typically the owner or developer) acknowledged that there is no right to contribution or indemnity
under the FHA. However, their argument was that their third-party claims for
indemnity/contribution were valid since these claims wetre not preempted by the FHA. As such, in
addition to addressing whether a right of contribution or indemnity exists under the FHA, many of
these cases also addressed the issue of whether these state law claims were, in fact, preempted by the

FHA.

A federal statute such as the FHA may preempt state law claims or remedies in several ways.
Michigan Canners and Freezers Ass'n, Inc. v. Agricultural Marketing and Bargaining Bd., 467 US 461 (1984).
Congress may “expressly” preempt state laws based on language in the statute itself; may preempt
state laws by “occupying the field;” or may preempt those state laws and claims that stand as an
“obstacle to the accomplishment and execution of the full purpose and objectives of the federal
statute.”  Freightliner Corp. v. Myrick, 514 US 280, 287 (1995). “Obstacle” preemption applies to any
type of state law — statutory, contractual, or tort. Gezer v. American Honda Motor Co., 529 US 861
(2000).

In many of these cases, the argument is made that the FHA does expressly preempt state law claims

based on language in the FHA that expressly preempts those state laws which would allow and
permit discrimination in violation of the FHA. The argument is that if a defendant/third-party
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plaintiff were allowed to transfer their liability for FHA violations to third parties by way of state law
claims for contribution/indemnity, this would permit discrimination in violation of the FHA by
allowing the defendant/third-party plaintiff to avoid liability for FHA violations. Another common
argument is that “obstacle preemption” prohibits a defendant/third-party plaintiff’s state law claims
since pursuit of claims for contribution/indemnity would interfere with the methods by which the
FHA was designed to reach its goal. Specifically, the claim is that the defendant/third-party plaintiff
(typically the owner or developer) cannot insulate itself from liability for discrimination in regard to
living premises owned by it and managed for its benefit merely by relinquishing the responsibility for
preventing discrimination to another party. Egual Rights Center, supra at 602. Thus, the regulatory
purposes of the FHA would be undermined by allowing an entity accused of discrimination to avoid
liability by transferring it to a third-party under a claim for indemnity or contribution.

In these instances, many defendant/third-party plaintiffs have attempted to get around the bar to
contribution/indemnity claims by asserting “independent” state law claims for breach of contract or
negligence. In most instances, in reliance upon Federal Civil Rule 14(a), courts have also dismissed
these “independent” claims for breach of contract or negligence on the basis that they are essentially
de facto claims for indemnity or contribution. Specifically, Federal Civil Rule 14(a) does not allow a
third-party complaint to be founded on an independent cause of action, but instead claims asserted
in a third-party complaint are solely and completely derivative. Awmerican Zurich Ins. Co. v. Cooper Tire
& Rubber Co., 512 F.3d 800, 805 (6™ Cir. 2008). In simplest terms, even though the
defendant/third-party plaintiff’s argument was that the state law claims were “independent” causes
of action, the courts have almost universally rejected this argument since any third-party claims for
breach of contract or negligence were necessarily derivative of the primary claim against the
defendant/third-party plaintiff and nothing more than an attempt to transfer the liability of the
defendant/third-party plaintiff for FHA violations to the third-party defendants. See, e.g. Egual
Rights Ctr. v. Archstone Smith Trust, supra; Miami Valley Fair Hous. Ctr., Ine., supra.

IV. The Lone Exception

As set forth above, a number of federal courts have held that there is no right to
contribution/indemnity under the FHA. However, in Suyder v. Bagargani, 329 Fed. Appx. 351 (3
Cir. 2009), the court did find that there was a right to contribution from joint tortfeasors under the
FHA. However, as noted by the court in Miami 1V alley Fair Hous. Ctr., Inc., the decision in Snyder was
not supported by any meaningful analysis, but instead relied on a single case, Miller v. Apartments &
Homes of New Jersey, Inc., 646 F.2d 101, 110 (3rd Cir. 1981). A review of Miller reveals that its focal
point was very narrow in that Mz/fer dealt “only with the effect of a settlement by one defendant in a
tort case upon the liability of the non-settling defendants.” It did not deal with the issue of
contribution amongst joint tortfeasors. As such, the narrow scope of Miller provides weak support
for the court’s broader and unexplained conclusion in Suyder.
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Medicare Secondary Payer Statute

Topics May Include:

Responsibility of Defendants under the Secondary Payer Act
Workers Compensation Payments and Settlements
Medicare, Private Health and No-Fault payments

Notice requirements

Lien and Subrogation Rights

Dealing with CMS

Complete Medicare information can be found in The Harmonie Group Member Firms’ Synopsis of
the Medicare Secondary Payer Statute. This document is available for download at
www.harmonie.org/resources OR you may request a CD version by contacting Tim Violet at the
address below.

Tim Violet, Esq.

Executive Director

THE HARMONIE GROUP
634 Woodbury Street

St. Paul, MN 55107

Office: (651) 222-3000

Cell: (612) 875-7744

Fax: (651) 222-3508

Email: tviolet@harmonie.org

Patrick T. Bergin

Butler, Snow, O'Mara, Stevens & Cannada, PLLC
1300 25th Ave Ste 204

Whitney National Bank Building

Gulfport, MS 39502

P: (228) 575-3040

E: patrick.bergin@butlersnow.com
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The Medicare Secondary Payer Act:
Now Medicare Really Cares

Patrick Bergin
Butler, Snow, O'Mara, Stevens & Cannada, PLLC

What’s the law? As originally enacted in 1965, Medicare! was established as a “safety net” for
medical benefits for persons aged 65 or older, or qualified disabled. Currently, there are
approximately 44,000,000 beneficiaries, 20% of whom are younger than age 65. The Medicare
Secondary Payer Act (“MSP”) was passed in 1980 with the intent of reducing Medicare spending by
excluding from Medicare coverage of claims covered by other forms of insurance such as
automobile, liability and no-fault, as well as the original exclusion of workers’ compensation
insurance. The intent was to preserve the fiscal integrity of the Medicare program by preventing it
from making payment where another entity carries a legal or contractual obligation to provide
coverage. Historically, the Medicare program has made payments that should have been made by
primary carriers and has had little success recovering from the primary providers.

What’s the change? On December 29, 2007, President George W. Bush signed into law an
amendment to the Medicare Act that added a mandatory provision for insurers to regulatly report
settlements or open claims with an ongoing responsibility for medical treatment. Section 111 of the
Act extends the government’s ability to enforce the Medicare Secondary Payer Act. As of April 1,
2011, liability insurers, self-insurers, no-fault insurers, and workers’ compensation carriers shall
determine whether a Claimant is a Medicare beneficiary and, if so, provide certain information to the
Secretary of Health and Human Services when the claim is resolved. The insurers must report the
identity of the Medicare beneficiary and such other information as the Secretary deems appropriate
to make a determination concerning coordination of benefits, including any applicable recovery of
claim.

What’s the risk? The law has caused concern within the insurance industry due to the threat of a
$1,000 per day penalty, per claim, for failure to report. In addition, a failure to consider Medicare’s
interests could result in a recovery action against the insurer, insured, or attorney, including the
recovery of double damages and attorneys’ fees. The statute of limitations for a reimbursement
action is six years from the date the payment is made to the Claimant.

What to do? In order to avoid future reimbursement actions against you and the insured, all
claims/lawsuits in which Medicare beneficiaties seek damages should be resolved or settled with the
explicit consent and written approval of Medicare’s recovery contractor. It is critical that you place
the Center for Medicate and Medicaid Services (“CMS”) on notice of all claims/lawsuits involving
Medicare beneficiaries. The claim is reported to the Coordination of Benefits Contractor (“COBC”),
the administrative arm of the CMS.

Once you have reported the claim/lawsuit involving a Medicare beneficiary to the COBC, request a
conditional payment estimate from the Medicare Secondary Payer Recovery Contractor (“MSPRC”).

! Medicare Secondary Payer Act, 42 U.S.C. §1935 et. seq.
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This document will list all of the medical treatment that Medicare has paid for which it believes to
be related to the incident/accident that is the subject of the tort claim or lawsuit.

Upon receipt of the conditional payment estimate, you should carefully review the payment
estimates to insure that charges for treatment not related to the injury caused by the accident are
identified and removed. For treatments or procedures unrelated to the accident, you may contest
the payment estimate by having a “relatedness discussion” with the MSPRC. To reduce the amount
of the reimbursement claim, provide the MSPRC with a detailed explanation of the unrelated
charges.

Finally, request repayment directions from the MSPRC for the agreed reimbursement amount. This
is the letter that provides you with written authorization to resolve the MSP reimbursement claims
for the negotiated amount. Forward a copy of the settlement agreement to the MSPRC, and then
make payment as described in the final demand letter.
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Special News from

CMS Revises Timeline for Reporting

As you are probably well aware, the Medicare Secondary Payer laws ("MSP") and the Medicare,
Medicaid, and SCHIP Extension Act of 2007 ("MMSEA") reporting requirements have been
anything but simple and straightforward for RREs ("Responsible Reporting Entities"), their
attorneys, and others who are concerned about this subject. Indeed, MSP laws and the MMSEA
have been aptly described as the metaphorical "bull in the settlement china shop" which can result in
the imposition of a harsh $1,000-a-day penalty and double damages for noncompliance with these
convoluted, mind-boggling laws.

Fortunately, implementation of these laws by the Centers for Medicare & Medicaid Services
(""CMS") has been delayed once again. The CMS just issued an "Alert" which declares a one-
year delay or moratorium (without explanation) under certain circumstances. What this means is
that reporting (electronic filing) of initial claims involving a so-called Total Payment Obligation to
Claimant ("TPOC"), which refers to the dollar amount of a settlement, judgment, award or other
payment through liability insurance (including self-insurance) to the Medicare beneficiary is now
scheduled to begin on January 1, 2012, rather than on January 1, 2011 (and applies to cases or
disputes resolved on or after October 1, 2011). In cases involving ongoing responsibility for
medical ("ORM") payments, however, the timeline for reporting is still January 1, 2011. See CMS
"Alert" for complete details including an extension of the current dollar thresholds for liability
insurance and worker's compensation.

We expect this delay to facilitate faster resolution of disputes in personal-injury liability
cases. CMS will also likely suspend issuance of so-called '"guidance documents" which
have often been a source of contradiction and confusion.

We will continue to keep you updated on any developments concerning this subject.

Chair, Harmonie Group Medicare Sub-Committee
Patrick T. Bergin

Butler, Snow, O'Mara, Stevens & Cannada, PLLC
Patrick.Bergin@butlersnow.com

Phone: (228) 575-3040
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Removal to Federal Court

Christopher Tompkins
Betts, Patterson & Mines, P.S.

Introduction

The United States has two overlapping court systems: One operated by each individual state and
one operated by the federal government. Some civil lawsuits can be heard in either a state or federal
court. A defendant can sometimes transfer, or “remove”, a case filed in a state court to federal
coutt.

28 U.S.C. § 1441provides:

(a) Except as otherwise expressly provided by Act of Congress,
any civil action brought in a State court of which the district courts of
the United States have original jurisdiction, may be removed by the
defendant or the defendants, to the district court of the United States
for the district and division embracing the place where such action is
pending.

(b) Any civil action of which the district courts have original
jurisdiction founded on a claim or right arising under the
Constitution, treaties or laws of the United States shall be removable
without regard to the citizenship or residence of the parties. Any
other such action shall be removable only if none of the parties in
interest properly joined and served as defendants is a citizen of the
State in which such action is brought.

This paper will provide a brief overview of the reasons why a defendant might want to remove a
case to federal court; the bases for doing so; and limitations on the ability to do so.

Potential Advantages to Removal

Removal jurisdiction exists, in part, because of a belief that an out of state defendant may receive a
less hostile, or prejudiced, reception from a federal court than from a state court judge or jury.
Whether to remove a case to federal court is a fact specific, and jurisdiction specific, decision. There
are both potential advantages and disadvantages of removal, which can vary and which should be
discussed with counsel. The potential benefits from removal generally include:

e Federal judges may be “better”, in multiple respects, than state court judges;

e TFederal courts often draw jurors from different geographical areas than state courts, and may
result in a more favorable jury pool;

e Federal court judges and case law are more favorable to challenges to experts, and challenges
to “junk science” than many state courts;

e Federal court judges and rules may place tighter procedural controls on counsel and the pre-
trial preparation and trial of a case.
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Bases for Removal

Federal courts in the United States are courts of limited jurisdiction. A case may not be removed to
federal court if it could not have been brought in federal court by the plaintiff. There are two bases
for federal removal jurisdiction (ignoring removal by the United States), each of which also supports
original jurisdiction in federal court: federal question jurisdiction and diversity jurisdiction. In
addition to the requirements discussed below, each requires that the amount in controversy,
exclusive of interest and costs, exceed $75,000.

Federal Question Jurisdiction

A case raising a federal question may be removed as United States District Courts have original
jurisdiction under 28 U.S.C. § 1331 over civil actions “arising under the Constitution, laws, or
treaties of the United States.” Federal question jurisdiction generally exists only when a federal
question is presented on the face of a properly pled complaint. Courts have defined actions that
arise under federal law as “only those cases in which a well-pleaded complaint establishes either that
federal law creates the cause of action or the plaintiff’s right to relief necessarily depends on
resolution of a substantial question of federal law.”

An action may not be removed to federal court on the basis of a defense that raises a federal
question, even if the defense is anticipated in the plaintiff’s complaint and even if both parties agree
that the defense is the only question truly at issue in the case. Exceptions to the above rule include
the “artful pleading” doctrine and “complete preemption”, or “jurisdictional preemption”. The
artful pleading doctrine holds that a plaintiff should not be permitted to defeat federal jurisdiction
and removal by “artfully” drafting the complaint to intentionally omit a federal question. By
definition, “a federal claim is ‘artfully pled’ as a state law claim when the suit in actuality arises under
a federal law which gives the plaintiff the right to pursue the relief sought in the complaint.”
Complete preemption is a “super” species of preemption, jurisdictional in nature, reserved for that
rare situation where the Supreme Court determines that Congress intended the federal enactment to
displace all state law causes of action within the scope of the federal statutory claim.

Diversity Jurisdiction

A case in which all plaintiffs are “diverse” to all defendants may be removed, as United States
District Courts have original jurisdiction under 28 U.S.C. § 1332 over “civil actions between . . .
citizens of different states.” This rule requires that there be “complete diversity” — Ze., that all
defendants have different citizenship from all plaintiffs. It also requires that none of the defendants
be citizens of the state in which the suit is filed.

Generally, an individual is a citizen of the state where he or she resides. A resident alien is
considered a citizen of the state in which he or she is domiciled; non-resident aliens are not
“citizens” of any state for purposes of determining diversity. Corporations have dual citizenship in
the state in which they are incorporated and, as the United States Supreme Court clarified earlier this
year, the state of their “nerve center” — usually their corporate headquarters.

There are some circumstances, such as “fraudulent joinder”, or “fraudulent misjoinder”, in which a
case which does not appear to offer “complete diversity” may nevertheless be removed. The term
“fraudulent joinder” is a term of art. It does not have to be shown that the joinder was actually
fraudulent, or for the purpose of preventing removal. Rather, the question is simply whether there
is any possibility that plaintiff will be able to establish liability against the party in question. A
removing party may establish fraudulent joinder of a non-diverse defendant in several ways. The
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most common bases are that the pleadings provide insufficient grounds to state a claim against the
non-diverse defendant. Another basis to claim fraudulent joinder is that a non-diverse defendant is
protected by an affirmative defense such as a statute of limitations.

The doctrine of fraudulent misjoinder has arisen in response to actions where numerous plaintiffs
piggyback onto the one plaintiff who has stated a claim against a non-diverse defendant,
notwithstanding their lack of any connection to that defendant. Under these circumstances, courts
have held that the plaintiffs who do not allege a causal connection with a non-diverse defendant
were fraudulently misjoined and their joinder does not defeat diversity.

Limitations on Removal
Time for Removal

28 US.C. § 1446(b) requires that a defendant must file a notice of removal within thirty days of
receiving, through service or otherwise, a copy of the initial pleading. If the initial pleading has been
filed and service of the complaint is not required, the time begins to run upon service of the
summons. Receipt of a “courtesy copy” of a complaint does not start the clock; time for removal
does not begin to run before the defendant has been formally served with a summons, complaint,
and/or other document required to commence the lawsuit.

In cases involving multiple defendants, the traditional rule has been that the thirty-day removal clock
begins to run for all defendants when the plaintiff has served the first defendant. Under this rule, a
defendant served more than thirty days after service upon the first-served defendant has no
opportunity to remove the case. Some courts over the last 20 years or so have held instead that each
defendant has its own thirty-day removal clock.

Courts are split over whether service on a defendant’s statutory agent (e.g., the Secretary of State)
commences the removal period. A number of courts have held that the removal period begins when
service on the statutory agent is complete. A larger number of courts, however, have held that the
removal period does not commence until the defendant actually receives a copy of the complaint, or
notice that such service has been made.

§ 1446 (b) also provides:

If the case stated by the initial pleading is not removable, a notice of
removal may be filed within thirty days after receipt by the defendant,
through service or otherwise, of a copy of an amended pleading,
motion, order or other paper from which it may first be ascertained
that the case is one which is or has become removable, except that a
case may not be removed on the basis of jurisdiction conferred by
section 1332 of this title more than one year after commencement of
the action.

This means that a case which does not initially appear to be removable may sometimes be removed
if, for example, plaintiff dismisses a non-diverse defendant, or plaintiff indicates that damages in
excess of $75,000 are sought. Federal courts have interpreted this paragraph to mean that the
circumstances creating removability must arise from a voluntary act of the plaintiff. Dismissal of a
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non-diverse defendant on summary judgment, or by other non-voluntary act of the plaintiff, will not
render the case removable.

In jurisdictions applying the last-served defendant rule, a question arises whether the one-year time
limit for removal precludes removal when the later-served defendant attempts to remove more than
one year after the case was started. The answer in most courts appears to be that the later-served
defendant can remove even more than one year after the case was commenced.

Joinder of All Defendants

The judicially created rule of unanimity requires that all defendants in a state court action must
consent to the removal of the state court action to federal court. The rule applies both to diversity
and federal question jurisdiction. In certain circumstances a case may be removed without the
consent of all defendants, including situations where a party is not a proper defendant; where not all
defendants have been served; and where removal is at the instance of the United States.

In a jurisdiction requiring that all defendants consent to removal within thirty days of service on the
first defendant, early served defendants may need to obtain consent to removal from later served
defendants on very short notice. A different issue arises when a later-served defendant wishes to
remove as to whether a defendant served earlier who did not remove may consent to the later
removal. Most courts which permit a later-served defendant to remove hold that the eatlier served
defendant, who did not remove, may consent to the later removal, as the later-served defendant
would otherwise never be able to remove.

Class Actions

Class actions present special issues beyond the scope of this paper. Generally, there may be issues as
to diversity and the amounts in controversy. In addition, the Class Action Fairness Act (CAFA)
provides jurisdictional rules specific to class actions which permit removal in circumstances where it
would not otherwise be available.

Conclusion

The ability to remove a case from state court to federal court can be important — and sometimes
outcome determinative — to a defendant. The most crucial issue is to be aware of the time
limitations for removal and to consult with counsel about removal promptly. Once thirty days has
run from service of a summons and/or complaint, the right to removal may be lost.

Christopher W. Tompkins
Betts, Patterson & Mines, P.S.
One Convention Place

701 Pike Street, Suite 1400
Seattle, WA 98101-3927

P: (200) 268-8682

E: ctompkins@bpmlaw.com
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Detecting and Reporting Insurance and Claims Fraud

Earl K. Cantwell
Hurwitz & Fine, P.C.

1. Definition/Description of Insurance Fraud

Insurance fraud is the second most costly white-collar crime in America, after only tax evasion. It is
estimated that $80 Billion is paid out each year in fraudulent insurance claims. The Coalition
Against Insurance Fraud believes that the average American household pays over $950 a year in
additional premium to cover costs of insurance fraud. Between 10-15% of all dollars spent on
insurance premiums are believed to be expended on fraudulent claims. One out of every five
insurance claims may be fraudulent in some way. The recent economic recession has increased the
incidence of fraud and questionable claims by at least 15%.

Fraud is more than an unproven claim. It requires conscious intent and overt action to create a false
claim or inflate a loss.

A. “Hard” and “Soft” Fraud
Hard fraud occurs when someone deliberately plans or invents a loss such as a collision, auto theft,
or arson fire that is covered by insurance in order to receive payment. Criminal rings may be
involved in hard fraud schemes. Hard fraud seeks to obtain insurance proceeds not based on an
actual or legitimate claim — the claim or accident is fabricated by the hard fraud scheme.

Soft fraud usually involves a policyholder inflating or altering an otherwise legitimate claim. Soft
fraud can also occur when, while obtaining a new insurance policy, an individual misreports previous
or existing conditions in order to obtain a lower premium. While hard fraud refers to premeditated,
criminal schemes of deception, soft fraud is most often committed as a crime of opportunity, with
little premeditation or advance planning.

2. Strategies to Detect and Analyze Fraud

Fraud detection and prevention strategies play a crucial role in the current economic environment to
sustain the business plan and maintain an insurer’s position in the marketplace. With an established
review program in place, a carrier’s special investigations unit (SIU) can increase referrals by as much
as 25%, leading to an increase in valid claim denials and successful criminal fraud prosecutions and
convictions.

There are two main types of statistical analysis used in detecting insurance fraud. The first is the
“supervised” method, which primarily consists of determining and comparing expected criteria and
values of prior non-fraudulent and fraudulent claims.

In the supervised method, expected values are obtained by analyzing records of both fraudulent and
non-fraudulent claims. This method has some drawbacks since it requires absolute certainty that
claims analyzed and part of the model were in fact either fraudulent or non-fraudulent, and also
because it only detects known fraudulent schemes.
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The second is the “unsupervised” method of statistical detection that involves scanning and
detecting for claims that are “abnormal”. Claim adjusters and computers are trained to identify and
recognize indicators and “red flags” frequently associated with fraudulent claims.

Statistical analysis does not prove that claims are fraudulent - it identifies suspicious claims or types
of claims that warrant further investigation.

3. General Hallmarks and Indicia of Fraud
An important step in detecting insurance fraud is to identify certain “red flags” that may signal
possible dishonesty or inflation of an insurance claim. These “red flags” are factors that may

warrant further detection strategies and claims investigation. The two key precepts are to LOOK
AT THE CLAIM and LOOK AT THE CLAIMANT:

Q)
2
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)
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()
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©)
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(14)
(15)
(16)
17)

(18)

(19)
(20)

There are no witnesses to an accident.

There is no police report for the accident or loss event.

Property was repaired or disposed of before inspection or report.

The documentation provided consists only of photocopies.

Claimant uses post office box, hotel/motel room, or other “mail drop” for an
address.

Claimant threatens to go to an attorney or file a complaint if claim is not quickly
settled.

Claimant is familiar with insurance terms and procedures, medical language, vehicle
repair terminology, and “legalese”.

Claimant is unemployed, or has personal, financial or business problems.

Claimant has an active prior claims history.

There is no evidence of prior insurance coverage.

The policy is in effect only a short time before the loss.

There is a sharp increase in coverage just before the loss.

There is duplicate coverage, multiple policies, or an otherwise over-insured loss.

The claimant is willing to settle quickly for less than the claimed full damages.

The insured contacted agent or insurer to confirm coverage just before the loss.
Information on the policy application proves to be incomplete, outdated or false.
Insured provides receipts for inexpensive items, but has no receipts for items of
significant value.

Insured provides receipt(s) with no store name or logo (blank receipt), or only
cancelled check.

Insured provides receipts/invoices from same supplier in numbered sequence.
Insured provides receipts from same supplier with sequence numbers in reverse
order to date of purchase.

4. Indicia and Hallmarks of Particular Fraud
A. Property/Fire (Arson)/Theft/Burglary
(Note: the majority of property insurance crimes involve arson.)

M)
2

The insured is deeply in debt or in/neatr bankruptcy.
The insured is willing to accept a smaller settlement rather than document all
claims.
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No one is at home or in the building at the time of loss, including family pets

(manufactured/planned absence).

Loss occurs late at night — after 11:00 p.m., on holidays or weekend.

No apparent sign of forced entry.

Neighbors and witnesses report movement of people or items out of building

before the loss.

Large outstanding utility bills or property taxes.

Building and/or contents are for sale at time of loss.

Entry to property is locked or blocked - firefighters cannot easily gain access.

Fire department reports fire cause is incendiary, suspicious or unknown.

Evidence suggests use of an accelerant and/or unusual burn pattern.

Fire has multiple points of origin, or point of origin not consistent with normal cause

of fire.

Fire alarm and/or sprinkler system failed to work (or only worked pattially).

Investigation suggests property/contents wete heavily ovet-insured.

Contents include items of high value recently purchased.

Contents include serial numbers owners usually do not keep or record.

Contents include detailed inventory, including receipts for very old items.

Items are inconsistent with claimant’s income or property location.

Coverage is greater than market value of property.

Receipts are in whole dollar amounts or fail to include sales tax.

Losses include numerous appraised items and/or items of scheduled property.

Extensive commercial loss occurs at site with little or no security features.

Insured indicates opposition to appearing for an EUO.

Delayed report of fire or damage to building or contents.

No police report (or perfunctory report) of the loss event.

Has the claimant been recently divorced or separated?

Loss occurs just after coverage takes effect, just before it ceases, or right after it

was increased.

Loss includes an alleged large amount of cash or personal property.

Commercial loss primarily involves seasonal inventory or equipment at the end of

the selling season, e.g., a ski inventory loss in the Spring.

Did the fire involve or require disposal of illegal or toxic chemicals stored on

the premises?

e “Traveling Contents” disappear or “walk” out the door and cannot be
accounted for after a fire or theft. Indicators of “traveling contents” include:

Delay in reporting the claim.

No photographic evidence of the items or their loss.

Items were listed or inventoried as “top of the line” goods.

No or few receipts and proofs of purchase.

Claim is at or near the coverage limit.

The insured had high levels or lower shipments of inventory prior to the loss
(i.e., unusually high levels of inventory and goods held in storage).
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B. Bodily Injury/Personal Injury

M
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(10)
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(16)

(17)

(18)

(19)
(20)

No police report of the accident.

Police report lists no injuries.

No claim is made for automobile repairs even though injury claims are filed.

The accident is a rear-end-collision caused by a sudden, unjustified stop by
claimant’s vehicle or another vehicle.

Claimant refuses or delays diagnostic procedures to verify injuries.

Claimant fails to keep appointments with medical providers and therapists.

Many claimants submit medical bills from the same doctor, medical practice or
“mill”.

Medical bills are photocopies of originals. Examine for forgeries or alterations.
Claims are made by several passengers, but the accident report lists no

or fewer passengers.

The attorney involved is frequently involved in questionable cases.

Medical provider is referred by attorney and vice versa.

Medical reports contain inconsistent versions of the accident, impacts or injuries.
Medical reports indicate no history of prior conditions, but preexistence of

medical conditions is obvious (i.e., scoliosis, arthritis, neuropathy, carpal tunnel).
Psychiatric claim is submitted after original claim involved only trauma.

Treatment for soft tissue injuries begins within one week of the accident.

Claimant cannot recall names of medical providers, clinic, clinic location, or

received treatment.

Extensive medical treatment associated with minor collision based on pootly
diagnosed and/or subjective soft tissue injuries. [Low Impact Soft Tissue (“LIST”)
case].

Summary medical bills are submitted without dates and details of visits and
treatments.

Does treatment extend for lengthy periods without interim billings?

Claimant wants to provide wage and medical verifications, but not authorizations.

C. Automobile/Transportation/Inland Marine
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Minor accident with large estimate for collision repairs.

Expensive damage claims even though vehicle remains drivable or did not require
towing.

Photographs show only damaged areas (cannot identify the vehicle make/model
or its overall condition).

Claimant vehicle was struck by a rental vehicle not long after rental occurred.

The damage estimate and locations are inconsistent with description of the
accident and impacts.

Several (all?) damaged vehicles are taken to the same repair shop.

Claimant vehicles are not readily available for appraisal.

There is no lienholder on expensive, late model vehicle.

Vehicle is repaired before the loss is reported.

No police report (or an over-the-counter police report) for a serious accident.
Accident occurred shortly after addition or increase of comprehensive or collision
coverage.

Letter from attorney is dated within a day or two post-accident.

Delay in reporting accident.

Page 71



(14)
(15)
(16)

(17)
(18)

(19)
(20)

(21)
(22)

Q)
2
(3)
4
®)
©)
)

(8)
©)
(10)
(11)

(12)
(13)

(14)

M
2)
(3)
“)
)
©)

()

False address — rate evasion.

Un-rated or non-disclosed driver in household.

Exceptionally high liability limits are requested for older vehicle inconsistent with
applicant’s employment, income or lifestyle.

Photos are submitted in lieu of vehicle inspection.

Vehicle is not appropriate for claimed address or income (e.g., a

luxury vehicle in a low income neighborhood).

Vehicle has high amount of alleged aftermarket equipment (e.g., wheels and
rims, high priced stereo, GPS, car phone).

Vehicle inspection reveals discrepancy between VIN listed on title/bill of sale,
VIN plate on dashboard, and/or manufacturer’s sticker on doot.

Original vehicle title or authenticated bill of sale cannot be produced.

Loss payee is not a recognized lending institution (e.g., bank, dealership, or
finance company).

e Staged Accident
(“Crash for Cash”)

No police investigation at accident scene.

Conlflicting statements on how the accident occurred.

One of the vehicles involved was rented just prior to accident.

The vehicle involved in the loss has an expired factory warranty.

The vehicle involved is a leased vehicle with very excessive mileage.

The title is out of state.

The ownership documentation consists only of an “assigned” title from the previous
ownetr.

There is comprehensive but no collision coverage on a late-model vehicle.

The vehicle is a total loss, but the owner wishes to retain possession.

The loss includes cash or numerous claimed expensive personal articles.

Cross reference to chop shops and theft rings. Is the vehicle a target model or

class?

Is there evidence of another complicit vehicle that aided the accident and sped off
(i.e., a “Swoop and Squat” scheme)?

Do witnesses or police report indicate damaged or inoperable taillights or brake
lights on a vehicle that was rear-ended?

Do “helpful” people appear immediately on scene to recommend particular towing
company, collision shop, attorney, etc.

e Comprehensive/Collision

Ignition or steering column lock not defeated or broken.

Vehicle is ‘clinically’ stripped.

Late model vehicle has no lien.

Title holder and insured are not the same.

Signs of VIN tag or Federal sticker tampering or discrepancies.

The vehicle was used in another crime, fraud or theft and then destroyed to cover up
the crime or remove evidence.

Were tow trucks called to the scene by the police, or did they just “appear” at the
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(8)

©)
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scene?

Vehicle is stolen despite audible alarm systems, steering column lock and other
anti-theft devices.

Does the claimant have a history of minor collected claims ($1,000-$2,500)?
Does claimant show no or little interest in actually recovering the vehicle?

D. No-Fault/PIP
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Fraudulent incorporation and shell/false medical offices.

Dubious and inflated self-employment income claims

Tests allegedly performed by traveling/mobile diagnostic facilities.

Inflated and false requests for reimbursement for transportation, household
services and the like. Were services necessary or medically ordered? Paid to friends
or relatives?

Claim filed on last (or nearly last) day of a deadline or reporting period.
Delayed treatment.

Does the insured have other primary or available health insurance coverage?
“Bundling” a multitude of prior injuries and ailments into no-fault treatments.
Multiple days and time periods for wage or medical claims are submitted all
together (i.e., a “rush job”).

Claimant’s employer is a small or unknown business.

Claimant’s employer’s address is a post office box, mail drop or residence.
Wage documentation is provided by the claimant’s attorney.

E. Medical Provider Fraud

M

@)
(3)
)
®)
©)
()
®)
©)
(10)

(11)

(12)
(13)

(14)
(15)
(16)

(17)

The insured/claimant has extensive knowledge of medical terms and procedures,
billing codes, and medical insurance claims.

Medical treatments or therapy are unrelated to primary diagnosis.

Medical bills show consecutive dates of treatment.

Referring doctor and provider of services have same address.

Referring doctor and provider of services have the same tax 1.D.

Referring doctor and medical provider belong to the same professional practice.
Number of prescriptions, or quantity per prescription, is unusually large.
Location of pharmacy or physician is geographically distant from work/home.
Pharmacy dispensed generic drugs but brand name drugs are billed.
Temporomandibular Joint Disorder (TM]J) claim is a late diagnosis, or not supported
by medical records or evidence.

Medical bills for services not rendered, or different from those performed
("Upcoding”).

Multiple identical claims are submitted for the same patient.

Multiple medical bills are submitted on different dates, but each shows same dates
of service or overlapping dates of service.

Dates of service in doctot’s notes/reports do not match dates of service on bills.
Office visits are not itemized by date and type of service.

The rental fee for Durable Medical Equipment (DME) exceeds the actual cost of
the equipment.

Claimant submits bills for more TENS units or other equipment than actually
received from the DME company.
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(18)

(19)

“Gang billing” — billing for services or equipment for friends and family of the
patient/claimant.

Can the rehab or therapy facility document the credentials of its medical
professionals and service providers?

F. Workers’ Compensation
Nearly 10 years ago, the National Insurance Crime Bureau (NICB) singled out workers
compensation insurance fraud as the fastest growing insurance fraud in the nation, costing the
industry in excess of $5 Billion per year. No doubt this figure has continued to rise for what many
people still consider to be a “victimless” crime.
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An injury is reported late on Friday or early on Monday.

The injury was not witnessed and the details are unclear.

The claim is by a new employee with spotty employment history.

Injury occurs near layoff, termination, or disciplinary action.

A disgruntled employee is involved.

The mechanics or site of the injury do not match the employee’s usual job duties or
activities.

The employee has no health insurance.

There are pre-existing medical conditions or prior similar injuries.

The employee has frequent unexcused absences from work.

The doctor’s note or medical forms appear to be forged, altered or copies.
Employee has financial problems/hardships.

Employee does not answer the phone and avoids contact.

Employee misses medical, therapy and other appointments.

Incident occurs prior to strike, plant closing, or job completion.

Injured worker is in line for early retirement.

Injured worker refuses or delays diagnostic tests multiple times.

Inconsistent incident reportts, or tips from co-workers, do not support the claim.
Delayed reporting of the accident or injury to worker.

5. Organized Crime and Insurance Fraud

a. Vehicle Theft
b. Medical Care

c. Staged Accidents

(a) Though the overall vehicle theft rate has been declining for the last few years, the recovery rate
(percentage of stolen vehicles recovered) has also been decreasing. Combined with the rise in the
number of cloned and counterfeited vehicles (one sign of organized crime activity), it is clear that
vehicle theft is a crime now committed more often by organized criminal activity.

In 2009:

794,616 motor vehicles were stolen

43.2% recovery rate (the worst in 20 years only 343,274 vehicles recovered)
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In 2008:
956,846 motor vehicles were stolen
57.2% recovery rate (the worst in 20 years)

Organized rings are taking “orders” for particular makes and models of cars. Normally it would be
dangerous to drive a stolen car in America, because it could be easily identified by the Vehicle
Identification Number (VIN). However, organized rings have gone high tech and are removing VIN
plates and replacing them with counterfeit VIN's or restored VIN's from totaled cars. They then
either register the vehicle under the fake VIN, or as if the totaled vehicle was restored and put back
on the road.

Fewer vehicles are being stolen, but those vehicles that are stolen are often sent overseas by
sophisticated organized rings. Organized crime rings also operate "Chop Shops" and steal vehicles
when the replacement parts for that model are in high demand. The vehicles are stripped for the in-
demand parts and the rest turned into scrap metal. Even when individual thieves steal a vehicle, they
will often sell the stolen vehicle to organized elements and the vehicle is disposed of in the same
way.

(b) Otganized crime is taking new forms in the 21% Century. Some organized fraud activity consists
of professionals working together to perpetrate fraud. Recently, some Attorneys and Medical
Providers have cooperated to defraud patients and insurance companies. An insurance company
might be billed by a medical provider, when the patient/insured was never treated by the provider.
Often the insured's information is stolen or they might be complicit. In other cases the insured was
treated at another time or not billed as extensively. If the claim is at all questioned, the attorney
threatens to sue or might even file a lawsuit. The Attorney and Medical provider may also work
together to send each other business, with some attorneys even working from the medical provider's
office. This is illegal in many states.

(c) Organized fraud rings are also involved in Staged Accidents, Jump-Ins, and Paper Accidents with
the intent to defraud insurance companies. The simplest form is for the perpetrators to insure a
vehicle and orchestrate an accident. They might work with a repair shop to inflate damage and costs
of repairs and file fraudulent claims with the insurance companies. Damaged vehicles, sometimes
barely running, will be insured online or over the phone without an inspection. The ring member
will claim the vehicle is in good condition with no damage and then cause an accident sufficient to
cover the damage. The vehicle might even be insured with multiple companies and the same claim
is filed with multiple companies.

Some accidents are caused with just one person in each car and before the police arrive several
others “jump in” the wrecked cars. All of them might claim injuries from the accident a short time
later and go to a cooperating clinic that bills for services not provided. These rings often recruit
those in need to drive the car that gets hit and send them for "treatment" to their clinic.

Some accidents never take place - insured vehicles will be reported as having been in a small

accident and then taken straight to a "repair shop". Falsified bills for repair or medical treatment are
sent to an insurance company for payment.
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The statistics in the attached charts reflect these recent trends.

6. Reporting Insurance Fraud
Most states sponsor fraud bureaus that investigate insurance fraud. Some states even reward those
who report fraud if there is a criminal conviction.

The preferred way to report insurance fraud is to contact the state’s insurance fraud bureau.
Reporting insurance fraud through this organization will insure that information will reach the
proper authorities. Furthermore, these bureaus will protect those who report insurance fraud from
any repercussion or connection to the fraud. The state insurance fraud organization can take the
lead and responsibility for investigating and prosecuting insurance fraud itself, and in conjunction
with local law enforcement authorities. For example, the fraud bureau can prepare and file the
criminal accusatory instrument instead of you or your company.

Contact the insurance company you believe was defrauded. Many insurers sponsor toll-free
hotlines.

Call the toll-free hotline of the National Insurance Crime Bureau (1-800-835-6422). The NICB is
operated by the insurance industry to investigate insurance crimes involving property and casualty
insurance, including auto insurance, liability insurance, workers compensation and homeowners
insurance.

If you find instances of fraud involving specific practices or disciplines, you can contact the
regulatory body for that specific practice. For instance, if you discover insurance fraud involving
Medicaid, you can report insurance fraud to the US Department of Health & Human Services.
Similarly, you can report insurance fraud in the Social Security system by getting in touch with the
Office of the Inspector General, which is responsible for the Social Security Administration. You
can report insurance fraud involving a health care provider to the state medical board or licensing
agency.

If a person is accused of fraudulent activity, they are being accused of committing a white collar
crime. If a person is being accused of fraud, it is important to first seek legal advice and counsel to
determine and plan how to proceed with further file control, investigation, communications and
reporting,.

7. The Fraud Accusation

Proper reporting can enhance the detection and prosecution of insurance fraud, and protect the
interests of the reporter. For example, in New York there is statutory immunity for a person who in
good faith reports insurance fraud to the (New York) Insurance Frauds Bureau or other law
enforcement officials. New York Insurance Law §400.

Communicate about “fraud” or “suspicious” claims outside the company only with law enforcement
and investigating authorities. This will help to take advantage of and preserve any statutory or other

legal immunities and privileges.

Attempt to limit communication only to the insured or claimant or their representatives (i.e., lawyer
ot public adjusters). This will prevent or limit any tangential claim of defamation, harassment or bad
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faith. If you have to communicate with third parties, do not use terms such as “fraud”,

“fraudulent”, o

5

T

“suspicious”. Use more neutral phrases such as “We are investigating this claim

“We are attempting to obtain further facts about this loss”; or “We are in the process of reviewing

this claim”.

Claims that have the earmarks of fraud should be handled in consultation with your claims manager
and SIU personnel. They are best trained and in the best position to investigate and communicate
with respect to a perceived fraudulent claim. In this way you and the company have protection from
possible retribution or countersuits by fraud perpetrators.

As soon as a potentially fraudulent claim has been identified:

i
ii.
iii.
iv.

vi.

Vil

Note your concerns and reasons in the claim file;

Conference the case with your manager and SIU staff;

Maintain detailed and meticulous notes in the claim file;

Duplicate the claim file in hard copy for access and preservation, including all
documents, videotapes and photographs;

Transcribe and retain all notes and tapes of interviews, statements, phone
conversations, and surveillance;

Set aside and safeguard all raw statements, notes, photographs, audio tapes and
video surveillance. Put a “litigation hold” on your claim file — do not let any
historical or future claim notes and attachments be deleted or destroyed; and

Get your file materials and information into the hands of the proper authorities,
and get an itemized listing and receipt for all transferred material.

8. Representative Anti-Fraud Statutes and Regulations

UNITED STATES

CANADA

Insurance fraud is specifically classified as a crime in 48 out of 50 states (except
Oregon and Virginia).

19 states have mandatory insurer fraud plans which require companies to form
programs to combat fraud, and in some cases create special investigation units to
investigate and prosecute insurance fraud.

41 states have fraud bureaus. These are law enforcement agencies with
investigators to review fraud reports and initiate the prosecution process.

Section 1347 of Title 18 of the United States Code “Health Care Fraud” states
that whoever attempts or carries out a “scheme or artifice” to “defraud a health
care benefit program” will be “fined under this title or imprisoned not more than
10 years or both.” If this scheme results in bodily injury, the violator may be
imprisoned up to 20 years, and if the scheme results in death the violator may be
imprisoned for life. NOTE: No fault insurance programs have been held to be
included within this definition of a “health care benefit program.”

The Insurance Crime Prevention Bureau was founded in 1973 to help fight
insurance fraud. This organization collects information on insurance fraud, and
also carries out investigations.
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9. Useful References and Links
National Insurance Crime Bureau. Contact or communicate with the NICB in one of three
ways:

e Text “FRAUD” and your tip to TIP411 (847411).
e (all 1-800-TEL-NICB (1-800-835-6422).
e Submit a form on www.nicb.org

Insurance Information Institute www.iii.org
National Health Care Anti-Fraud Association www.nhcaa.org
Insurance Research Council www.ircweb.org
Coalition Against Insurance Fraud www.insurancefraud.org
Nebraska Department of Insurance
Insurance Fraud Prevention Bureau www.doi.ne.gov/fraud/Hints/hints.htm
Insurance Bureau of Canada www.ibc.ca
Insurance Crime Prevention Bureau (Canada) www.ibc.ca/en/insurancectime/
Insurance Fraud Bureau (United Kingdom) www.insurancefraudbureau.org/
Earl K. Cantwell
Hurwitz & Fine, P.C.
1300 Liberty Building
Buffalo, NY 14202

P: (716) 849-8900
E: ekc@hurwitzfine.com
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Transferring the Risk to Property Insurers:
ATA Standard Contracts and Attempts to Avoid the Waivers of Subrogation

Nicholas W. Levi
Kightlinger & Gray, LLP

Quite often, the owners, construction managers, architects and contractors on construction projects
seek to transfer the risk of any property damage to appropriate property insurers. AIA Document
A201, General Conditions of the Contract for Construction, contains several specific clauses
allocating insurance obligations and waiving subrogation for damage to the extent covered by that
insurance.

Section 11.4.1 requires the Owner to purchase property insurance covering the total value of the
construction project. Section 11.4.7 provides that the Owner, Architect and all contractors waive
subrogation rights for any property damage covered by the property insurance purchased by the
Owner. That section also contains a catch-all that waives subrogation with respect to any insurance
policy that covers the Work on the project. Section 11.4.5, provides that if the Owner elects to
insure other property at the work site or adjacent to the site by other insurance, the Owner waives
subrogation to the extent the other property is covered by property insurance for damage occurring
during construction. A second clause to Section 11.4.5 provides that after completion, the owner
walves subrogation on the completed project.

Reading the various clauses in tandem, they present a simple framework. First, the Owner must
insure the construction project. (11.4.1). Second, everyone involved in the project waives
subrogation with respect to the work. (11.4.7). Third, if the Owner insures anything else at or
adjacent to the construction site, the owner waives subrogation on that property as well. (11.4.5).

The clauses thus read together evidence a clear intention to waive subrogation for all property
damage, to the extent the owner has insurance covering that damage.

Notwithstanding what appears to be a relatively straightforward framework, significant litigation
often results over the scope of the waivers and over the ability of property insurers to recover from
the contractors and their liability insurers in subrogation. This discussion highlights several of the
common strategies utilized by subrogation counsel to attempt to avoid the standard AIA waivers of
subrogation. It is split into two sections, damage during construction and damage occurring after
completion of the project.

Casualties Occurring after Completion

Section 11.4.5 makes clear that the waiver of subrogation made by the Owner of the project does
not expire with completion. Specifically, it provides that if the Owner purchases insurance on the
completed project through new or separate policies the waivers of subrogation extend to those
policies.

Generally, courts enforce this language and hold that post-completion damage is included in the

waiver of subrogation. However, the scope of that waiver is often limited. Litigation often centers
on the difference between “Work™ under the contract and “Non-Work™ or “contents.” Property
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insurers often successfully argue that items placed in the building after completion and that were not
a part of the construction project are not subject to the waivers of subrogation.

Courts construing these clauses have generally endorsed this approach, and thus the national rule for
post-completion damage is that subrogation is only waived for the physical structure built pursuant
to the contract documents. Midwestern Indemnity Co. v. Systems Builders, Inc., 801 N.E.2d 661
(Ind.Ct.App. 2004), Town of Silverton v. Phoenix Heat Source System, Inc., 948 P.2d 9 (Colo.App.
1998), and S.S.D.W. Co. v. Brisk Waterproofing Co., 76 N.Y.2d 228 (N.Y.App. 1990).

It is important to note that while the majority of courts extend the waiver of subrogation in at least
some form to post-completion damage, that rule is not universal. See Lumberman’s Mut. Ins. Co. v.
Grinnell Corp., 477 F.Supp.2d 327 (Mass. 2007) (holding that post-completion waiver of
subrogation depends upon whether the owner extends an existing policy used during construction
(valid waiver) or purchases a new policy (no waiver)).

Casualties Occurring during Construction

The same distinction is generally NOT present for damage occurring during construction.
Subrogation plaintiffs often argue for a work/non-work distinction or a work/contents distinction
in all actions. While a minority of courts have been receptive to this approach, the vast majority have
held that at least for ongoing construction projects, subrogation is waived for everything covered by
property insurance. Hunt Constr. Group, Inc. v. Hun School of Princeton, 2010 WL 3724279 (D.
N.J.); Allianz Ins. Co. of Canada v. Structure Tone (UK), Inc., 2005 WL 2006701, *8 (S.D.N.Y.
2005); Trinity Universal Ins. Co. v. Bill Cox Construction, Inc., 75 S.W.2d 6, 12 (Ct.App. Tex. 2002);
Independent School District 833 v. Bor-Son Construction, 631 N.W.2d 437 Minn.Ct.App. 2001);
ASIC II Limited v. Stonhard, Inc., 63 F.Supp.2d 85 (D. Maine 1999); Intergovernmental Risk
Management v. O’Donnell, Wicklund, Pigozzi & Peterson Architects, Inc., 692 N.E.2d 739 (Il App.
1998); Chadwick v. CSI, I.td., 137 N.H. 515 (1993); Haemonetics Corp. v. Brophy & Phillips Co.,
501 N.E.2d 524 (Mass.App. 1980).

These courts have generally followed two lines of thinking, best demonstrated by the California
decision in Lloyd’s Underwriters v. Craio and Rush, Inc., 26 Cal.App.4th 1194 (1994) and the
Southern District of New York in Allianz. The first approach focuses upon the breadth of insurance
purchased by the Owner, quite often finding that if the Owner merely adds a builder’s risk
endorsement to an existing property policy, the entire policy falls within the scope of the 11.4.7
waiver of subrogation. See Bor-Son, 631 N.W.2d at 440-41. The alternative approach looks to
Section 11.4.5, and specifically the first clause addressing adjacent property covered by “separate”
insurance. See Allianz, 2005 WL at *8 (“Read together, the various provisions of paragraph 11 evoke
a clear intent to preclude recover of any damages covered by insurance.”)

These decisions, while certainly representing the majority view, are not universally accepted. Notable
intermediate appellate decisions from both Colorado and Missouri maintain the work versus non-
work distinction for all subrogation actions and permit actions for damages to non-work property at

all times. Copper Mountain, Inc. v. Industrial Systems, Inc., 208 P.3d 692 (Colo. 2009); Knob
Noster R-VIII Sch. Dist. V. Danekenbring, 220 S.W.3d 809 (Mo.Ct.App. 2007).

Big Picture
Subrogation actions against contractors often focus upon the Work/Non-Work distinction to argue

that damages outside of the original project are recoverable. For example, when fire in a building
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addition destroys the entire original structure, the property insurer will almost certainly argue (at
least) for recovery of the value of the original structure and all personal property contained within.

Subrogation plaintiffs will also often muddy the picture between post-completion and ongoing
construction cases. When dealing with damage during construction, it is extremely important to note
the distinction, particularly if the subrogation plaintiff is arguing under authority addressing post-
completion damage.

When distilling the various legal arguments down, subrogation plaintiffs will almost always be
arguing for some type of ambiguity in the various contracts and it is important to always offer the
court a clear picture of how the various clauses work together. An important tool for defending
these claims is to focus on the rules of contract interpretation to avoid leaving clauses and terms
meaningless. Subrogating plaintiffs will almost always have to concede that the inclusion of the
terms “personal” property and “adjacent” in Section 11.4.5 are left meaningless. The District Court
in Hunt goes into great detail in describing this “tortured” reading of the various clauses.

Final Thought: Attorney Fees

Standard AIA construction contracts also include a provision that any party prevailing in litigation
under the contract are entitled to attorney’s fees. If a subrogation plaintiff is faced with the prospect
of paying attorney’s fees if the waivers of subrogation are enforced, it can be an asset to the defense
in early negotiation. This is particularly true if there are several defendant contractors and sub-
contractors, all presumably with the ability to claim fees at the conclusion of the case. (For this
reason, insurers will often focus their efforts only on the target defendants, as opposed to a shotgun
approach more common where there is no risk of paying defendants’ fees).

Certainly, subrogation attorneys (and their insurers) are well aware of these obligations, although it
probably does not hurt anything to “remind” them early in the case.
ATIA Document 201 - 1997

11.4.1

Unless otherwise provided, the Owner shall purchase and maintain, in a company or companies
lawfully authorized to do business in the jurisdiction in which the Project is located, property
insurance written on a builder’s risk “all-risk” or equivalent policy form in the amount of the initial
Contract sum, plus value of subsequent Contract modifications and cost of materials supplied or
installed by others, comprising total value for the entire Project at the site on a replacement cost
basis without optional deductibles. Such property insurance shall be maintained, unless otherwise
provided in the Contract Documents or otherwise agreed in writing by all persons and entities who
are beneficiaries of such insurance, until final payment has been made as provided in Section 9.10 or
until no person or entity other than the Owner has an insurable interest in the property required by
this Section 11.4 to be covered, whichever is eartlier. This insurance shall include interests of the
Owner, the Contractor, Subcontractors, and Sub-subcontractors in the Work.

11.4.1.1

Property insurance shall be on an “all-risk” or equivalent policy form and shall include, without
limitation, insurance against the perils of fire (with extended coverage) and physical loss or damage
including, without duplication of coverage, theft, vandalism, malicious mischief, collapse,
earthquake, flood, windstorm, falsework, testing and startup, temporary buildings and debris
removal including demolition occasioned by enforcement of any applicable legal requirements, and
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shall cover reasonable compensation for Architect’s and Contractor’s services and expenses as a
result of such insured loss.

11.4.5

If during the project construction period the Owner insures properties, real or personal or both, at
or adjacent to the site by property insurance under policies separate from those insuring the Project,
or if after final payment property insurance is to be provided on the completed Project through a
policy or policies other than those insuring the Project during the construction period, the Owner
shall waive all rights in accordance with the terms of Section 11.4.7 for damages caused by fire or
other causes of loss covered by this separate property insurance. All separate policies shall provide
this waiver of subrogation by endorsement or otherwise.

11.4.7 Waivers of Subrogation.

The Owner and Contractor waive all rights against (1) each other and any of their subcontractors,
sub-subcontractors, agents and employees, each of the other, and (2) the Architect, Architect’s
consultants, separate contractors described in Article 6, if any, and any of their subcontractors, sub-
subcontractors, agents and employees, for damages caused by fire or other causes of loss to the
extent covered by property insurance obtained pursuant to this Section 11.4 or other property
insurance applicable to the Work, except such rights as they have to proceeds of such insurance held
by the Owner as fiduciary. The Owner or Contractor, as appropriate, shall require the Architect,
Architect’s consultants, separate contractors described in Article 6, if any and the subcontractors,
sub-subcontractors, agents and employees of any of them, by appropriate agreements, written where
legally required for validity, similar waivers each in favor of other parties enumerated herein. The
policies shall provide such waivers of subrogation by endorsement or otherwise. A waiver of
subrogation shall be effective as to a person or entity even though that person or entity would
otherwise have a duty of indemnification, contractual or otherwise, did not pay the insurance
premium directly or indirectly, and whether or not the person or entity had an insurable interest in

the property damaged.

Nicholas Levi

Kightlinger & Gray, LLP
Market Square Center Ste 600
151 N Delaware St
Indianapolis, IN 46204

P: (317) 638-4521

E: nlevi@k-glaw.com
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