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 CONTRACTUAL RISK TRANSFER AS A RISK TRANSFER TECHNIQUECHAPTER 
CONTRACTUAL RISK TRANSFER AS A RISK TRANSFER TECHNIQUE

The basic concept of Contractual Risk Transfer is the allocation of the risks of accidental loss between the parties to a business contract differently than that which would otherwise occur under the law.  The legal significance of such a risk transfer is the creation of a contract between the parties which establishes the governing liability and law applicable to the transaction.  It is, therefore, important to consider carefully the terms and provisions of such commercial contracts when underwriting a policy of insurance to one of the parties to such a contract.  Although the parties to a contract can create their own “law” which will govern a relationship or transaction, the “public policy” as enunciated in State laws, as enforced by the judiciary, often limit the amount of risk that can be transferred by means of a contractual agreement.

Risk Management Theory Risk Management Theory 
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Contractual Risk Transfer is, in essence, a risk financing technique which is the product of a decision to retain a risk, in essence, to self insure a risk or alternatively to transfer a risk.  The transfer of a risk may be to an insurance company in the form of an insurance policy, the terms of which are set forth in the insurance contract, or the transfer may be to a third party in the form of a contractual provision.  However, in today’s practice, the risk exposure generally is considerably greater when the risk transfer takes the form of a contractual risk transfer provision whereby a third party contractually assumes the risk, rather than an insurance policy issued by a licensed and highly regulated insurance company.  For this reason, it is common practice to employ a combination of these risk transfer techniques in order to finance a significant risk.

Common Contractual Risk Transfer Provisions Common Contractual  Risk Transfer Provisions 

A number of contract provisions can affect the allocation risk in a transaction or commercial relationship, and in order to determine the specific allocation of an accidental risk, it is necessary to completely read the entire contract to determine the nature, extent and meaning of a contractual risk transfer provision. The most common contractual risk transfer provisions in use are indemnity or hold harmless provisions, limitation of liability and exculpatory provisions, waivers of subrogation, and insurance requirements provisions.

Indemnity and Hold Harmless Agreements  Indemnity and Hold Harmless Agreements  

Indemnity provisions alter the risk allocation between the contracting policies by requiring one of the parties (Indemnitor) to indemnify the other (Indemnitee) for certain types of liability to third parties.  In the past 30 years, indemnification clauses have become a common method used to allocate accidental risks in a wide range of contracts.  In order for such clauses to be effective, they must be unambiguous and must take into consideration applicable statutes and common law.

Limitation of Liability and Exculpatory Provisions Limitation of Liability and Exculpatory Provisions 

Limitation of liability provisions alter the application of legal liability principles by relieving one contracting party for liability to another contracting party or by limiting the extent of liability to a specified amount.  Such limitation of liability, or liability waiver provisions, are generally intended to apply irrespective of whether the injured party has purchased insurance to cover the risk.

Waivers of Subrogation Waivers of Subrogation 

Subrogation waiver provisions are similar to limitation of liability provisions in that they waive one contracting party’s right to pursue recovery from the other contracting party.  They generally apply only to the extent that the other party is covered by insurance for its loss. 

Insurance Requirements Provisions Insurance Requirements Provisions 

Specific coverage requirements are imposed on one or both contracting parties by means of Insurance Requirement Provisions, which further generally provide for a requirement that evidence that the insurance coverage which is required by the terms of the contract has been obtained and kept in full force and effect for the specified contract period.


INDEMNITY PROVISIONSCHAPTER 
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INDEMNITY PROVISIONS

	The purpose of an indemnity provision is to transfer the risk of loss to another party.  Under an indemnity provision, one of the parties to the agreement agrees to assume the liability of the other in the event of loss.  If an indemnity provision is valid and unambiguous, it is an effective means of risk transfer.  An insurance contract itself is a contract of indemnity whereby the insurance carrier provides insurance coverage and indemnification under certain clearly defined provisions set forth in the insurance agreement.
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Indemnification agreements, which are also known as hold harmless agreements, are basic contractual devices which are used to transfer risk from one party to another.  Indemnity agreements are commonplace in nearly every modern day commercial transaction due to the prevalence of liability claims in our litigious society, and are encountered in contracts governing relationships wherein one party is performing services for another.  Due to the risks which are inherent in the construction industry and the number of parties involved, indemnity agreements are prevalent in contracts by and between owners, architects, engineers, general contractors, subcontractors, suppliers, and materialmen.  Such agreements are also commonplace in the housing provider industry, property management industry and property maintenance industry, and are frequently included in maintenance contracts, elevator service contracts, security services, swimming pool maintenance and service contracts, leases, and other service provider contracts.
Under a standard indemnity or hold harmless agreement, one party (“the indemnitor”) contractually agrees to indemnify and hold harmless the other party to the contract (“the indemnitee”) from any and all liability associated with the hazards of the business venture.  Under and by virtue of the terms and provisions of the indemnity and hold harmless agreement, the indemnitor assumes the liability of the indemnitee.An exemplar of a broad form indemnity and hold harmless provision is set forth as Attachment Number 1.  By means of the contractual risk transfer device in the form of an indemnity and hold harmless agreement, the ultimate liability for a risk which is within the scope of the agreement is transferred from one party, the indemnitee, to another party, the indemnitor.
It is important to realize that the transfer of risk which is effectuated by a contractual risk transfer in the form of an indemnity or hold harmless agreement is completely independent of insurance coverage. 	        Although the transfer of risk is completely independent of insurance coverage, due to the presence of the contractual liability provisions of most insurance policies, insurance coverage is , in many instances , covered under the terms and provisions of a liability policy issued to an indemnitor and the ultimate risk hazard assumed by the insurance carrier providing coverage to the indemnitor is directly affected by the existence of such a contractual risk transfer.  By virtue of the terms and provisions of the indemnity or hold harmless agreement, the indemnitor is contractually bound to bear the ultimate risk of loss contemplated by the agreement, irrespective of whether the indemnitor has insurance coverage for the loss or not.  The existence and scope of any insurance coverage does not govern the extent of liability transferred unless the contract so provides.
In view of the liability and the risk hazards facing an indemnitor under an indemnification or hold harmless agreement, indemnitor, in order to assure their solvency in the face of a loss contemplated under an indemnification or hold harmless agreement, must either finance the contingent loss by means of self-retention or obtain liability insurance coverage for such risks.Many contracts containing indemnity or hold harmless provisions require indemnitor to purchase liability insurance in sufficient limits to assure that the indemnitor has the financial resources requisite to cover the risk hazards contemplated by the agreement.
There are three types of Indemnification and Hold Harmless agreements in common use in commercial contracts which are characterized by the nature and extent of the indemnification obligations contemplated by the parties.  The agreements are characterized according to the degree to which the indemnitor assumes liability for the negligence of the indemnitee and are referred to as 1) The Broad Form Indemnification Agreement; 2) The Intermediate Form of Indemnification Agreement; and 3) Limited Form of Indemnification Agreement.Exemplars of the three forms of Indemnity and Hold Harmless agreements are attached as Attachment Number 2,3, & 4 respectively.

The Broad Form Indemnification Agreement The Broad Form Indemnification Agreement 

The terms and provisions of a Broad Form Indemnification and Hold Harmless Agreement provide that the Indemnitor assumes an unqualified obligation to hold the indemnitee harmless and to indemnify the indemnitee for all liability and risk which is contemplated in the agreement, irrespective of which party was actually at fault or was the culpable party.  The legal effect of a broad form indemnity or hold harmless agreement transfers the entire risk of loss from the indemnitee to the indemnitor.An example of A Broad Form of Indemnity and Hold Harmless agreement is attached as Attachment Number 2.

The Intermediate Form Indemnification Agreement The Intermediate Form Indemnification Agreement 

The terms and provisions of an Intermediate Form Indemnification Agreement provide that the indemnitor assumes all of the liabilities of the indemnitee within the scope of the agreement, except where the injury or damage is caused by the indemnitee’s sole negligence.  Under such an agreement, it is important to consider that any amount of culpability on the part of the indemnitor under an intermediate indemnification and hold harmless agreement obligates the indemnitor to indemnify the indemnitee for the total amount of damages.  Under such an agreement, the only instance wherein the indemnitor is relieved of contractual obligation to indemnify is when the loss is due solely to the fault of the indemnitee.An exemplar of an Intermediate Form Indemnity and Hold Harmless agreement is set forth as Attachment Number 3.  Other intermediate forms of Indemnity and Hold Harmless Agreements which are identical in their intendment are phrased in such a manner that the only instance in which the indemnitor will not owe indemnification is where the liability arises out of the sole negligence of the indemnitee, i.e. in instances in which the indemnitor was not culpable to any degree.

The Limited Form of Indemnification and Hold Harmless Agreement The Limited Form of Indemnification and Hold Harmless Agreement 

The Limited Indemnification and hold harmless agreement provides that the indemnitor assumes the obligation of indemnifying the indemnity only to the extent of the fault or culpability of the indemnitor.


Implied Indemnity and Contribution Implied Indemnity and Contribution 

Under the common law, liability may also be assessed and transferred under the doctrine of common law indemnity, which is also known as implied or equitable indemnity.  In addition to Common law principles, most states have adopted one form or another of the “Joint Tort-feasors” statutes by virtue of which liability is shared by the joint tort-feasors according to their culpability. Under the statutory provisions, liability is partially transferred to another person, the other joint tort-feasor, who, under law, shares liability with his fellow joint tort-feasor.  An indemnity obligation may be expressly provided for by contract, it may be implied from a contract not specifically mentioning indemnity, or it may arise from the equities of the particular circumstances which exist.  The circumstances under which indemnity or contribution has been available are as follows:
1.	Where the one seeking indemnity (“the indemnitee”) has only a derivative or vicarious liability for damage caused by the one from whom recovery is sought (“the indemnitor”);

2.	Where the Indemnitee has incurred liability by action at the direction, in the interest of, and in reliance upon, the indemnitor;

3.	Where the Indemnitee has incurred liability because of a breach of duty owed by the Indemnitor;

4.	Where the Indemnitee has incurred liability merely because of failure, even though negligent, to discover or prevent the misconduct of the Indemnitor; and

5.	Where there is an express contract between the parties containing an explicit undertaking to indemnify or hold harmless.

Anti-Indemnity Statutes Anti-Indemnity Statutes 

Under the Judicially imposed concept of “public policy,” the Courts have not looked with favor upon the Broad Form Indemnity and Hold Harmless Agreement, the intent of which is to shift liability for an Indemnitee’s own negligence to the Indemnitor.  According to the judicial logic, such clauses conflict with the principle that each party should be responsible for its own negligence, under the rationale that holding each party responsible for its own negligence deters negligent conduct in the future.  In a large number of states, the legislature has codified the “public policy,” by the enactment of “anti-indemnity” statues which prohibit a party for obtaining indemnification for its own negligence in a hazardous industry, such as the construction industry.  Most of the “anti-indemnity” statutes apply only to construction-related indemnity clauses.  Irrespective of the existence, vel non, of such “anti-indemnity” statutes, the judiciary has traditionally interpreted the validity of the broad form indemnity agreements very strictly, and require expressed language or clear intention to be expressed within an agreement before finding an intention of an indemnity contract to indemnify a person against his own negligence.In the State of Maryland, contracts will not be construed to indemnify a person against his own negligence unless an intention to do so is expressed in those very words or in other unequivocal terms.  Heat & Power Corp. v. Air Products & Chemicals, Inc., 320 Md. 584, 578 A.2d 1202 (1990); In Va. the construction is less rigid, and the Va. Courts hold that an Indemnity Clause should be “read as a whole.”  Richardson-Wayland Electrical Corp. v. Virginia Electric & Power Co., 247 SE.2d 565 (Va 1978).
 Anti-indemnity statutes are sometimes interpreted and applied by Courts in an unusual fashion.  In Heat & Power Corporation v. Air Products & Chemicals, Inc, 320 Md. 584, 578 A.2d 1202 (1990), the contractor-indemnitor’s employee brought an action against the property owner-indemnitee, claiming that he was injured as a result of the owner’s negligence.  The owner sought a defense and indemnification from the contractor’s commercial general liability policy (CGL) insurer pursuant to an indemnity clause and an additional insured clause in the contract.  The Maryland Court of Appeals observed, in interpreting the indemnification provision, that under the Maryland anti-indemnity statute, Md. Cts. & Jud. Proc. Code § 5-305, any agreement in a construction contract purporting to indemnify the promisee against liability for damages caused by the promisor’s sole negligence is void and unenforceable.  The Court interpreted the indemnification provision of the contract and found that the indemnification clause was not sufficiently clear so as to be construed as requiring indemnification of the owner for its sole negligence.  The Court, therefore, refused to apply the anti-indemnity statute to render the indemnity provision void.  The Court, in interpreting the contract, found that the indemnity provision was not enforceable since it did not clearly and unequivocally state that the contractor was required to indemnify the owner for its own negligence.The indemnity clause under consideration by the Md. Court of Appeals required the contractor to indemnify the owner for any liability “resulting from or arising out of or in connection with the performance of this contract by contractor.”  It is interesting to note that although the court refused to apply the anti-indemnity statute to render the indemnity clause unenforceable under the anti-indemnity statute due to its ambiguity, it held that this same ambiguity prevented its enforcement under the common law test applied by the courts of Maryland in interpreting such clauses.  This is a good example of the principle that in order to be enforceable, an indemnity clause must clearly express the intention of the parties that an Indemnitor expressly intends to indemnify the Indemnitee for the Indemnitee’s own negligence.The Commonwealth of Virginia also has an “anti-indemnity” statute which applies to all construction contracts with no specific mention of design contracts or design professionals which prohibits an indemnity agreement from providing for indemnification for the indemnitee’s sole negligence.  Under the Va. Statute indemnification is valid for the concurrent negligence of the indemnitor and indemnitee or for the sole negligence of the indemnitor. Va. Code Ann. § 11-4-1. The District of Columbia has no “anti-indemnity” statute.  

Insurance Provisions and Anti-Indemnity Statutes Insurance Provisions and Anti-Indemnity Statutes 

It is interesting to note that an insurance policy is in the purest sense a broad form indemnity agreement, under which the indemnitor - the liability insurance carrier- agrees to indemnify and hold harmless the indemnitee - the insured - for the indemnitee’s (insured’s) sole negligence.  Yet, the same public policy rationale which has been fashioned by the Judiciary and which has been used by the legislators in enacting “anti-indemnitee” statutes, does not ring true for insurance policies.  Obviously, such a rationale, if applied to the insurance contract, would defeat the purpose and intendment of insurance coverage for liability claims.  Most construction anti-indemnity statutes specifically provide that the statutes do not apply to insurance requirements in construction contracts.The Maryland statute, supra, provides in pertinent part “.... This section does not affect the validity of any insurance contract, workers’ compensation, or any other agreement issued by an insurer.”  A copy of the entire Md. Anti-indemnity statute is attached as Attachment Number 5.  Accordingly, although construction anti-indemnity statutes outlaw indemnification of the indemnitee for the indemnitee’s sole negligence, they allow the indemnitee to require the indemnitor to obtain insurance, the effect of which could provide coverage to indemnitee for the indemnitee’s sole negligence.
The effect of the exclusion of insurance contracts from the effect of the anti-indemnity statutes is to validate the allocation of risks by the parties by contractual provisions requiring liability insurance covering the indemnitee, even when the result may be to provide insurance coverage to another party for its own negligence.  This rather incongruous effect underscores the importance to the indemnitee of naming the indemnitee as an additional insured on the indemnitor’s commercial general liability policy (CGL) as a second means of obtaining indemnification in the event that an indemnification provision is unenforceable under a particular state’s law.  Conversely, it underscores the important risk implications to the Insurer of naming other than the named insured as an additional named insured under an insurance agreement.

Indemnification Issues: A recent case study involving subcontractors Indemnification Issues: A recent case study involving subcontractors 

A recent case of import which should be considered in assessing the future course of action with respect to the indemnification and coverage issues raised in cases which involve Contractors and Subcontractors in construction claims and litigation is the case of A.S. Johnson Co., et al. D.C. App. No 96-CV-69, decided May 1, 1997 by the D.C. Court of Appeals.
The Johnson case involved a factual scenario in which both A.S. Johnson and Atlantic Masonry were subcontractors of Sigal Construction Company when an Atlantic employee was injured on the job site.  The employee collected worker’s compensation from Atlantic and brought a negligence action against Johnson and Sigal, both of whom settled with the Plaintiff prior to the tort trial.
Johnson filed an action against Atlantic asking for indemnification or contribution as a third-party beneficiary of a subcontract between Atlantic and Sigal that required Atlantic to indemnify not only Sigal, the general contractor, but also “other contractors or subcontractors” of Sigal for amounts paid as a result of Atlantic’s negligence.  The trial court ruled that Johnson was not a third-party beneficiary of the Atlantic/Sigal subcontract’s indemnity provision and dismissed the complaint. 
The D.C. Court of Appeals reversed the ruling of the lower court and held that it was apparent from the plain language of the indemnification clause that it was intended to benefit Johnson and other subcontractors. The court further ruled that the clause required Atlantic to indemnify not only the owner of the property and Sigal itself, but also “other contractors and subcontractors.”  The court went on to state that the additional language of the subcontract would be meaningless unless the court interpreted it as manifesting an intention to benefit Johnson and those in a similar situation who are required to pay damages as a result of the contracting parties, Atlantic’s, negligence.  The court specifically noted that the duty to indemnify was expressed in terms that make the duty run directly to the indemnitees, inclusive of the other subcontractors.
The court noted that while Johnson was not specifically named as such in the Sigal-Atlantic contract, Johnson fell within a specifically named and designed class of “subcontractors” that clearly were to benefit from the indemnification agreement.
Atlantic then asserted that even if Johnson was determined to be a third-party beneficiary, the exclusivity of the workers’ compensation remedy prevented Johnson from suing Atlantic to recover damages which Johnson paid to one of Atlantic’s employees.  The court noted that while it is true under Maryland law, the exclusivity of workers’ compensation extinguishes common law indemnification and contribution claims against a corporation whose injured employee would not have been permitted to sue the employer directly, the principle does not apply when there is an “express contractual agreement” to assume an obligation to indemnify. 
The court determined that the critical distinction in Maryland law is not between a party to a contract or a third-party beneficiary of the contract, but between an express indemnification clause and an implied obligation of indemnity, holding that Atlantic expressly agreed by contract - albeit in a contract with Sigal, not with Johnson - to indemnify “subcontractors,” a class that included Johnson.  The Court held that the indemnification provision of the contract, which was set forth in § 18 also contained § 18.2 which expressly provides for waiver of workers’ compensation exclusivity.
It is also relevant to note that the court stated that notwithstanding the possibility that cross indemnification provisions may exist in both the subcontracts, that such would still not preclude the action because the contractual language could not be more clear in requiring indemnification even if Johnson was negligent.Moses-Ecco Co. v. Roscoe-Ajax Corp., 115 U.S. App. D.C. 366, 370, 320 F.2d 685 (1963).
 The court further recognized possible alternative results in interpreting the provisions of cross indemnification provision: 
1)	The indemnification claims might cancel each out and Johnson could not recover; 

 2)	The competing indemnification claims might be reduced to a right of contribution for half of what Johnson paid out (Pro-rata result);

3)	Johnson might recover on the basis of proportionate fault; or

(4)	The stronger indemnification clause might prevail entirely on a theory of “passive” versus “active” negligence.

The import of this case is that in a construction case, it is necessary to obtain a copy of all contracts and subcontracts to determine the contractual risk transfer provisions which may have been entered into by the parties which may grant certain indemnification rights to other subcontractors who are not a party to the contract.  It also is important to obtain the insurance policies of the general contractor and any subcontractor whose policies may be implicated in order to determine the coverages afforded under the respective policies and the levels of insurance provided therein.
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WAIVER OF SUBROGATION

The common law doctrine of subrogation enables a party who has paid a debt on the part of another, to succeed to the rights of that other party to pursue recovery from a third party who was responsible for the loss.  The doctrine of subrogation is a principle of law that allocates liability to the party responsible for the damages and injury.  Contracting parties may attempt to avoid the doctrine of subrogation by a risk allocation provision of the contract which include a contractual provision which waives the right of subrogation against specific parties.  Contracting parties may also obviate the right of subrogation by entering into a contract which adds another party as a named insured in a contract of insurance.  Such a provision avoids subrogation in view of the well-established law that an insurer is generally not allowed to pursue subrogation against its own insured. The legal effect of naming a third party as a named insured is the same for most purposes as issuing a separate policy of insurance to the third party.  It is, therefore, important for an insurer to carefully consider the legal effect of adding additional named insureds to insurance policies.

Subrogation Fundamentals Subrogation Fundamentals 
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Subrogation is a doctrine founded upon the equitable principle that a person ultimately responsible for a debt should ultimately be paid by the one, who in justice, equity and good conscious ought to pay for it, i.e. the ultimate responsible party.  The classic example of subrogation is a property insurer that has indemnified its insured under a policy of insurance which is subrogated to any rights that the insured may have against a culpable third party who is responsible for the loss.
The “subrogor” is the term which describes the person whose debt has been paid or satisfied.  In the insurance industry, the “subrogor” is the insured who has been paid by the insurer, or whose debt has been paid by the insurer.  The “subrogee” is the party that has satisfied the subrogor’s debt and which succeeds to the subrogor’s rights against a third party responsible for the loss.  The insurance company which pays the debt of the insurer is known as the “subrogee.”
The elements necessary in order to establish a right of subrogation are the following:
!	The discharge of a legal indebtedness or obligation of another (Subrogor);
 
!	By a person who had a legally protected interest in discharging the debt or obligation (Subrogee); and

!	Under circumstances by which the subrogee inures to the rights of the subrogor 
		against a third party.

The insured-insurer relationship is the classic example of a subrogation claim in that the insurer pays the loss or indebtedness of its insured under a policy of liability or indemnity pursuant to a legal obligation to do so, and by doing so “steps into the shoes of the insured” and becomes legally substituted for its insured and ensures to the same rights which its insured may have against any other party for causing the loss, i.e. the party who is ultimately responsible for the loss.  Under an insurance contract, it is the insured who is primarily liable for the obligation, and it is the insurer’s legal obligation, under the terms of the insurance policy, to pay damages to another that is covered under the insuring agreement of a commercial general liability policy, and the insurer does not owe indemnity coverage unless and until the legal obligation of the subrogor (the policy holder) arises.

Insurer’s Right of Subrogation  Insurer’s Right of Subrogation  

An insurer is entitled to subrogation under the principles of the common law, and the insurer’s right of subrogation is not dependent upon any express term or provision of the insurance policy.  The insurer’s right of subrogation arises, under common law principles, when the insurer pays a claim on behalf of its insured.  At the time of the payment of the claim, the insurer’s right to subrogation arises by operation of the law and vests in the insurer all rights which the insured has against a third party for the loss.  The insurer’s right to subrogation is limited to such rights as the insurer had against the insured at the time of the payment of the claim.  Accordingly, there is no right of subrogation where the insured has no cause of action against a defendant.  Under the principles of subrogation, the subrogee (insurer) stands in the shoes of the insured (subrogor) and has no greater rights than the subrogor.  For this reason, when the insured has released the culpable party prior to the payment of the claim by the insurance carrier, the insurance company’s rights of subrogation against the culpable party are destroyed.Although the release of the culpable party by the insured extinguishes the right of subrogation of the insurance company, the insurance company will generally have rights against its insured for a breach of the insurance policy, providing the policy so provides. 
In addition to common law subrogation, subrogation rights exist by virtue of contractual provisions contained in contracts between two parties.  By means of contractual provisions, parties may also agree to waive or limit subrogation.  The modification or alteration of the legal right to subrogation is a means or modality of contractual risk transfer that can have a significant effect on the obligations of an insurer under a policy of insurance.


Workers’ Compensation Subrogation Workers’ Compensation Subrogation 

The right of a workers’ compensation insurer to subrogate against a third party who may have caused an employee injury is not only protected under the common law, but also usually protected under the workers’ compensation statutes in most jurisdictions.Examples of such statutory provisions set forth in the Workers’ Compensation Statutes of the State of Maryland, The District of Columbia and the Commonwealth of Virginia are set forth as Attachments Number 6, 7 & 8.  The policy underpinning the protection afforded workers’ compensation insurer’s subrogation rights is the liability of the employer and the insurer under the workers’ compensation statutes to pay statutorily imposed benefits to an injured employee without regard to fault on the part of the employer, i.e. they have no primary liability of their own - in the absence of a workers’ compensations statute - to pay claims which are caused by the culpability of third parties.  Under the workers’ compensation statutes, the employer and the insurer are, in essence, strictly liable to the injured employee regardless of whether any fault on the part of the employer contributed to the injury.  In those instances when the injury or damage is caused by the actions or conduct of culpable third parties, the statutory provisions are reflective of the well-recognized common law right of subrogation and provide for the subrogation rights of the employer and insurer.  Under the workers’ compensation statutes, the workers’ compensation carrier’s right to reimbursement or subrogation is sometimes referred to a “ workers’ compensation lien” which is a statutory right to reimbursement for compensation paid under the statute.
In view of the well-recognized right of an insurer, whether a property, workers compensation or liability insurer, to pursue a subrogation claim against other parties, a waiver of subrogation by the insured has become widely used.  Such a waiver of workers’ compensation subrogation rights, in reality, permits the parties to a contract to extinguish the insurer’s legal rights of subrogation.  A waiver of a workers’ compensation insurer’s subrogation rights can materially increase the insurance premium costs to an insured and is rarely in the ultimate best interests of the insured.

Principles of Waivers of Subrogation Principles of Waivers of Subrogation 

In general, an insurer has an absolute legal right to pursue reimbursement of a loss which it has paid, or an insured for a covered loss through subrogation.  By means of a contractual risk transfer device in the form of a waiver of subrogation set forth in a contract, a party to a contract can effectively defeat the legal rights of an insurance carrier to subrogation.  Unfortunately, while an insurance carrier has the well-established legal right to subrogation under the common law, and in some instances under statutory provisions, the insurer’s legal right to subrogation can often be defeated by a party to a commercial contract who also has the right to structure a commercial transaction or relationship in order to prevent an insurer from subrogating against one or more of the parties to the contract or relationship.
In many such commercial contracts, subrogation is neither waived nor specifically, or even generally, mentioned.  More often than not, one of the parties to the contract waives their right to recover from the other party for any damages arising out of the contract.  In view of the fact that one party’s right to recover from the other party or parties to the contract has been effectively waived under the contract, the waiving party’s insurer’s right of subrogation recovery is also effectively waived, even in those instances when the insurer pays the loss and would otherwise be entitled to recover under common law principles of subrogation.  The reason is that under the doctrine of subrogation, the subrogee steps into the shoes of the subrogor and has no greater rights than the subrogor possesses.  Therefore, when the insurer pays the loss and becomes substituted in rights for the subrogor, the insurer is bound by the waiver of the right of the subrogor to sue the other party to the contract, which in effect, has waived the subrogation rights of the insurance carrier.  Such clauses are found in construction contracts, service contracts, real estate management contracts, and leases.  When such waivers of the right to recover against another party have been inserted as provisions in such contracts, there can be no right of subrogation because the subrogor has no right of recovery against the third party.In addition, a third party’s status as an additional insured also bars a subrogation claim under the well-established law that an insurer may not subrogate against its own insured. 
Insurance policies may also contain provisions which deal with subrogation rights, such as those which permit an insured to waive in writing recovery rights against others prior to loss, such as under a builder’s risk policy.  Additionally, most policies contain language which prohibits an insured from doing anything which prejudices the insurer’s right of recovery from other parties, i.e. its right of subrogation, after a loss.  Such provisions can cause problems with contractual interpretation as to the intendment and scope of the provisions.  For example, the later provision which prohibits the insured from entering into a waiver of subrogation after a loss, can raise the question as to whether, in prohibiting a waiver of the right of recovery subsequent to a loss, the provision, by implication, permits such a waiver prior to a loss.  Such a dispute can be avoided by attaching a waiver of subrogation endorsement to any policy in which the insurer intends to permit a waiver of subrogation.Standard forms exist for the purpose of permitting the waiver of subrogation with most standard insurance forms.  However, in the event the particular policy is not a standard form policy, and in particular a builder’s risk policy, the problem can be formidable, and accordingly a careful reading of the subrogation provisions of the policy must be undertaken on a case by case basis and a separate endorsement either permitting or not permitting pre-loss subrogation waiver should be added to the policy in order to make the policy intent evident.
It is essential that the Insurer take into consideration the effect that a waiver of subrogation has on the risk which is being underwritten by the issuance of an insurance policy. In those instances when an insurer fails to take into account the effect of a subrogation waiver provision of a contract, or issues an endorsement which permits a waiver of subrogation without taking into consideration the effect that such provisions have on risk transfer, the ultimate responsibility for a loss will often be unwittingly underwritten by the insurance carrier.  The use of a subrogation waiver by contracting parties as a risk transfer device between the parties inter se usually has the effect of preventing subrogation by an insurer, under the well-established law that an insurance carrier, as a subrogee, can succeed to no greater rights than its insured, the subrogor.

Insurance Policy Subrogation Provisions Insurance Policy Subrogation Provisions 

Notwithstanding the fact that an insurance company’s right of subrogation arises automatically by the common law doctrine of equitable subrogation at the time that an insurance company pays or satisfies a covered claim, most insurance policies contain an express provision setting forth the insurer’s right of subrogation.  Such provisions do not expand the insurer’s subrogation rights which exist in the absence of such provisions, but rather are designed to clearly indicate that such rights do exist and to provide contractual provisions against an insured interfering with such rights as part of the consideration underpinning the agreement to pay covered claims on behalf of the insured.  Such provisions also serve to notify the insureds of the existence of the subrogation rights of the insurer, as well as to require the insured to cooperate with the insurer in asserting against the third-party tortfeasor any claims that the insured may have against the third party and to place restrictions on the insured’s ability to limit or waive the subrogation rights of the insurer.
The most commonly found type of subrogation provision which is contained within an insurance policy expressly states that the insured shall do nothing to prejudice or abrogate the insurer’s rights to recover from third parties after a loss has occurred.  Other provisions which are sometimes found in an insurance policy may prohibit the insured from waiving subrogation at any time or may explicitly allow the insured to waive subrogation.

Common Subrogation Provision Common Subrogation Provision 2

The most common type of subrogation provision which is found in commercial lines property and casualty insurance policies forbids the insured from waiving the right to subrogate after a loss, but is silent with respect to a waiver executed prior to a loss.An example of such a common subrogation clause which is from the 1973 edition of comprehensive general liability policy (ISO) and is present in the current versions of the standard Insurance Services Office, Inc (ISO) commercial general liability, ISO business auto and NCCI  workers compensation policies is set forth as Attachment Number 9.  It is common for commercial contracts to include provisions which include waivers of subrogation.  Normally such business contracts are executed by the parties prior to the occurrence of any property or casualty losses associated with the business venture.  It is important for both the insured and the insurer to be mindful of the difficulties that such subrogation waivers can cause, because such waivers are in conflict with the intendment of the common subrogation clauses contained in the insurance policy and may adversely affect the insured’s right to coverage under the policy.
The language contained in the common subrogation clause that the Insured “do nothing after a loss to prejudice the Insurer’s subrogation rights,” implies that actions of the insured which extinguish the Insurer’s rights of subrogation prior to a loss will not void coverage under the policy.  The cases which have considered the effects of a pre-loss waiver of subrogation rights have upheld the right of the Insured to waive subrogation rights and still recover for the loss under the policy of insurance.  In such cases, the Courts have held that the Insured is entitled to recover when it incurred the very loss that was Insured against, and which the Insured had paid to insure, and that the Insurer, by means of an appropriate policy provision, could have prohibited such a subrogation waiver agreement had it intended to do so.
Accordingly, contracting parties generally can rely upon the enforceability of a waiver of subrogation clause contained in a commercial contract without adversely affecting the insurance coverage of the waiving party without requiring an endorsement in the applicable insurance policy in those instances when the insurance policy contains the typical provision prohibiting only post-loss subrogation waivers.  Such pre-loss waiver provisions are generally held not to jeopardize coverage, even in those instances when the insurer is not notified of its existence prior to the loss.In the event that fraud or double dealing by the Insured is involved or in the event that the Insured may be held to have violated the implied covenant of good faith dealing owed by an insured to the insurer, then the rule is otherwise, and the insurance coverage otherwise afforded under the policy may be voided.  Therefore, it is incumbent upon the insurance carrier to specifically prohibit pre-loss waivers by endorsement in the event the insurance carrier intends to enforce its subrogation rights upon the payment of a loss. In a construction case, such a clause could make a sizeable difference in the risk undertaken by the Insurance carrier in underwriting the particular insurance policy.
Insurance industry practices do not appear to recognize the fact that pre-loss subrogation waivers are valid and do not affect the coverage afforded under the insurance policy.  Many underwriters assume that their insureds will advise them of any waiver of subrogation that they may enter.  Additionally, workers’ compensation carriers often issue endorsements to specify the waiver of subrogation in the insurance policy and charge an additional premium for it.  This practice also occurs in the issuance of Commercial General Liability insurance, as well as workers’ compensation insurance policies.  
Irrespective of the method used by the Insurance carrier to deal with the issue of the pre-loss waiver of subrogation, it is submitted that sound underwriting policy mandates that either the pre-loss waivers be specifically prohibited under the policy provisions by endorsement, or that they be specifically disclosed, acknowledged and agreed upon in an endorsement to the policy for which an additional premium is paid by the insured desiring to enter into pre-loss waivers of subrogation rights in a commercial contract.  Otherwise, an insured could generally succeed in effecting enforceable waivers of subrogation at the ultimate cost of the insurer simply by including them in its business contracts and not advising the insurer of them.


Workers’ Compensation Policies Workers’ Compensation Policies 

Most workers’ compensation insurance policies contain subrogation provisions which are identical in substance to those contained in Commercial General Liability policies.An exemplar of such a provision is set forth in Attachment Number 10.  Like those contained in the CGL policies, such provisions generally prohibit the insured from waiving subrogation after a loss but contain no language prohibiting pre-loss waivers.  As is the case with such pre-loss waivers in CGL policies, a waiver of subrogation executed prior to a loss, in the absence of fraud or breach of the implied covenant to act in good faith, will effectively prevent an insured from subrogating against a culpable third party, and such a waiver will not void Insurance coverage for the loss even in those instances when an insurer is not notified of the existence of such waivers.
The National Council on Compensation Insurance (NCI), has drafted an advisory endorsementNCI promulgates two types of endorsements: “standard endorsements” which are filed with the various states and generally must be used as filed and “advisory endorsements” which are available for optional use by insurers and may be modified by the insurers which must make their own filings under the applicable state laws of advisory endorsements that they intend to use. for use that specifically sets forth the insurer’s waiver of its rights to seek recovery from third parties listed on the endorsement.An exemplar of such an endorsement is set forth in Attachment Number 11.  The endorsement can be used on a case by case basis or on a blanket basis by indicating in the schedule that it applies to any party with whom the insured agrees to waive subrogation in a written agreement.  An additional premium is usually charged for such an endorsement.The charge is usually between 2 to 5 % of the amount of the premium attributable to the project to which it applies. 
It should be noted that a waiver of subrogation endorsement in an insurance policy and/or a waiver of subrogation provision of a commercial contract can operate not only to prevent a workers’ compensation carrier from instituting a subrogation action against a third party, but also have the unintended result of preventing a workers’ compensation carrier from recovering its “lien” for payments made to an insured employee, if the employee subsequently successfully recovered against a third-party tortfeasor.  The end result is that an employee could, in effect, recover twice for the same injury.  Such a result was probably not contemplated by the contracting parties, and was certainly not contemplated by the workers’ compensation carrier.  Additionally, such a result is directly calculated to increase liability claims against third parties. Therefore, it may safely concluded that such waiver of subrogation rights are not generally in the best interests of the insurance industry.  Good reasons for an insurance carrier to reject a proposal to include a waiver of subrogation endorsement in a workers’ compensation policy or in a commercial contract are:  1) The fact that a waiver of subrogation may defeat the workers’ compensation insurer’s lien on a judgment against a third party which will lead to increased premiums; 2) The waiving party’s insurer may charge a significant increase in premium for the waiver; 3) The waiver of subrogation provision does not effectively bar a law suit against the party for whom the waiver is provided by an injured employee; and 4) An injured employee may be able to collect twice for the same injury at the ultimate cost of the waiving party.The loss experience of the employer and the inability to recover payments by the insurer will be reflected in the computation of the employer’s experience modifier in the future and result in an increased premium as well as be reflected under any retrospective rating program. 


Commercial General Liability Policy Commercial General Liability Policy 

A common provision found in most CGL policies is a subrogation provision which operates to transfer rights of recovery to the insurance carrier upon payment of a loss.A copy of a standard subrogation provision used in ISO polies is set forth in Attachment Number 12. 




 LIMITATION CLAUSESCHAPTER 
LIMITATION CLAUSES

One type of risk transfer device which is frequently utilized in commercial contracts is the limitation of liability clause.  Although a limitation of liability clause does not “transfer” liability from one party to another, such as is the case with indemnity and hold harmless provisions, such clauses do, in fact, transfer the financial accountability for a risk by limiting the liability of the party in whose favor it operates.  The ultimate result is that the financial accountability of the risk is borne by the other party to the contract.
Limitation of Liability clauses are used by parties to limit their liability, most commonly to a predetermined amount, in connection with the services, products or materials furnish under a commercial contract.  A contractual limitation of liability is often upheld in those instances when the limitation is more than a mere nominal sum or bears some relationship to the services, products or materials furnished under the contract.  Some limitation of liability clauses restrict a party’s liability to a predetermined sum or the fee charged for the services rendered or the value of the performance under the contract.  Other limitation of liability clauses limit the recovery by excluding the consequential damages and lost profits from the damages which can be recovered.

Judicial Construction Judicial Construction 

The Courts strictly construe limitation of liability clauses against the party seeking to enforce them.  Generally, the Courts will look at certain factors in determining the enforceability of limitation of liability clauses such as 1) The reasonability of such provisions; 2) The public interest and welfare, i.e. the public policy considerations; and 3) the respective bargaining position of the parties.
While the courts strictly construe limitation of liability provisions, well drafted clauses which are negotiated between the parties which are deemed reasonable and not unconscionable, and which are not violative of public policy, are likely to be upheld. 
In the case of Baker v. Roy H. Haas Associates, Inc., 629 A.2d 1317 (Md. App 1993), the court enforced a limitation of liability clause in a home inspection contract that limited the inspector’s liability to the amount of its fee.  Subsequent to inspection, the seller was required to reduce the selling price of his house by $2,000.00 when the buyer discovered defects in the roof.  The seller sued the inspector who had inspected the house a year previously, asserting that the inspection was defective and should have revealed the defect at that the time of inspection.  The home inspector relied upon the limitation of liability clause and defended on the basis that  liability was limited to the amount of his fee, which was $250.  The court agreed, stating that because the inspector’s negligence was not gross or willful, the bargaining position of the parties was relatively equal, and the transactions did not involve public interest, the limitation of liability clause was enforceable.
While authority exists for the enforceability of such clauses, due to the tendency of the courts to strictly construe such clauses, particularly in the area of personal injury claims, and to rule that such clauses are unenforceable, the use of Limitation of Liability clauses in commercial contracts to effectively transfer risk is limited and nearly always involves judicial interpretation.


Exculpatory Clauses Exculpatory Clauses 

Another risk transfer device which is closely related to the limitation of liability is the Exculpatory Clause by virtue of which the entire risk of loss associated with an activity is borne by one party.  The use of exculpatory clauses are commonly found in commercial contracts which appertain to the sale of products and are in the form of waivers, exclusions or modifications of warranties.  Such a practice is not automatically deemed against public policy, however, such exculpatory clauses are determined to be against public policy in those instances in which the disclaimer or limitation of warranty was not called to the attention of the buyer at the time of sale. Generally, an exculpatory clause is enforceable if it is the result of a fair, open, just, and reasonable agreement between the parties, and subject to negotiation.  
A problem with the enforceability of exculpatory agreements is a statutory bar to such agreements, such as in a residential lease, where most states by statutory provisions prohibit a landlord from exculpating itself from its own negligence with respect to liability arising out of a common area or an activity taking place on a common area of the landlord’s premises.  Additionally, common law principles prevent a party from exculpating themselves for their own negligence under the theory that any such exculpatory agreement which excuses a party from the consequences of his own negligence is void as against public policy.
However, such clauses are frequently found on admission tickets, product warranties or releases, on reverse sides of purchase orders or delivery tickets, or in connection with hazardous activities such as skydiving, bungee jumping, scuba diving, para-sailing, or white-water rafting, or associated with the rental of potentially dangerous recreation equipment such as dune buggies, wave runners, sail boards, or bicycles.
Problems with the enforceability of such clauses arise by virtue of the fact that this type of exculpatory clause is usually not negotiated, and often times the party against whom the clause is sought to be enforced is unaware of its existence.  Enforcement of such clauses often involves the extent to which the patron, sports fan, or business invitee freely, voluntarily and knowingly agreed to the terms of the exculpatory clause and assumed the risks associated with the activity.
Exculpatory clauses are only tangentially important to the insurer when a claim is made against a liability insurer and the enforceability of such a clause is an issue related to the liability, vel non, of the insured in whose favor the exculpatory provision is sought to be enforced.
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 CONTRACTUAL LIABILITY INSURANCECHAPTER 
CONTRACTUAL LIABILITY INSURANCE

It is common for one party to a business contract to transfer to the other contracting party all or a portion of the potential liability associated with the subject matter of the contract.  The most common means by which this is accomplished is by the use of a hold harmless provision or an indemnification provision in the contract or agreement.
These provisions generally operate independently from an insurance policy to transfer the financial burden associated with a risk of loss to the other party of the contract.  However, the party to whom the legal liability is transferred may insure the assumed liability loss exposure by purchasing contractual liability coverage as a part of its automobile, general liability, and umbrella liability insurance policies.
Commercial General Liability policies, auto liability policies, and umbrella liability policies universally include a form of contractual liability insurance as a part of their standard coverage, but there are significant restrictions placed on the coverages provided by these policies.  Additionally, the standard CGL policies are often modified with non-standard limitations.  Some professional liability policies also provide a degree of contractual liability coverage.  Other forms of insurance, such as aircraft insurance, generally exclude nearly all contractual liability coverage(s).  This Chapter focuses on the contractual liability coverages afforded under the CGL policy.
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THE CGL POLICY’S CONTRACTUAL LIABILITY COVERAGE THE CGL POLICY’S CONTRACTUAL LIABILITY COVERAGE 

The scope of the Contractual Liability Coverage afforded under a standard Commercial General Liability policy is dependent upon a number of the other provisions of the standard policy, namely:
(1)	The Coverage A. Insuring agreement;
(2)	The exclusion of liability arising out of contractual agreements;
(3)	The exceptions to this exclusion which form the basis for the contractual liability coverage;

(4)	The definition of “insured contract”;

(5)	The supplementary payments provision (in the 1996 edition form); and

(6)	The policy exclusions that apply to contractual liability coverage.

It is important to understand the significance of each of these policy provisions to understand the scope of coverage provided in a CGL policy’s contractual liability coverage.

The Insuring Agreement and the Exclusion The Insuring Agreement and the Exclusion 

The CGL policy’s Coverage A is broad and includes coverage for bodily injury or property damage sustained by an insured as a consequence of an “occurrence,” as defined in the policy.  Certain coverage is excluded from the broad coverage afforded under Coverage A, namely liability arising out of contractual agreements which the assured might enter into.  Exclusion b of the policy eliminates coverage for “bodily injury or property damage” for which the insured is obligated to pay damages by reason of the assumption of liability in a contract or agreement.  This is because Insurers do not intend to cover all liability arising out of all contractual agreements the insured enters into -only certain specific types of coverage for such contractual obligations are intended to be covered.
However, the exclusion set forth in b. has two exceptions that leave coverage in place with respect to liability (1) assumed in an “insured contract” as defined in the policy; and (2) liability “that the insured would have in the absence of the contract or agreement.”  These exceptions provide the substance for contractual liability insurance coverage in a standard CGL policy.  In other words, coverage for contractual liability insurance exists by virtue of the coverage granted in the insuring agreement, the exclusion for contractual liability and the exception to the exclusion of contractual liability.An exemplar of the CGL coverage grant and exclusion is set forth in Attachment Number 13.
It is important to note that not only is contractual liability insurance provided to an insured who assumes the liability of another under provided that the injury or damage occurs subsequent to the issuance of the policy, but it is also provided for any liability that the insured would have in the absence of an agreement or contract.
In the event that the liability of an insured is not one that would have applied in the absence of a contract or agreement, it must be an “insured contract” as defined under the policy for coverage to apply.

Definition of “Insured Contract” Definition of InsuredContract 

The term “insured contract” is specifically defined in a CGL policy, and in view of the coverage afforded by this exception to the exclusion of contractual liability coverage, it is a definition which is important, as it defines the coverage afforded under the policy.A copy of the definition set forth in the standard ISO policy is set forth in Attachment Number 14.
The first type of “insured contract” for which contractual liability insurance is provided by definition is a lease of real property.  It is common practice for a lease of premises to include a hold harmless clause requiring the lessee to hold the lessor harmless for liability arising from the leased premises or the lessee’s operations on the leased premises.  The CGL policy covers bodily injury or property damage liability assumed in a lease agreement for premises by virtue of the fact that leases are specifically defined as “insured contracts” under the policy.Leases to property other than premises are not included in the definition of “insured contract” under the first definition of the same under the CGL policy.  Leases of property other than “premises” would be included under part f. of the policy and would have to meet the criteria set forth therein to qualify as an “insured contract”.
The second specially defined type of “insured contract” is a sidetrack agreement, which is an agreement confined to the Railroad industry.  An Insured which has spurs or sidetracks which connect to a railroad’s main line is usually required, as a condition of the sidetrack agreement, to enter into a hold harmless agreement whereby it holds the railroad harmless from losses arising out of the use of the side track.  These sidetrack agreements are specially defined as “insured contracts” under the standard ISO policy.
The third type of an “insured contract” is an easement or license agreement, which are specifically defined as “insured contracts” unless they are in connection with construction or demolition operations on or within 50 feet of a railroad.  An easement is an interest which one party has in the use or limited use of the land of another, such as the right of use to go over another person’s property.  An easement is attached to real property and may be conveyed with the real property.  An easement can be private or public, such as permitting people to walk across a parcel of land to get to the ocean or public beach.  Easements may be for purposes of ingress and egress to another parcel of property.  Easements may arise by operation of law or by prescription.  A license is a revocable right to come onto another person’s property, and is  consensual.  A license may be revoked at any time.  Under the definition of “Insured contract”, these types of “agreements” provide contractual liability insurance.
The next type of “contract” which qualify as “insured contracts” is an obligation of indemnity which is required by a municipality.  It is not uncommon for municipalities to have ordinances requiring indemnification from a private citizen or organization who by virtue of their activities can cause bodily injury or property damage to members of the public.  Examples of such are vendors, concessionaires who rent merchandise or vehicles and similar activities.  These types of contractual relationships qualify as “insured contracts” for the purposes of providing contractual liability insurance under a CGL policy.  However, if a contractor performs work for a municipality, an ordinance-imposed indemnification in connection with that work is not included in this particular portion of the definition of “insured contract.”  Any such indemnification is included as an “insured contract” under Paragraph f. of the definition.
Also, an agreement to maintain and/or service an elevator is an “insured contract” by definition.
The general contractual assumption agreement other than as specified under paragraphs a. Through e. are covered in section f. of the definitional section in the event that they meet the criteria set forth therein.  Under this section coverage is afforded for contractual assumptions of tort liability of others in purchase orders, rental and lease agreements for equipment, or other personal property, sales agreements, construction contracts, and other similar contracts.  Only the indemnity portion of such contracts are “insured contracts” under the definition, and only when the tort liability of another is the subject of an indemnity or hold harmless agreement.
Contractual Liability coverage only applies to tort liability and does not apply to the assumption of a first party loss, a warranty of performance, or an exculpatory agreement.However, a bodily injury claim caused by a breach of warranty has been held to be covered in a CGL policy under the theory that the cause of action is basically identical to a bodily injury caused by a traditional tort.  Similarly, no coverage is afforded under a CGL policy for an indemnity agreement whereby an insured agrees to be responsible for any and all damages that occur to the insured’s own product.These types of losses are considered business risks which are not covered nor intended to be covered under a CGL policy.
It is interesting to note that the restriction to the “tort liability of another” assumed in a contract has also been applied to preclude coverage for a claim based upon the insured’s breach of a contractual agreement to add another as an additional named insured to the insured’s liability policy.  A number of courts have held that the contractual liability coverage in a standard CGL policy does not provide coverage for liability of the insured for breach of contract to provide insurance.  The commitment or promise on the part of an insured to secure or obtain insurance coverage for another is not insured.  Contractual liability coverage does not apply to liability arising out of the breach of any type of contract, including the breach of a contract to provide insurance.
The part f. requirement in a CGL policy which provides contractual liability insurance  that the indemnity agreement relate to the “tort liability of another” can preclude coverage for a claim against the insured by an indemnitee under a limited form of indemnity agreement.  When an insured has signed an indemnity agreement by virtue of which the insured agrees to indemnify another party for the insured’s own negligence, contractual liability insurance coverage may not be available, because under a limited form of indemnity, the insured has not assumed the tort liability of another so as to trigger contractual liability coverage under a CGL policy.  In such cases, the courts have held that since the indemnity agreement does not cover another’s own negligence, there cannot be any assumption of liability of another to which contractual liability insurance can apply.
Additionally, to qualify as an “insured contract” an agreement must appertain to the business of the assured.  A limited determination as to the scope of the insured’s business can result in limited contractual liability insurance coverage.  For instance, in the construction industry a general contractor frequently requests subcontractors to provide services beyond the scope of the subcontract.  In such cases, in the event that the activity cannot be characterized as relating to the assured’s business, coverage may not be afforded under a CGL policy because it did not arise out of an “insured contract.”
CGL policies do not and are not intended to provide coverage for contractually assumed personal liability or advertising injury liability.  This is reinforced by the specific inclusion of “bodily injury” and “property damage” in part f. of the insured contract definition.  Additionally, Coverage B of a CGL policy, which sets forth coverage for Personal Injury and Advertising Injury, contains a specific exclusion for liability assumed in a contract.
Also, a contract to qualify as an insured contract must be entered into before the “bodily injury” or “property damage” occurs.  
However, it is specifically emphasized that there is no limitation on the type of liability to be covered under an “insured contract,” other than with respect to liability arising from operations on or within 50 feet of a railroad or liability arising out of architectural services/engineering services.This expansive coverage was called the “broad form contractual liability coverage” prior to the 1986 CGL policy revisions.  Prior to 1986 it was necessary to add contractual liability coverage by endorsement to a CGL policy.  Contractual liability applies to liability arising out of the indemnitee’s sole negligence, joint negligence or contributory negligence as long as the indemnity clause is valid and enforceable, the liability arises from bodily injury or property damage, and the liability is assumed in an insured contract as defined in the policy.

Contracts and Agreements which are not an “Insured Contract” Contracts and Agreements which are not an InsuredContract 

The “insured contract” definition also specifies two types of liability assumptions that are not insured contracts, namely: (1) the indemnification of Railroads, and (2) architects/engineers professional liability.
In accordance with provision f. of the “insured contract” definition, an agreement to indemnify a railroad for bodily injury or property damage arising from construction or demolition operations on or near railroad property is not an “insured contract.”  Such indemnification is commonly imposed upon street and road contractors as well as other contractors working on or about railroad property.  Such contracts are specifically excluded as insured contracts and accordingly no coverage is afforded for such assumptions of liability.  In the event that a contractor is negligent in causing any such loss, and would be liable even in the absence of the contractual assumption, the contractor’s CGL policy will cover the loss.  However, in the event that the contractor’s action is based on the indemnity obligation in the contract rather than simply asserting the contractor’s negligence, the CGL policy will not cover the loss.In view of the gaps in coverage afforded to a contractor and the liability exposure which exists, even over and above a Railroad Protective Liability Policy, endorsements exist which delete this coverage limitation.
The fact that the CGL policy will not cover an insured’s contract which contemplates work to be performed in proximity to railroad property for an owner, creates a significant risk exposure for the CGL insured which undertakes such construction contracts and is required to indemnify either a railroad or a third-party owner.   A railroad would enjoy the protection afforded under an applicable protective liability policy in the event of a loss, but the owner would not be covered under the contract of indemnity with the contractor because the contract does not qualify as an “insured contract.”
The other specifically excepted contractual assumption of liability which is set forth in provision f. involves architects and engineers professional liability.  Part (2) deals with those cases where the insured assumes the design professional’s liability for injury or damages arising out of the list of professional activities.  The provision clearly indicates that there is no coverage provided for an insured’s contractual assumption of the professional liability of an architect, engineer or surveyor. 
When an architect, engineer or other professional purchases CGL coverage, the insurer generally attaches an endorsement to the policy which precludes coverage for liability arising out of the insured’s professional activities.  Insured contract exception (3) prevents the professional from attempting to circumvent the exclusionary endorsement and to transform the CGL policy into one that covers professional liability by assuming liability for the same in a contract with a client.

Defense of Indemnitees Defense of Indemnitees 

A great deal of confusion and controversy has existed with respect to the practice among general liability insurers to provide a defense for their insured’s indemnitees in conjunction with the defense provided to their insured.  Interpretation of the standard ISO policy provision as well as variations of the standard contract varied greatly, with some Insurance carriers taking the position that coverage is not afforded for providing a defense or for defense costs and others taking the position that such coverage exists because of the insured’s obligation to pay those damages.
In 1991, ISO addressed the problem directly and modified the CGL coverage to provide for coverage of an insured’s indemnitee’s defense costs as part of an “insured contract.”  The defense costs, which ISO asserted were not covered at all under the existing CGL policy language was to provide coverage by definition in the revised form as damages in the policies contractual liability coverage.  In March of 1995 made a new filing that addressed this subject and resulted in a new January 1996 edition of the commercial general liability coverage form under which costs to defend indemnitees are specifically defined as damages, and are therefore eligible for coverage by exception to the CGL contractual liability exclusion.  Such costs are applied against the policy limits are covered only if certain conditions are met, namely:  (1) The defense costs consist of another party’s “reasonable attorney fees” and “necessary litigation expenses”; (2) Liability for such costs have been assumed by the insured in an “insured contract”; and (3) The covered costs are for the defense of the other party in a civil or alternative dispute resolution proceeding where the damages covered by the CGL policy are alleged.
The 1996 CGL form goes further and sets forth a duty to defend the insured’s indemnitee - rather than paying the indemnitee’s legal expenses.  When the additional conditions have been met, the costs of defending the suit against the indemnitee will be paid by the insurer as supplementary payments just as the insured’s own defense costs are under an ISO policy without reducing the policy’s limits of insurance.
In the 1996 edition of the CGL policy, the duty to defend arises only when the insured and the indemnitee are named in the same suit.This requirement would effectively eliminate the payment of the costs of defense involving an indemnitee when the indemnitor is the Plaintiff’s employee due to the exclusivity of the worker’s compensation recovery.
One good feature of the 1996 CGL policy’s supplemental payments provisions regarding the contractually assumed defense obligation is the creation of certain duties on the part of the indemnitee, such as the duty to notify its own insurer of the suit and cooperate with the indemnitor’s insurer in connection with the coordination of coverage with the other insurer.  This provision clearly expresses an intention of obtaining some sort of contribution towards the indemnitee’s defense costs from the indemnitee’s own insurance carrier.

Application of Policy Exclusions Application of Policy Exclusions 

In view of the fact that contractual liability coverage is granted by the CGL policy’s Coverage A insuring agreement, and is not separate coverage unto itself, all of the CGL policy’s Coverage A exclusions apply to the contractual liability coverage, unless they are specifically stated not to apply in the language of the exclusion.  Only three of the exclusions contain such exceptions, which result in coverage being provided for liability assumed under an insured contract that would not otherwise apply under the policy, namely:
(1) The exclusion for bodily injury to an employee, or an injured employee’s spouse, child, brother, or sister;CGL Policy’s standard exclusion c.
(2) The exclusion for bodily injury or property damage arising out of the ownership, maintenance, or use of an aircraft or watercraft;CGL Policy’s standard exclusion g. (4) and
(3) The exclusion for damage to property loaned to or in the care, custody or control of the insured, or on which the insured is working when such liability is assumed in a sidetrack agreement.CGL Policy’s standard exclusion j.
The exception to the employers liability exclusion (e) is extremely important since, as a result of the exception to the CGL’s employers liability exclusion, the CGL policy covers third party over-actions brought by a contractor which is sued by an employee of the insured who has assumed contractual liability from the contractor.
The aircraft, auto, or watercraft exclusion (g) precludes liability arising out of these types of conveyances.  The exception to this exclusion applies only to aircraft and watercraft liability and is significant because aircraft and watercraft liability policies usually exclude the liability of others assumed in a contract (the business auto policy covers liability assumed under an insured contract). It is important to note that the insured will have no coverage for its own liability arising out of its watercraft or aircraft use but does have liability assumed under an insured contract for such losses.
The care, custody, or control portion of the property damage exclusion (j) precludes coverage for damage to the property of others in the insured’s possession.  The exception to this exclusion for liability assumed in a side track agreement provides coverage for damage to a railroad’s property when the insured is liable under the sidetrack agreement.  It is important to note that the “sidetrack agreement” portion of the insured contract definition does not restrict coverage to the tort liability of another assumed in the agreement.  The contractual liability coverage would respond to this type of liability.

Coverage A Exclusions That Apply to the Contractual Liability Coverage Coverage A Exclusions That Apply to the Contractual Liability Coverage 

A number of the more important Coverage A exclusions apply to the contractual liability coverage, including the following:
!	The liquor liability exclusions (c);
!	The pollution exclusion (f);
!	The damage to the insured’s product exclusion (k);
!	The damage to property exclusion (j); and
!	The impaired property exclusion (m).
These exclusions cannot be circumvented by assuming liability in an insured contract, and their applicability causes the insured’s contractual liability coverage to be narrower than its indemnity obligation.  Therefore, liability for the tort of another which has been assumed by the insured in an insured contract which arises out of an area which falls within the purview of one of the exclusions in the standard CGL policy which is not excepted for liability assumed in an insured contract exposes the assured indemnitor to uninsured liability.
Examples of liability that an insured could assume under a contract that would not be covered under the CGL policy as a result of these exclusions are as follows:
!	Liability assumed by a contractor for the removal of contaminated soil from a storage yard;

!	An insured’s violation of a warranty, such as might occur if a product does not perform as warranted;

!	The failure to meet the requirements of a sales agreement, such as might occur if a product is not delivered by the agreed deadline;
!	An agreement of a tavern or restaurant to indemnify the owner or lessor of the premises for liability arising out of the sale of alcoholic beverages;

!	Self-destruction of the insured’s product; and

!	Damage to a customer’s property in the insured’s possession for repair, maintenance, or modification.


Personal Injury and Advertising Liability Coverage Personal Injury and Advertising Liability Coverage 

Personal Injury and Advertising Injury coverage which is set forth in Coverage B of the CGL policy insures against liability arising from specified intentional torts such as libel, slander, copyright infringement, malicious prosecution, and false arrest.  However, in contrast to Coverage A which provides bodily injury and property damage coverage, Coverage B is subject to a contractual liability exclusion that contains no exceptions with respect to an “insured contract.”  The sole exception to the contractual liability exclusion in Coverage B is for liability the insured would have in the absence of the contract or agreement.
The exclusion in Coverage B of contractually assumed injury liability is problematic in that the legal profession uses the term “personal injury” in a different manner than the meaning of the same term in an insurance contract.  As used by the legal profession, the term “personal injury” means bodily injury as well as libel, slander, false arrest, etc.  Accordingly, “personal injury” is used in the broader legal meaning in most indemnity agreements, and indemnitors therefore assume a broader scope of liability than their insurance contract covers.  This leaves a large spectrum of uninsured liability which is assumed in standard indemnification agreements which utilize the generally used legal term of personal injury.




Contractual Liability Endorsements Contractual Liability Endorsements 

In view of the fact that indemnitors frequently assume greater liability than the insurance provided for Coverage A claims, a number of standard endorsements have been developed for this purpose, namely:

!	“Amendment of Contractual Liability Exclusion for Personal Injury Limited to False Arrest, Detention or Imprisonment for Designated Contracts or Agreements” (CG 22 74);

!	“ Contractual Liability - Railroads” (CG 21 39); and

!	“ Contractual Liability Limitation” (CG 21 39).

While the above noted endorsements are available their use does not completely eliminate gaps in coverage and are themselves problematic in application.

Summary Summary 

The ISO commercial general liability policy automatically provides insureds with what has been described as “broad form blanket contractual liability coverage.”  This means that generally, an insured’s CGL policy will cover the liability of another party to a third party because of bodily injury or property damage sustained by that third party if the insured agreed to assume that liability in a written or verbal contract executed prior to the occurrence of injury or property damage.  Some of the principle areas where coverage gaps occur (as compared to the scope of liability transferred under an indemnity agreement) include defense costs, the “personal injury” perils, and the types of liability for which the policy provides no coverage due to the operation of the exclusions.



CONTRACTUAL LIABILITY COVERAGE IN AUTOMOBILE AND RELATED POLICIES CONTRACTUAL LIABILITY COVERAGE IN AUTOMOBILE AND RELATED POLICIES 

Standard automobile policies, inclusive of business auto, garage, truckers and motor carrier, all provide contractual liability coverage on a basis comparable to that of the commercial general liability (CGL) coverage.  The available coverage under any of these policies is defined by three elements: the insuring agreement, the contractual liability exclusion inclusive of the definition of “insured contract” as used in the particular exclusion, and any other applicable exclusions in the policy.

The Business Auto Policy (BAP) The Business Auto Policy (BAP) 

The business auto policy covers certain liabilities assumed by the insured in an “insured contract” as well as liability that may be the subject of a contractual assumption but would be imposed on the insured even in the absence of the contract.  In other respects, contractually assumed liability is excluded from coverage under the policy.   Another condition of contractual liability coverage under the BAP is that the assumed liability must fall within the scope of the policy’s insuring agreement, i.e. it must be bodily injury or property damage caused by an accident and resulting from the ownership, maintenance, or use of a covered auto.
With minor differences associated risks related to the use of a vehicle the definition of “insured contract” is modeled closely on that found in the CGL definitions.  Just as in the contractual liability coverage in a CGL policy, the contractual liability claim must fall outside of all policy exclusions, not just the exclusions contained in the contractual liability exclusion in order to be covered. 
The contractual liability exclusion of the BAP must be read in conjunction with the rest of the policy to determine coverage(s) afforded.


The Garage Policy The Garage Policy 

The contractual liability exclusion of the garage policy and the definition of “insured contract” that constitutes the exception to the exclusion, are similar to those in the BAP and CGL policies and contain some of the applicable provisions of both.

	The Truckers Policy 	The Truckers Policy 

The contractual liability exclusion and “insured contract” definition of the truckers policy are identical to those found in the BAP, however, the truckers policy contains additional coverage designed to respond to a contractual liability exposure unique to trucking operation. This coverage, trailer interchange insurance, addresses liability for physical damage to trailers not owned by the named insured.
Trailer interchange agreements represent a unique contractual loss exposure for truckers and accordingly, contractual agreements of many kinds include a transfer of responsibility for damage to property of one contracting party in the possession of the other.  Even when such agreements are contained in an “insured contract” they are not covered by the standard form of liability insurance because of the applicable “care, custody or control” exclusions.  Trailer interchange coverage under the truckers policy is covered by virtue of the policy coverages provided in the Truckers Policy of insurance.


The Motor Carrier Coverage Form The Motor Carrier Coverage Form 

The motor carrier coverage form is an adaptation of the standard truckers policy form designed to respond to certain changes in the trucking industry arising out of the deregulation measures adopted in the 1980's. In most respects the motor carrier policy provisions are equivalent in coverage terms and provision , inclusive of the contractual liability coverage, to the truckers policy. The provisions of the motor carrier policy are more complicated that the trucker policy because it is designed to apply to a broader range of organizations, i.e. regulated (common and contract carriers) and unregulated (exempt and private) motor carriers.  The contractual liability coverage applies only when the trucker leases a vehicle (with or without a driver) for its own use and in no other hold harmless agreement between the two truckers.  In this instance, direct liability coverage would also apply.


NON-STANDARD CGL CONTRACTUAL LIABILITY LIMITATIONS NON-STANDARD CGL CONTRACTUAL LIABILITY LIMITATIONS 

As set forth in the preceding sections, the Standard Commercial General Liability (CGL) policies insure a wide variety of the named insured’s contractual assumptions of liability - principally the assumption of another party’s tort liability in a contract related to the named insured’s business.
In addition to the standard CGL coverage forms, the insurance industry uses a number of nonstandard contracts.  Chubb Group of Insurance Companies, as an example does not use the standard ISO forms, but has developed its own forms and the coverages afforded under a Chubb policy is generally considered as affording broader coverage that afforded under the standard ISO form policy.
Some  insurers tailor coverage for a particular class of business in which the insurer is specializing and others restrict coverage being offered to risks that present for some reason a higher loss potential than average, such as in surplus lines coverage - coverage which is written under less stringent regulatory rules for insureds that would otherwise have a difficult time finding coverage in the standard insurance marketplace.  Care must be taken in the nonstandard insurance marketplace, inclusive of surplus lines in order to make certain that the coverage provided matches what is required by contractual obligations to other contracting parties.
Of obvious import is the analysis of the extent of coverage provided for any contractual risk transfers under the contractual liability provisions of the policy and the extent to which the policy language is more restrictive that the standard CGL coverage.
Non-standard contractual liability provisions in a general liability policy may create problems for both the indemnitee and the indemnitor.  For an indemnitor that must look to the surplus lines marketplace for its general liability coverage, it is essential that it examine the policy carefully to identify the areas where the contractual coverage may be significantly more restrictive than the standard ISO policy.   In the event of such restrictive coverage, the indemnitor should seek to tailor its contractual assumption of liability to the coverages afforded under the policy.
Indemnitees must consider, when drafting contract insurance requirements and accepting proof of insurance from an indemnitor, that not all general liability coverage is equivalent.  It can never be assumed that a requirement of “contractual liability coverage” in a contract will guarantee an indemnitor’s liability to respond to a standard hold harmless or indemnity agreement.  General liability insurance requirements should always include the requirement that coverage afforded by equivalent to, or at least as broad as that of a standard ISO form CG 00 01.

Contractual Liability Coverage In Umbrella and Excess Policies Contractual Liability Coverage In Umbrella and Excess Policies 

Additional coverage to that provided by a standard primary policy, by means of an excess policy, which provides excess limits of insurance for the same exposures already insured under the primary or underlying policy, or by means of an umbrella policy ,which offers not only excess limits, but also coverage above a retention or deductible for losses that are not covered by the underlying policy, vary significantly among insurers.  Unlike the case of primary policies there are no industry “standard” policy which permits generalization as to what an excess or umbrella policy covers, as there is significant coverage deviations in such policies.

The Umbrella Insuring Agreement The Umbrella Insuring Agreement 

Coverage of contractually assumed liability in umbrella policies is traditionally very broad.  The coverage grant is in the insuring agreement, which refers specifically to the contractual liability exposure.  One such example is as follows:

We will pay on behalf of the insured those sums in excess of the retained limit which the insured by reason of liability imposed by law, or assumed by the insured under contract prior to the occurrence, shall become legally obligated to pay as damages.

Under this type of insuring agreement, the insured would have coverage with respect to liability for any type of covered injury or damage assumed in a contract, subject to any applicable policy exclusions and definitions, just as it would with respect to liability for the same type of injury or damage if that liability were incurred directly rather than by contractual assumption.  However, most umbrella policies limit this broad grant of coverage in a number of ways, inclusive of providing exclusions and limitations such as the following:

!	A reference to “written or oral agreements” which would exclude coverage for Implied contracts;

!	Restrictions of the coverage to contracts entered into in the course of the insured’s business operations;

!	Specifications as to the insured persons who may assume contractual liability of the kind covered by the policy;

!	Exclusion of certain categories of contracts, such as contracts with labor organizations; and

!	Exclusion of contractual assumptions of certain types of covered liability such as property in the care, custody or control of the insured.


Unless the policy language provides otherwise, the coverage is not subject to any of the contractual liability exclusions such as the ones applicable under a CGL policy.  Therefore, coverage is generally afforded for personal injury and advertising injury liability when it is contractually assumed.
Some umbrella carriers use the “insured contract” concept but cover liability for personal injury and advertising injury.  The scope of the insuring agreement is dependent upon the policy language and the definitions set forth therein.
As is the case in a standard primary policy, contractual liability coverage in an umbrella policy is structured by the policy exclusions such as war, workers compensation and similar laws, aircraft-watercraft, and property damage (care, custody or control) exclusions.



The Excess Insurance Policy The Excess Insurance Policy 

Additional coverage which is afforded by an excess policy of insurance generally provides excess limits of insurance for the same exposure already assumed under the primary or underlying policy.  Such excess policies which  frequently follow the form of coverages which are afforded in the underlying policies and which are  known as “follow form” policies adopt the same coverage terms and provisions of the underlying policy and the coverage analysis of such policies are performed by an analysis of the coverages afforded by the underlying policy and any coverage for contractual liability is therefore  dependent upon the coverage(s) afforded in the underlying policy.
In the case of an Excess policy which has separate coverage language from the underlying policy, the same considerations which involve an analysis of the coverage  terms and provisions of a CGL policy applies, or  in those instances when a significant deviation from the primary policy is present , the same coverage analysis applicable to  an Umbrella policy .
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ADDITIONAL INSURED STATUSCHAPTER 
ADDITIONAL INSURED STATUS

In addition to the use of indemnification and hold harmless agreements as a technique for contractual risk transfer, naming a party as an additional insured on a policy of insurance is also a means of effectuating the transfer of the financial consequences of risk.  The basic underlying concept of this type of risk transfer is for an indemnitee to require the indemnitor to obtain insurance coverage for the loss on behalf of the indemnitee.  In some instances a separate policy of insurance will be purchased by the indemnitee for such purpose.  However, more commonly, the indemnitor will arrange for its own insurance coverage to be modified by endorsement to cover the indemnitee as well for the particular contractual relationship entered into by the parties. 
In addition to the named insured and those parties or organizations who automatically qualify for insured status under an insurance policies basic provisions, additional entities may be added as insureds by means of endorsement.  Under a property policy, the insured, to whom a loss will be paid if the property is damaged or destroyed, must have an insurable interest in the property.  In such policies, an additional named insured must, like the insured, have an insurable interest in the covered property.   Under a liability policy, the insured, who is the person or entity on whose behalf damages arising out of legal liability are paid to a third-party claimant, any person or organization can be added to a policy as a named insured, provided the insurer agrees.  
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Additional insured status under the indemnitor’s insurance policy is often used as a supplement to a hold harmless agreement by the indemnitee effecting a contractual risk transfer.  This is done as additional financial security for the enforcement of a hold harmless agreement as well as to serve as a back up in the event that judicial interpretation of the hold harmless agreement invalidates the agreement, or in the event that the agreement proves unenforceable for any other reason.  In such instances, when an indemnitee is unable to obtain indemnification from the indemnitor, the indemnitee can seek coverage under the indemnitor’s insurance policy for the loss or risk.
Courts in most jurisdictions, inclusive of Maryland, have upheld an indemnitee’s right to seek recovery directly as an additional insured, even when indemnification for the same elements of the loss is not allowed under a hold harmless or indemnification agreement.  This has occurred most frequently when the hold harmless agreement is a broad form indemnification agreement which applies to the indemnitee’s sole negligence and is adjudicated to be unenforceable under public policy rationale.  In such cases the Courts have generally held that providing another party with insurance coverage is not the same as indemnifying that party and have upheld contractually required insurance coverage.In such instances the courts have drawn distinctions between a contractual promise to obtain insurance for another party against that party’s negligence (not prohibited), and a contractual promise to indemnify the other party for that same negligence (prohibited by anti-indemnity statues and sole negligent indemnity prohibitions). It is submitted that any such distinction is pure nonsense.  
A similar ruling upholding the validity of additional insured protection despite an applicable anti-indemnity statute has been made in Maryland in the case of Heat & Power Corp. v. Air Products & Chemicals, Inc., 587 A.2d 1202 (Md 1990).  This case stands for the legal proposition that although state law prohibits broad form hold harmless agreements, an indemnity/additional insured under the indemnitor’s liability policy can be insured against its own fault.Although there is no reported case in the District of Columbia, it is axiomatic that such indemnity /additional insured under the indemnitor’s policy can be insured against their own fault, because in the District of Columbia a clearly expressed intention to indemnify another for sole negligence is itself upheld.

Direct Right to a Defense Direct Right to a Defense 

One major consequence of adding an additional named insured to an insurance policy is to afford the additional named insured under an insurance policy the same right to a defense under the indemnitor’s policy that the indemnitor has.  This right comes with the contractual rights established in favor of the additional named insured under the terms and provisions of the insurance contract. The legal consequence of adding the additional named insured to the contract of insurance is to in effect grant to the additional named insured the same right of defense and indemnity for which coverage is provided within the scope of the operation being insured.
It is to be noted that under a CGL policy (Also the Chubb Liability Policy) an indemnitee under a pre-loss indemnification agreement providing for a contractually assumed defense was entitled to a defense against covered claims under specific circumstances.  This is covered under the contractually assumed liability clauses which afford coverage by exempting contractually assumed liability from the exceptions contained within the insurance policy.  However, due to numerous problems of the interpretation of the underlying contract which contains the underlying indemnification contract, such as whether a defense is to be provided as well as indemnification and the interpretation difficulties encountered with meaning of the scope and meaning of the indemnification provisions, much uncertainty exists over the extent and availability of coverage which often results in the disclaimer of the insurer to cover the costs of defense and or indemnification.  As an additional named insured under a policy of insurance, the indemnitee has the same rights to a defense and full indemnification for a covered loss that the indemnitor policy holder has.

Subrogation Subrogation 

Subrogation, which is the legal principle holding that a party that has paid a loss on another’s behalf becomes entitled, on the basis of that payment, to a right of recovery against the party legally responsible for the loss, does not operate to give an insurer subrogation rights against its own insured.  That is because, an insurance contract is, in a very real sense, the purist form of an indemnification agreement which provides indemnification for the indemnitee’s sole negligence and if subrogation were to exist in favor of an insurance company against its own insured, such a right of recovery would defeat the very purpose of a policy of liability or indemnity insurance.  For these reasons, additional named insured status is a complete refuge from subrogation actions that might otherwise be brought against the additional named insured entity by the named insured’s insurance company.  It is basic black letter law that an insurance company has no right of subrogation against its own insured, and the same principle applies to an additional named insured in a policy of insurance.

Personal Injury Coverage Personal Injury Coverage 

Most hold harmless and indemnification provisions which are contained in contractual risk transfer agreements, make no distinction among the types of injury or damage is covered by the agreement.  This can pose a significant problem to an indemnitor in the instance of a claim of indemnification for a “personal injury” claim.  When an indemnification claim is made for offenses which come under the CGL definition of “personal injury” - false arrest, malicious prosecution, wrongful eviction, libel, slander, invasion of privacy- there is only limited coverage afforded under the policy for assumed liabilities under the indemnitor’s contractual liability coverage.  The CGL policy provides no personal or advertising injury coverage for contractually assumed liability, other than for such liability that the insured would have had even without the hold harmless agreement.  	Limited contractual coverage can be endorsed onto a CGL policy with respect to one particular personal injury offense, namely false arrest.  Beyond this limited optional coverage, an indemnitor’s CGL’s policy will not cover a personal injury claim against an indemnitee, unless the indemnitee has been named an additional named insured under the policy. 
The effect of adding an additional named insured to a policy of liability insurance issued to an indemnitor policy owner is to also insure any acts which result in a personal injury claim which are performed by the indemnitee.
This same concept can be applied to an instance when the indemnitee, for any reason, is performing work that creates an uninsured loss exposure for the indemnitee, such as a form of professional liability not covered by the indemnitee’s own CGL policy.  It may also occur in the case of excluded coverages, such as environmental remediation or any other specialized risk which may not otherwise be covered under a policy of insurance issued to the indemnitee.  In almost any situation or operation which does not come within the scope of insurance coverage provided to an indemnitee, such as when the indemnitee’s specialized coverage does not extend to contractual liability or a specialized risk is being underwritten,  the indemnitee can be added to the indemnitor’s policy as an additional named insured to protect its primarily vicarious liability in connection with the indemnitor’s operations.
In view of the nature of the undertaking and the financial risks which are being transferred, the underwriter must keep in mind the tremendous additional exposure which is being taken when adding an indemnitee to the indemnitor’s liability policy as an additional named insured.




OWNERS AND CONTRACTORS PROTECTIVE LIABILITY INSURANCECHAPTER
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OWNERS AND CONTRACTORS PROTECTIVE LIABILITY INSURANCE

A standard form exists for writing owners and contractors protective (OCP) liability insurance, namely form CG 00 09 which is promulgated by Insurance Services Office, Inc. (ISO).  A number of insurers active in the OCP market have developed their own coverage forms for OCP liability insurance, but most follow the general format of the ISO form.

The OCP Insuring Agreement The OCP Insuring Agreement 

Although it is the independent contractor or subcontractor that purchases an OCP policy, the contractor itself obtains no insurance under the policy.  The OCP named insured is the party for whom the contractor is performing the contracted work, usually the general contractor.  This party is generally the indemnitee in a hold harmless or indemnification agreement and the subcontractor the indemnitor. In the case of contractually required OCP coverage between a general contractor and one of its subcontractors, the policy will be purchased by the subcontractor, and the named insured will be the general contractor.
The subject of the insurance is the named insured’s liability for bodily injury or property damage arising out of one of the two following exposures:
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!	The operations performed for the named insured by the contractor, who must be identified in the OCP policy, in connection with a specific project, the location of which must also be identified in the policy; and

!	The named insured’s own acts or omissions in connection with its “general supervision” of the independent contractor’s work.

Unlike the CGL policy, the OCP policy does not cover personal injury or advertising injury liability, although personal injury liability coverage can be added by endorsement.
The OCP policy insuring agreement is composed of two parts corresponding to the two exposures that it is designed to cover.  The first part when interpreted in conjunction with the exclusions creates coverage for vicarious liability the named insured may incur by reason of the activities of its independent contractor and the second part provides coverage for claims against the named insured for supervision of the contractor’s work.  The first part covers vicarious liability claims and the second claims of direct negligence caused by negligent supervision.
The OCP policy’s insuring agreement is designed to cover these twin exposures and is not intended to cover any activities of the named insured other than those constituting general supervision of the contractor’s work.

Exclusions Exclusions 

The OCP policy provides coverage that is largely defined by that which is excepted from coverage and many of the exclusions are the same as found in the CGL policy.  An OCP policy is intended as an alternative to the named insured’s general liability coverage with respect to independent contractor exposure.



Limits of Insurance Limits of Insurance 

The OCP policy is subject to only two limits of insurance, namely:  (1) an aggregate limit and a per-occurrence limit.  The aggregate limit is the most the policy will pay for the sum of all covered damages for bodily injury and property damage during the 12 month period following the inception of the policy.  The per occurrence limit specifies the maximum amount the policy will pay for bodily injury and property damage arising out of a single occurrence.  If more than one project is designated in the policy declarations, the policy’s aggregate limit applies to each project.


	Other Insurance 	Other Insurance 

The insurance coverage provided in an owners and contractors protective policy is primary insurance coverage.  Additionally, the OCP insurer agrees not to seek contribution from other applicable insurance, except for other coverage provided to the named insured for the same project by another contractor. Under such a policy, the named insured’s CGL carrier will not have to contribute with the OCP policy in paying a covered loss.  This is important since one of the reasons that a project owner or general contractor may have for requiring OCP insurance is to protect its aggregate limits.
In view of the nature of the insurance coverage provided - the designated contractor’s operations for the named insured and the named insured’s general supervision of the contractor in the performance of those operations - nearly every loss covered by the policy will be the responsibility of the designated contractor in some degree.  It is important to note that because the contractor or owner is not the named insured under the policy, the OCP insurer can subrogate against the negligent contractor and pursue a recovery of a covered loss.  This is not the case when the general contractor or owner has been named as an additional named insured on the contractors policy, because it is universal law that an insurer can not subrogate against its own insured.

OCP Policy Versus Additional Insured Status OCP Policy Versus Additional Insured Status 

The basic methods of contractual risk transfer are the hold harmless and indemnification agreements as well as contractual liability insurance covering the indemnitor’s assumption of liability.  However, indemnitees still have a number of concerns about the reliability of financial protection they may have acquired by means of the contractual risk transfer. One concern is the immediate availability of a defense to a legal action which is instituted against the indemnitee.  Another is the adequacy of insurance coverage limits maintained by the indemnitor to meet its contractually assumed liability.
Frequently, an indemnitee requires additional named insured status under the indemnitor’s policy of liability insurance.  Named insured status creates the same right to a defense that the indemnitor has under its own liability insurance policy, i.e. the indemnitor’s carrier is obligated to provide the same defense to an additional named insured that it owes to it’s own insured.  However, the potential problem of inadequate limits under the indemnitor’s policy is not addressed by such status.  It is noted that the same limits that may prove to be inadequate as contractual liability coverage to meet the indemnitor’s obligation to the indemnitee under the hold harmless or indemnification agreement will be the same limits which may prove inadequate to which the indemnitee has access as an additional named insured.
OCP coverage is a recommended solution to the adequacy- of- limits concerns as it provides the insured indemnitee with a precisely determined level of policy limits to which no one else has access. There is no problem with the uncertainty of the aggregate limits under the indemnitor’s CGL policy at any given time during the performance of the indemnitor’s work or of the depletion of the limits to levels insufficient to protect the indemnitee.  Additional problems of additional insured status such as notice of policy cancellation are also eliminated by the purchase of an OCP policy for the indemnitee.
The primary differences between an OCP policy and coverage under the CGL additional named insured endorsements are as follows:
!	Coverage under the additional named insured endorsements used with most contractor’s policies provide broader coverage.  Most additional named insured endorsements contain no restrictions on the scope of the additional named insured’s coverage, except that covered liability must arise out of the named insured’s operations for the additional insured. It would apply to personal injury liability claims as well as bodily injury and property damage liability claims.  OCP insurance is limited to vicarious liability claims for the contractor’s operations and the OCP insured’s own general supervision of those operations.

!	A separate set of limits is not provided when additional named insured status is obtained.  Since the CGL policy limits are shared by all insureds, there is a general dilution of protection.

!	Access to the named insured’s umbrella policy is provided to additional named insureds.  OCP policies are not typically listed as underlying insurance in umbrella policies.

!	Losses paid on behalf of an additional named insured adversely affect the named insured’s experience. Losses paid on behalf of an additional named insured become part of the named insured’s CGL loss experience.  If the named insured’s CGL is a loss-sensitive rating plan, there will be an immediate cost imposed.  If coverage is on a guaranteed cost basis, losses will be considered in underwriting and rating future policies.  This does not usually occur when losses are covered under an OCP policy.

!	Little or no premium charge is made for additional insured status. When a policy provides for contractual liability coverage there is little or no additional costs for additional named insured status.  While premiums paid for OCP policies are not substantial, they are not free.

!	An increased chance of other insurance controversies arise with additional named insured status.  Conflicting other insurance clauses and accompanying disputes often arise in cases of additional named insured status.  The OCP policy coverage is expressly primary coverage and is explicit in how other insurance is to be treated.

!	No cancellation notice is given to additional named insureds.  No contractual right to such notice is furnished to an additional named insured.  Named insured status in an OCP policy obligates the insurer to provide such notice.

In the final analysis, the decision between the two approaches will often vary with the project and will depend upon the OCP policy’s advantage of a separate set of limits against the broader coverage granted to additional insureds in CGL policies as well as the cost differential.A chart of the advantages and disadvantages of the OCP policy as compared to the additional insured status is set forth in Attachment Number 15. Coverage available to an additional insured is broader with respect to the personal injury perils and to liability of the indemnitee arising from its own acts, outside the scope of the general supervision.  When compared to the wide scope of the indemnitee’s potential liability arising from a construction project, these limitations may not seem particularly significant. The general supervision limitation becomes even less significant if it can be overcome be enforcing a hold harmless agreement clause and relying on the indemnitor’s contractual liability coverage that does not contain the limitation.
The broad coverage afforded by means of the additional named insured status is increasingly important in those instances when an indemnification agreement or hold harmless agreement proves to be unenforceable. When there is a high probability of a hold harmless agreement being enforced, the broad coverage of additional insured status is less important.  In such instances an OCP policy with separate limits probably justifies the additional premium.
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LIMITED LIABILITY COMPANIES

One form of contractual risk transfer is the limitation of liability which is afforded under certain forms of the organizational structure of a business organization.  One feature of the Limited Liability Company (LLC), separate and apart from certain tax advantages, is the ability of the members and managers to limit their personal liability.  When considering the risks involved in the ownership, operation and control of such companies, attention must be given to what loss exposures confront members and managers of the Limited Liability Company, and the extent to which contractual risk transfer can be provided for and the extent that those risks can be insured.
This chapter deals with the potential liability faced by members and managers of the LLC for fiduciary liability and other risk exposures which are present, as well as insurance coverage issues either under special policies or by endorsement to Directors and Officers Liability (D&O) policies.
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In view of the fact that the Limited Liability Company is a relatively recent form of business organization, it is necessary to have an understanding of the statutory provisions governing the formation of such organizations in order to understand the liability risks associated with their ownership, operation and control.  Therefore, an overview of the statutory provisions of the Limited Liability Acts of Maryland, The District of Columbia and Virginia is presented.The LLC is an unincorporated form of business organization similar to a general or limited partnership but possessing a limited liability “shied” which protects its owners from liability to the same extent that stockholders are protected from liability for the debts and obligations of the corporation.

Overview of the Limited Liability Acts in the State of Maryland, the District of Columbia, and the Commonwealth of Virginia Overview of the Limited Liability Acts in the State of Maryland, the District of Columbia, and the Commonwealth of Virginia 


The Maryland Limited Liability Company Act The Maryland Limited Liability Company Act 

A Limited Liability Corporation (hereinafter “LLC”) is defined by The Maryland Limited Liability Company Act, Title 4A of Corporations and Associations,A copy of the Maryland Limited Liability Act is set forth in Attachment Number 16. In view of the fact that it is a good representative exemplar of Limited Liability Acts, the Virginia and District of Columbia statutory provisions have not been included as attachments. as a permitted form of an unincorporated business organization having two or more members which is organized and existing under the Act.  An LLC is an unincorporated form of business organization similar to a general or limited partnership, but possessing a limited liability “shield” which protects its owners from liability to the same extent that stockholders of a corporation are insulated from its debts and obligations.  If properly structured, the LLC will be treated as a partnership for federal, and in Maryland, state income tax purposes.  
The determination of whether an unincorporated entity, such as an LLC, will be categorized, for federal income tax purposes, as a partnership, or an association taxable as a corporation, turns on whether the entity possesses three or more of the following four “corporate” characteristics: (1) limited liability; (2) continuity of life; (3) centralized management; and (4) free transferability of interests.  If an LLC qualifies as a partnership, it will offer both partnership tax treatment, as well as limited liability treatment to all of its owners.  
The internal affairs of an LLC are governed by Maryland’s Limited Liability Company Act (hereinafter “Act”) unless the members agree otherwise.  This agreement is known as the “operating agreement” and is analogous to a partnership or limited partnership agreement or the charter, by-laws, and shareholders’ agreement of a corporation.  The operating agreement is defined broadly to encompass “any agreement and the amendments thereto, of the members as to the affairs of a limited liability company and the conduct of its business.”  Md. Code Ann. § 4A-101(o).  Unless the articles of organization specifically provide otherwise, there is no requirement that the operating agreement be in writing.  
The Act establishes the terms of the parties’ relationship if they have no operating agreement or the operating agreement fails to address a particular issues.  These “default  rules” are designed to ensure that the LLC will lack at least three of the corporate characteristics of (1) limited liability; (2) continuity of life; (3) centralized management; and (4) free transferability of interests, and thus will be categorized as a partnership for federal income tax purposes.
Limited Liability - An organization possesses the corporate characteristic of limited liability if there is no member who is personally liable for the debts of or claims against it.  In accordance with Md. Ann. Code § 4A-301, no member of an LLC shall be personally liable for the obligations of the limited liability company, and therefore an LLC organized under the Act will always possess the corporate characteristic of limited liability.
Centralized Management - A corporation is generally managed by a board of directors which has broad authority to set policy and direct its operations.  The directors can best be viewed as the representatives of the stockholders.  The management structure is different in a general or limited partnership, where the power to set policy and direct operations is vested in the general partners or partners solely by virtue of their status as general partners.  A Maryland LLC which does not modify the Act’s default rules should lack centralized management because, under the Act, the LLC will be managed by the members exclusively in their membership capacities.  Moreover, under the Act, all members are deemed to have apparent authority to act as agents of the LLC in the ordinary course of its business solely by reason of their membership in the LLC.  Md. Code Ann. §4A-401(a)(1).  However, this authority granted by the Act may be eliminated by an appropriate statement set forth in the articles of organization, or the actual authority of a member may be modified by the terms of the operating agreement.  Therefore, avoiding the characteristics of centralized management requires careful planning.
Continuity of Life - A corporation is a legal entity separate and distinct from its shareholders, and its continued existence is not dependent on events affecting its shareholders.  The dissolution of a corporation is, thus, not caused by an event occurring at the shareholder level, such as the death of a shareholder.  However, a partnership generally dissolves upon the dissociation (death, insanity, resignation, bankruptcy, retirement, or expulsion)  of a member because it destroys the mutual agency which exists among the members of a general partnership.  A Maryland LLC which is structured to follow the Act’s default provisions should lack the corporate characteristic of continuity of life because an event such as the death, retirement, or bankruptcy of a member will automatically cause the dissolution of the entity.  The business of the entity may thereafter only be continued with the consent of all of the remaining members.  Md. Code Ann. § 4A-901.
Free Transferability of Interests - An organization will generally have the corporate characteristic of free transferability of interests if each of its members, or those members owning substantially all of the interests in the organization, have the power, without the consent of other members, to substitute for themselves in the same organization a person who is not a member of the organization.  Section 4A-604 provides that the assignee does not become a member or exercise any rights of a member unless the remaining members unanimously consent.  Additionally, §4A-902 provides that an LLC is dissolved when a person ceases to be a member, such as, for example, by withdrawal from the LLC.  

Virginia Limited Liability Act Virginia Limited Liability Act 

As in Maryland, the Virginia legislature has enacted the Virginia Limited Liability Company Act which is found in the Va. Code §13.1-1000 through §13.1-1073.  The Act establishes the terms of the parties’ relationship if they have no articles of organization or operating agreement or if they fail to address particular issues.  These “default rules” are designed to ensure that the LLC will lack at least three of the corporate characteristics of: (1) limited liability; (2) continuity of life; (3) centralized management; and (4) free transferability of interests, and thus will be categorized as a partnership for federal income tax purposes.
The relevant provisions of the Virginia LLC Act are as follows:
Limited Liability - Va. Code §13.1-1019 provides that no member of an LLC, their manager or other agent, shall have any personal obligation for any liabilities of a limited liability company, unless such liability is expressly provided in the articles of organization.  Thus, like Maryland, if the members follow the default rules, the organization will possess the corporate characteristic of limited liability.
Centralized Management - The Virginia Act also provides for the management of a limited liability company to be vested in its members, unless the articles of organization provide otherwise.  Va. Code §29-1317
Continuity of Life - Virginia Code §13.1-1046 provides that an LLC will be dissolved upon the happening of an event described in the articles of organization or operating agreement, or upon the unanimous written consent of the members, or upon the death, resignation, expulsion, bankruptcy or dissolution of a member or occurrence of any other event that terminates the continued membership of a member.  In addition a Virginia LLC will be dissolved upon the entry of a judicial decree of dissolution.
Free Transferability of Interests - Unless otherwise provided in the articles of organization or operating agreement, a membership interest in an LLC is assignable in whole or in part.  An assignment of an interest in an LLC does not of itself dissolve the limited liability company. Va. Code §13.1-1039.  However, in accordance with the Virginia Act, an assignee of an interest in an LLC may become a member only by the consent of a majority in interest of the remaining members.  Va. Code § 13.1-1040.

District of Columbia Limited Liability Company Act District of Columbia Limited Liability Company Act 

Similarly, the District of Columbia Code also contains a section, in the Corporations section of the D.C. Code entitled Limited Liability Companies.  D.C. Code §29-1301 through §29-1375.  The D.C. LLC Act defines a limited liability company as an entity that is an unincorporated association, without perpetual duration, having two or more members that is organized and existing under the Act.  Like the Maryland and Virginia LLC Acts, the District of Columbia LLC Act establishes the terms of the parties’ relationship if they have no articles of organization or operating agreement or if they fail to address particular issues, and the  “default  rules” contained within the provisions of the Act are designed to ensure that the LLC will lack at least three of the corporate characteristics of: (1) limited liability; (2) continuity of life; (3) centralized management; and (4) free transferability of interests, and thus will be categorized as a partnership for federal income tax purposes.
Limited Liability - D.C. Code §29-1314 specifically provides that no member, manager, employee, or other agent of an LLC shall have any personal obligation for any debts, obligations, or liabilities of a limited liability company.  
Centralized Management - D.C. Code §29-1317 provides for the management of an LLC company to be vested in its members, unless the articles of organization provide for management of an LLC by a manager or managers.
Free Transferability of Interests - D.C. Code §29-1335 states that a member’s financial rights in the LLC are assignable in whole or in part.  However, the assignment of a member’s financial rights does not entitle the assignee to become a member.  D.C. Code §29-1336 states that a member may assign the member’s full membership interest only by assigning all of the member’s governance rights coupled with a simultaneous assignment (to the same assignee) of all of the member’s financial rights.  Governance rights are assignable, in whole or in part, however, only as provided in the section.  
Continuity of Life - In accordance with D.C.’s LLC Act, an LLC is dissolved upon the happening of the time or the event specified in the articles of organization or an operating agreement, upon the unanimous consent of the members with voting rights, upon the death, retirement, resignation, expulsion, bankruptcy or dissolution or other event terminating the continued membership of an LLC member.  It should be noted that this section provides for several exceptions to this rule, that if fully complied with, will result in the continued legal existence and business of the limited liability company.  D.C. Code §29-1347.  

Liability Exposures of Members and Managers Liability Exposures of Members and Managers 2

Under the statutory provisions the debts and obligations of the LLC are those of the LLC, and a member or manager will not be personally liable for the payment of such debts and obligations.  Additionally, the failure to observe all of the formalities of the statutory requirements will not, in and of itself , be grounds to impose personal liability on the members.  It must, however be kept in mind that members and managers will always be independently liable for their own acts of negligence, just as the corporate director, officer or stockholder is.  The only protection afforded by the statutory provisions governing LLCs is the liability arising solely because of member or manager status.  Acts constituting dual status or outside the scope of authority or individual acts of negligence are not protected under the statute.
Members of a limited liability company are generally the owners.  Managers are those selected by the members to manage the entity.  In some states, the term manager may refer to each of the members, if the articles of organization or the operating agreement do not otherwise provide.
One of the difficulties in insuring the risks associated with the operation and management of a Limited Liability Company is the identification of the individuals who are the managing members responsible for a given operation or function.  Therefore, one major problem for the insurer and insured is in identifying the potential exposure of members and managers and how to insure them.
While the law in the area of the liability of members and managers of Limited liability Companies is still developing, a review of the general law of tort liability as well as the liability of analogous business organizations, it may reasonably be predicted that the potential liability for the wrongful conduct of LLC members is analogous to the liability faced by officers and directors of a corporation and that the potential liability faced by officers and directors of a corporation will be similar to the potential liability facing members and managers of a limited liability company.
Under the LLC statutes, Limited Liability Companies can be managed by either the members or by managers in accordance with an operating agreement.  In a member managed company, each member retains authority to make business decisions.  Therefore, it is reasonable to predict that a member in an LLC so structured will face potential liability similar to that imposed on partners of a partnership, or on general partners of a limited partnership.
In manager-managed LLC’s, one or more managers are selected by the members and are granted authority to transact company business.  Their role is therefore analogous to that of a corporate officer in the conduct of the corporation’s business and affairs. Accordingly, the liability of managers is analogous to the liability of corporate officers.  The scope of liability can vary in accordance with the obligations, authority and duties set forth in the operating agreement.  Such liability can also be altered by virtue of contractual risk transfer agreements, such as indemnity and hold harmless agreements, exculpatory agreements, and limitation of liability agreements.
Therefore, it is essential in determining the risk exposure of members and managers of LLCs to review the terms and provisions of the operating agreement as well as any other contractual risk transfer documents. In the event that management duties and obligations are set forth in an operating agreement and are negligently performed or not performed at all, such conduct will result in liability exposure.
 In view of the fact that the members of a LLC can also participate in management, unlike the role of a shareholder or the role of a limited partner, while retaining the liability shield, they generally are not liable above their contribution, and therefore liability is limited in nature. However, it must be clearly understood that LLC status does not afford full and unlimited protection from liability to its members.  To the extent that members retain control of certain duties and obligations, they will similarly face corresponding liability risks. Members and Managers of a LLC face exposure for losses generated by the decision-making process.
Members of a LLC may also face liability for undercapitalizing the business entity by not at the time of formation have sufficient assets on hand to pay projected losses or obligations. A LLC will not be allowed to defeat a recovery of a third party if doing so would defeat public policy or justify a wrong, fraud, or criminal act, under the rationale that by imposing liability on the shareholders or owners they will be discouraged from forming risky businesses unless they can afford a proper amount of capitalization or insurance.  One form of undercapitalization is the failure to adequately insure exposures the LLC will face during the course of normal  business operations.
Most states defining limited liability companies state that members shall not be personally liable for liability because of their status as such in a LLC.  However, they further state that the statute will not be construed to affect the liability of a member to third parties for the member’s participation in tortious conduct or pursuant to the terms of a written contract.  Additionally, the conduct of a member leading up to liability of a LLC could be the source of litigation by other members against the member whose act, error or omission generated the liability imposed upon the LLC.
Fiduciary Responsibilities
In addition to general liability for wrongful conduct a member/manager of a LLC can be subject to claims of breach of fiduciary duties, similar to such claims against an officer or director of a corporation. Such claims can consist of 1)  the asserted failure to ensure that records and minutes were properly kept and maintained; 2) the failure to properly form or maintain  the LLC or to insure the operations of the LLC; 3) the breach of the duties set forth in an operating agreement by a manager; 4) acts of a manager which is outside the scope of the operating agreement; and 5) failing to adequately insure the business organization.

Other Liability Exposures Other Liability Exposures 

Members also face liability exposure related to the association of a LLC with another business organization based upon a conflict of interest or due diligence failure. Liability can also arise to third parties and by, between and among members for conduct impairing the rights of other members or the LLC itself.  Actions may arise based upon the allegations that a member or manager has acted without the consent of members, or for jeopardizing the tax status of the LLC.  Members and managers may also face liability with respect to the marketing and sale of membership interests, and for fraud or misrepresentation related thereto.  

Insurance Coverage and the Indemnity Obligation Insurance Coverage and the Indemnity Obligation 

In view of the fact that most participants in a LLC have a financial investment in the company, they will want to protect their investment and any personal liability that they may have by contractual risk transfer and by insuring the risks presented.  Without insurance, the LLC can only rely upon its assets in the event of a claim or suit, which is entirely unacceptable in today’s business climate.
Several courses are generally taken by the insurance industry in insuring the risk exposures faced by members and managers of limited liability companies as well as the companies themselves.  The first course is underwriting a separate policy of insurance specially designed for LLC exposure.  The second is for the insurer to utilize an existing directors and officers (D&O) liability policy modified by endorsement to tailor coverage to the exposures of a LLC.  Care must be taken to provide coverage under the LLC policy to the members and managers as well as the LLC, otherwise a gap in coverage is likely to occur.
A critical coverage consideration is for the operating agreement to empower the LLC to indemnify its members.  In the event that the operating agreement does not clearly set forth the obligations which it imposes on members, fails to properly identify them, or does not clearly set forth an indemnity agreement, the coverages afforded become more dependent on the applicable law as opposed to the operating agreement.
If an operating agreement does not sufficiently identify a managing member or managers or the indemnity obligation to members, coverage difficulties will arise in policy interpretation.
The insuring agreement of a policy designed as a LLC policy has two insuring agreements;
(1)  The first states that the insurer has the obligation to pay on behalf of the managing members the amount of loss sustained a result of a claim alleging a wrongful act by managing members solely in their capacity as such.                                                                                                          (2) The second insuring agreement consists of two sub-parts.  Sub-part (a) requires the insurer to reimburse the LLC for loss which the LLC has lawfully indemnified or was obligated to indemnify the managing member resulting from a claim alleging a wrongful act by managing members solely in their capacity as such.  This same insuring agreement of the policy is set forth in sub-part (b), with the distinction that sub-part (b) applies to managers as opposed to managing members.
The insuring agreement of the endorsement for use with a D&O policy agrees to pay loss of any duly appointed or designated member of the board of managers arising out of a wrongful act. The second insuring agreement of the endorsement agrees to reimburse the LLC for loss arising from any alleged wrongful act to the extent the LLC has indemnified the members of the board of managers pursuant to law, contract, charter or by-laws of the LLC.This latter insuring agreement specifies what will trigger the indemnity obligation of the LLC, whereas the policy language provides for an obligation to indemnify as long as the managing member or manager was lawfully indemnified or obligated by law to be indemnified.

Other Coverage Provisions Other Coverage Provisions 

It is important to consider the other provisions of some of the policies designed for LLCs in order to make certain that the desired coverage has been underwritten.  One of the problem areas is the tax advantage representations that an LLC may make to members.  One policy excludes liability alleging, arising out of, based on, or attributable to (1) any representations made in connection with obtaining any tax benefits for the entity or its members; (2) the failure to obtain any tax benefits for the entity or its members; or (3) the failure to maintain the conditions necessary to continue providing the benefits for the entity or its members.
Also there may be cross over coverage from a commercial general liability policy for some loss exposures facing members and managers of a limited liability company, such as personal injury coverage and other coverages afforded in umbrella policies which traditionally have broader coverages.
Although the insurance requirements for LLCs are in the developing stages, it is certain that there is a need to carefully review the structure of the particular LLC in order to clearly define the liability risk exposure and the contractual risk transfer(s) that are applicable in order to address those needs by the underwriting of a policy which is specifically tailored to meet the needs of the particular LLC and its members and managers.
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