PROFESSIONAL LIABILITY
UNDERWRITING SOCIETY

The quintessential source of information and educationfon professional liability

January 2009 | Volume xxu| Number 1

PROFESSIONAL LIABILITY 101

by Patrick W. Brennan

professional’ has broadened lately, as
have the categories of occupations to
which professional liability standards
are now applied. Public outcry over
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various corporate scandals and ensuing
legislation has created a need for
vigilance on modern levels of
exposure.  Whether individual or
corporate, risk of reputation loss is of

First, how is a professional service defined?
It is usually thought that a professional
service is predominantly intellectual and
varied in character as opposed to work that is
routine, ministerial or physical. Discretion,
judgment, and non-standard output are
attributes. A higher level of education is one
hallmark of the professional. Industry codes
of ethics and government licensure are
common. The promise to render services for
a fee, subject to agreed terms and conditions,
is the essence of the professional’s
undertaking.

A distinguishing feature of the professional
liability claim is the source of the duty owed:
whether government regulation, industry
ethical standards, or company code of
conduct, a variety of directives inform and
give shape to the professional’s duty of care.
All combine to create an elevated standard of
care, or at least one that is commensurate
with the training and expertise of a person
who provides higher level services for a fee.

Typically professional services do not entail
the sale of goods, but the line may not be
clear.  How have the courts ruled?
Auctioneers are not2 Insurance intermediaries
may be depending on the state.* Professional
liability consideration has historically
focused on doctors, lawyers, accountants and
engineers. While these classes remain the
usual focus, the concept of ‘who is a

paramount concern in a professional
liability case.* Whether certain jobs are
deemed ‘professional’ makes a big difference,
so this article will explore the meaning of the
term and the ramifications of holding
occupations liable under a ‘professional’
standard of care.

CONTRACT FORMATION

Before embarking on a project, a professional
should commit to writing not only the price,
goals, and objectives of the job, but also some
basic risk management concepts. A good
contract is an essential prerequisite not only
to proper performance of the work, but to
accurately prediction the legal consequences
of the work.

First, one should have a clear understanding
of the exact legal entities that will be parties
to the contract. Corporations do business
under a variety of legal names, including
divisions, subsidiaries and affiliates.
Partnerships are a different form of legal
entity. Contracting with single individuals
ought to raise questions about ability to pay,
and financial guarantees.

The scope of the work should be detailed.
Just as importantly, the outer boundaries of
the project should be delineated, i.e., the type
of work which is not included in the contract.
Where the professional services will be
performed is a factor that will have a bearing
on what state law applies in the event of a

the contract performance, the type of products
should be itemized and distinguished from the
services performed. A professional does not
ordinarily warrant the integrity of products
supplied, so side agreements should be
reached with those vendors involved.

Guarantees should never be made in a
professional services contract, and limitation
of liability and disclaimer clauses ought to be
seriously considered and implemented in
such agreements. Unlike accidents between
two strangers, the professional services
engagement may include these special
clauses, and courts are especially likely to
uphold them if the contract is between two
sophisticated parties. Arrangements can also
be made for indemnity, hold harmless, and
additional insurance status.

If ADR is desirable, the contract may include
a passage about arbitration or mediation.
There are pros and cons to doing this, so be
sure you want what you are asking for.
Further, it is beneficial to anticipate what
could happen in a multi-party project if others
are involved or brought into the controversy.
A linear professional services contract will
have no bearing on the right of others to
assert cross-claims as most states have some
form of “joint and several” law that basically
allows for a party to only pay for its own fair
share of damages, so the arrangement should
account for these contingencies.

All of these and more points are best included
in a ‘scope of representation’ letter. While
these can be drafted with excessive detail,
some sort of written agreement is better than
none. Failure to anticipate foreseeable risks




and common disputes is a far less desirable
situation than preparing an agreed, reliable
contract ahead of time.

CAUSES OF ACTION

Contract formation is best done with a clear
understanding of what sort of theories might
be brought against the professional in the
event of a lawsuit. Some of the more
common ones follow.

Breach of contract is a typical claim.
Remember that a contract can be oral, based
upon a formal, written agreement, or created
through various documents that the courts
construe as a contractual understanding.
These might include purchase orders,
invoices, emails, and correspondence. If a
formal written agreement does not exist, any
documentary evidence shedding light on the
parties’ intent will become evidence that is
considered to determine what actual
agreement was reached.

Historically, one of the most significant
barriers to recovery has been the doctrine of
‘privity’. If the parties were not in contract
with each other, it was thought that no rights
flowed between them. The courts have
largely done away with this requirement.
Now, third party beneficiaries may recover,
as might any other damaged person or entity
within the ambit of foreseeable harm, such as
creditors, investors, or a bankrupt estate.

Some jurisdictions still require privity
between parties. For example, under Illinois
law, professional accountants may not be
held liable to persons with whom they did not
contract unless the accountant was aware that
the client’s primary intent was to benefit or
influence a third party.® Questions of
foreseeability, timing, and reliance are crucial
elements in determining whether the ambit of
anticipated harm included the plaintiff who
places reliance on this doctrine.® For
example, although an unidentified buyer may
still be a known party, third parties alleging
professional  negligence  against an
accounting firm must still demonstrate a
nexus between themselves and the
accounting firm inviting reliance beyond the
mere fact that accounting figures, once
written down, may be read by anyone.’

Many states permit a negligence cause of
action against the professional. Unlike a
contract breach claim, negligence is governed
by a different statute of limitations and is not
subject to limitations of liability or disclaimer

clauses. Third parties — those who did not
contract with the professional — are more
likely permitted to sue if certain
qualifications are met. In professional
negligence cases, the standard of care
requires the defendant act with the same
degree of knowledge, skill and ability as an
ordinarily careful professional would
exercise under similar circumstances.

Generally, expert testimony is necessary in
professional negligence cases to establish the
standard of care,® though experts for hire are
pretty easy to find these days. For these and
other reasons, a negligence claim, i.e., failure
to abide by that standard of care expected of
a professional under the same or similar
circumstances, is thought to be a relatively
more liberal form of recovery.

Misrepresentation is often pled in suits
against professionals. Many state laws now
have provisions allowing for this sort of
claim. Often it appears that the deck is
stacked against the defendant, as for instance,
when performance turns out to be
unsatisfactory it would seem that of course
the end result was not accurately portrayed.
But the one who performed the contract did
not know that at the time. After all, who does
not tout and defend his work until shown
otherwise?

Courts have split on the application of
consumer protection-type statutes to the
learned professional.® The Restatement 2d. of
8§ 552 defines actionable negligent
misrepresentation as misrepresentation where
pecuniary loss results from the supplying of
false information to others for the purpose of
guiding them in their business transactions.*

These cases may turn on the scope of duty
owed. A real estate professional may, for
example, be bound to disclose known facts
material to a transaction, but may not have a
duty to independently search for more
relevant information.**  Additionally, an
architectural firm may not owe a duty to the
public to report or make safe any hazards it
detects in a public project if the contract did
not specifically require the architect to
address safety issues.*

Breach of fiduciary duty is a common
complaint. Be sure that there is in fact a
fiduciary relationship between the parties;
this might not always be the case, even
though marketing and promotional materials
may tout the trustworthiness or confidentiality

of the relationship.** A recent Supreme Court
case broadened the fiduciary duties of a
401(Kk) plan administrator.** The decision also
illustrates how the legislation establishing the
scope/breadth itself contains liability-
creating provisions and formulas for
damages.*® Evolving changes in the market
create new opportunities for individual suits.

In order to establish a fiduciary relationship,
the allegedly superior party must have
accepted a duty to guard the interests of the
dependent party.** A breach of fiduciary duty
claim can, for example, be claimed against
attorneys. However, the attorney must take
part in reciprocal activity or transaction
affecting the parties to a suit in order to be
liable.” Attorneys do not owe a fiduciary duty
to their clients when the client undertakes a
transaction without the participation of
counsel. While Restatement of 8 126
places the burden on an attorney who enters
into a transaction with a client to show that he
did not impose undue influence on the client,
some states have not yet adopted Restatement
§ 126 as law.®

Aiding and abetting claims have been made
against attorneys® and theoretically could be
against others. A more serious sort of claim
is for fraud. Bear in mind that fraud claims
typically must be pled with particularity,
including “who, what, when, where and
how...” details. That is, the exact words
constituting fraud and the person who
expressed them must be named in the
complaint. If not, these claims fail. The U.S.
Supreme Court recently limited fraud causes
of action in a securities class action.?

In addition to actual fraud, constructive
fraud can also be claimed. However, this
type of claim requires the existence of a
confidential or fiduciary relationship.®* The
plaintiff in these cases must show both that
the defendant breached a fiduciary duty owed
to the plaintiff and that the defendant knew of
the breach and accepted fruits of the fraud.?

By definition, professionals are regulated and
often licensed. In fact, a contract may not be
enforceable, or liability exposure may be
greater, if the professional doing the work is not
properly licensed.® The state statutes and
administrative rules setting up the special status
of the professional usually contain definitions
and standards of care. These are tools used
both by the plaintiff and defense in professional
liability suits. Care should be taken to see if a
regulation allows for a private cause of action.?
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A profession’s own code of ethics has been
used to support a case of professional
liability.

If there was something about the transaction
that disparaged another person or the
company’s goods and services, a defamation
claim might be brought. “Libel” is a word
that means written defamation, and “slander”
is oral defamation. Defamation is thought to
be an intentional act in many states, so proof
of it requires evidence of the requisite state of
mind.

Liability of the entity that employs the
alleged wrongdoer is often at issue, as the
corporation or partnership usually has
‘deeper pockets’. Though the E&O policy
for the entity may well be triggered, state
laws may provide protection to fellow
shareholders, partners, and employers.
Nonetheless, allegations of vicarious
negligent hiring, training, or supervision
are therefore common and provide a favorite
theme in many cases. Success depends upon
the type of profession at issue and the
regulations affecting it.*

Though not a cause of action per se, anytime
that a conflict of interest is apparent from
professional dealings some sort of recourse
would seem appropriate. Courts are prone to
fashion a remedy when a conflict of interest
exists.”

DEFENSES

One of the first things to do is define whether
the act or omission at issue was truly
professional in character. If it was mundane
or ministerial type behavior then it will not be
deemed “professional” by the courts. If, on
the other hand, the activity involved services
of a higher intellectual nature, then it is more
likely considered professional.

Early consideration should be given to
whether the case was started on time.
Statutes of limitations exist to prevent suits
involving stale claims, as memories fade over
time and witnesses become unavailable.
Different claims or causes of action have
different statutes of limitations, so it is not
uncommon to have part of a case dismissed.

If a particular issue controls the outcome of
the whole case, the defendant may seek to
bifurcate or split off that issue and have it
determined at an early stage. Courts are often
receptive to this because it leads to judicial
economy. A “stay” or “hold” can be put on

the rest of the case, and considerable cost
savings may result to all parties and the
judicial system.

Since the scope of a professional’s duty is
limited by contract or licensure, liability
potential may be restricted by appropriate
contract clauses. Disclaimers, caps on
damages, and limitation of liability contract
provisions may well be upheld by the court.®
Indemnity or outright immunity may also be
valid defenses.*® Oftentimes it appears to
professionals that the duty expected was
performed, but the client did not take the
professional’s advice. Lawyers, accountants
provided inaccurate information upon which
the professional relied.  Contributory
negligence is therefore a defense. Any loss
attributable to the suing party’s own fault is
not recoverable under the liability scheme of
most states.

Mitigation is a concept akin to contributory
negligence: if losses could have been
avoided through reasonable precautionary
steps those extra amounts are not
recoverable. Damages that would have
happened anyway are not allowed either.*
Since the scope of a professional’s duty is
limited by contract or licensure, liability
potential may be restricted by appropriate
contract clauses. When dealing with the
government, indemnity or outright immunity
may be valid defenses.®

Sometimes bad results occur but they were
predictable or forecast ahead of time.
Informed consent may be a defense. If there
were a knowing understanding of these risks
by the aggrieved party and informed consent
given in advance no recovery will be
allowed. Surprisingly, the literature is sparse
on the applicability of this doctrine to claims
other than medical malpractice. Good
communication throughout the engagement
is key to a well-informed client and a
successful relationship.

The test of causation is important: did the
professional’s wrongful act really cause the
harm? In many malpractice settings the best
procedure is to have a “trial within a trial.”
This would entail an initial resolution of the
underlying dispute, only later (if necessary( get
to the issue of whether there was a professional
failure that caused or enhanced the loss.* A
comparison between that which needs to be
proven in a civil versus criminal attorney
malpractice case is shown in Winniczek v.
Nagelberg No. 04-2106 (7th Cir. 2005).

Plaintiff’s efforts to use disciplinary rules or
ethical standards as a cause of action are
resisted—often successfully—by the defense.
Generally it must be shown that these were
meant to establish a standard of care. Even if
this cannot be proven astute plaintiff
attorneys may well find ways to introduce the
standard as evidence one way or another.

Closely related to the causation defense are
public policy positions. For example,
emotional distress may not be recoverable
unless the standard of care includes the duty
to protect a client from that type of
consequence.®

An earlier part of this article referred to the
privity rule. That rule has been worn down
over the years so the third parties might now
have a right to recover. Consider, for example,
the work of an attorney in drafting a will for a
client. Upon death the beneficiaries who were
aggrieved by some wrong in the drafting might
have a cause of action, even though they were
not clients of the lawyer. Some jurisdictions
have statutes that limit such third party
exposure. See, for example, the Illinois Public
Accounting Act, 225 ILCS 450/30.1, and
misrepresentations, fraud or contract claims.

The economic loss doctrine is a concept
developed by the courts to distinguish
between tort and contract law. When there is
a contract, its terms should control the
outcome rather than the looser rules of
negligence. Cases involving the economic
loss doctrine can become quite complex and
call for clear legal guidance from the trial
judge on motions. Included among the issues
will be the distinction between products and
services* and the interplay with insurance
coverage.®

Buried deep within many administrative rules
or state statutes are immunity provisions.
These should be investigated carefully to
determine if a suit is barred by some
immunity law. Similarly, a federal law may
pre-empt a state or local provision, meaning
it will take priority. The doctrine of pre-
emption is an important consideration when
determining which law applies to a contract
when agreements are drafted.

In most any case involving professional
failings, expert proof is necessary. This is
because the professional’s work and skill are
often beyond the understanding of most
laypersons. The one limited exception to this
general rule exists when “there is present
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such an obvious and gross want of care and
skill that the neglect to meet the standard of
care is clear even to a layperson.”* The case
should be prepared from the beginning with
appropriate expert assistance. If this is not
done, or if the expert has not relied upon and
employed rigorous scientific principles, the
case may collapse.

Professional associations, recognizing that
their own have testified against others in the
occupation, have set standards to rein in or at
least provide guidance to those who act as
experts.*” The court in MacGregor v. Rutberg
held that association rules did not provide a
cause of action for third parties.®

Sometimes administrative action precedes a
civil lawsuit. These proceedings should not be
taken lightly. A determination in that action
could either be evidence in or have a conclusive
effect on later civil proceedings. Counsel
should be contacted upon commencement of
any administrative proceedings.
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