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Court of Appeals to Consider

Fiduciary Duties of Insurance Brokers

arlier this year, the New York State Court
of Appeals agreed to hear a case that
=== could have enduring legal ramifications
for the insurance brokerage industry.
In People ex rel. Cuomo v. Wells Fargo
Insurance Services Inc., an action brought by
New York’s Attorney General arising from a
broker’s acceptance and alleged nondisclosure
of contingent commissions, the Court will address
if, and under what circumstances, insurance
brokers owe fiduciary duties to insureds. As
New York courts have traditionally declined to
impose a fiduciary duty on an insurance broker
absent exceptional circumstances, the Court’s
ruling could significantly change how state law
treats the relationship between insurance brokers
and the clients for whom they procure insurance
coverage.

The Court’s willingness to hear the case
is significant, both for its implications and
its timing. In February, following years of
enhanced regulatory scrutiny of compensation
arrangements between insurance brokers
and insurance companies, the New York State
Insurance Department (NYSID) released its final
broker compensation disclosure rule, which will
take effect Jan. 1, 2011.

With this disclosure regulation on the
horizon, a rule shaped by public and industry
input, the question arises whether a judicially-
crafted solution to the need for compensation
transparency is necessary or even advisable—
particularly since the Attorney General’s
proposed remedy, imposition of a fiduciary duty
on insurance brokers, including the disclosure

MITCHELL J. AUSLANDER, a partner at Willkie Farr & Gallagh-
er, is the co-chairman of the firm’s litigation department
and chairman of its insurance and reinsurance practice
group. CHRISTOPHER J. ST. JEANOS, a partner at the firm,
is a member of the insurance and reinsurance practice
group. They can be reached at mauslander@willkie.com
and cstieanos@willkie.com. CHRISTOPHER J. MIRITELLO, a
litigation associate at the firm, assisted in the preparation
of this article.

By And
Mitchell J. Christopher
Auslander J. St. Jeanos

obligations that go along with such duties,
could significantly expand the potential scope
of brokers’ civil liability for a broader range
of conduct.

New York Law

New York courts that have faced the question
of whether insurance brokers owe fiduciary

The impact on the potential civil liabil-
ity of the insurance brokerage industry
could be significant.

duties—particularly the duties of care and
loyalty—to their clients, have drawn on the
Court of Appeals’ 1997 decision in Murphy v.
Kuhn.' In Murphy, an insured brought suit against
his insurance agent alleging the agent’s failure
to advise him of potential additional coverage
needs. Affirming summary judgment for the
defendant, the Court imposed a standard of
care on agents and brokers that was limited in
scope. Specifically, the Court held that while
insurance agents “have a common-law duty
to obtain requested coverage for their clients
within a reasonable time or inform the client of
the inability to do so...they have no continuing
duty to advise, guide or direct a client to obtain
additional coverage.”?

The Court noted the absence of a “special
relationship” of trust and confidence between
the parties because “[i]nsureds are in a better
position to know their personal assets and
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abilities to protect themselves more so than
general insurance agents or brokers, unless
the latter are informed and asked to advise and
act.™

The Court of Appeals later reaffirmed the
principle that the duties owed by brokers to
their clients are limited in Chase Scientific
Research Inc. v. NIA Group Inc.* There, the Court
held that claims against brokers are not subject
to the three year statute of limitations for
claims against “professionals” for non-medical
malpractice,” but rather the limitations periods
applicable to negligence and breach of contract
actions generally.

In so holding, the Court contrasted the
broker-client relationship with other types of
“professional” relationships (for example, the
lawyer-client relationship) that, unlike the broker-
insured relationship, carry with them heightened
duties and are characterized by shared trust and
confidence, and an ongoing duty to counsel and
advise.

Following Murphy, New York courts have
dismissed breach of fiduciary duty claims
by insureds against brokers, almost without
exception, holding that absent exceptional
circumstances, the broker-insured relationship
is not fiduciary in nature.”

For example, in People ex rel. Cuomo v. Liberty
Mutual Insurance Co., the Appellate Division, First
Department, citing Murphy, reaffirmed that an
insurance broker “owes no common-law duty
to its customer other than to obtain the policy
requested within a reasonable time, or to inform
the customer that it could not do so0.”®

The principle derived from these cases is that
in order to sustain a claim for breach of fiduciary
duty against a broker, an insured must plead and
prove the existence of a special relationship of
trust and confidence between them.

Although the factual allegations asserted
in support of breach of fiduciary duty claims
against insurance brokers vary widely, one issue
on which some of these cases have focused in
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the last few years is contingent compensation in
the insurance brokerage industry, particularly
whether brokers’ receipt and nondisclosure of
contingent commissions calls into question their
ability to serve their clients’ needs loyally and
violates a duty owed by insurance brokers to
their clients.

Contingent Commissions

While standard commissions received by
brokers are calculated as a percentage of the
premium paid to an insurer on each policy sold
with the assistance of the broker, contingent
commissions are usually based on the aggregate
book of business placed by a broker with a
particular insurer over the course of the year.’
For example, a broker may earn contingent
compensation if it manages to place a specified
volume of insurance premiums with a particular
carrier over a twelve-month period, or contingent
commissions may be earned based on the number
or percentage of clients who renew policies with
an insurer during that period.

Although contingent commissions have been
utilized and accepted in the insurance brokerage
industry for decades, they have in recent years
drawn greater scrutiny given concerns about
their potential to influence brokers’ placement
proposals to their clients.

In 2007, the NYSID focused its efforts on drafting
a broker compensation disclosure regulation.!”
Throughout 2008, the department conducted
joint hearings with the Attorney General’s office
and heard testimony from all sides of the issue,
including consumers, broker groups, and public
officials. Draft proposals were submitted for public
comment, culminating in the NYSID’s February
2010 release of a proposed regulation entitled
“Producer Compensation Transparency.”!!

Set to take effect Jan. 1, 2011, the proposed rule will
require brokers to inform clients either orally or in
writing prior to the time of the insurance application,
of their right to seek information concerning the
compensation they anticipate receiving based on
the sale. Should an insurance purchaser request
such information, only then must a broker provide a
description of the nature, amount and source of any
compensation, as well as other information, upon or
prior to the issuance of the insurance contract.

The disclosure requirements do not apply to
policy renewals unless the policyholder requests
information regarding broker compensation within
30 days of the date of renewal. Also outside the scope
of the rule are reinsurance placements, placements
with captive insurance companies, and placements
by wholesale brokers who have no direct sales
or solicitation contact with the purchaser.
Despite these carve outs, the rule generally
levels the disclosure playing field, imposing
uniform obligations on brokers without regard to

whether they have been subject to regulatory
scrutiny or legally imposed disclosure
responsibilities in the past.!?

The ‘Wells Fargo’ Case

In Wells Fargo, the Attorney General alleged
that an insurance broker steered clients toward
particular insurance carriers in order to secure
lucrative contingent compensation payments, and
that Wells Fargo’s acceptance and nondisclosure
of such payments violated its duty of loyalty
to its clients.!®> The Supreme Court dismissed
the breach of fiduciary duty claim,'* a decision
later affirmed by the First Department which,
citing Murphy and other prior judicial decisions
on the issue, held that “an insurance broker may
not be liable to its client for breach of fiduciary
duty absent a special relationship, which does
not exist here.”’ The court further added that
“contingent commissions are not illegal in [New
York] and disclosure of the commissions was not
required as of the time of the conduct alleged in
the complaint.”!6

In January 2010, the Attorney General
persuaded the Court of Appeals to take the case.
Despite prior decisions limiting the scope of the
duties owed by insurance brokers to their clients,
and setting an extremely high burden for an
insured to meet before fiduciary obligations are
imposed on a broker, the Attorney General has
raised a number of legal arguments before the
Court of Appeals which could reverse this trend.

First, the Attorney General has argued that
while Murphy frees a broker from fiduciary
liability for failing to anticipate and procure other
forms of coverage a client might have required
but did not request, it does not necessarily
relieve a broker from more generalized duties
of care and loyalty while working on a client’s
behalf. The Attorney General has also argued
that under New York’s Insurance Law, brokers
are agents of their clients,!” and that common
law agency principles dictate that agents owe
fiduciary duties to their principals.

Further, the Attorney General has highlighted
the Court’s recent decision in People ex rel.
Cuomo v. Coventry First LLC.!® There, the Court
held that life settlement brokers who work
to sell clients’ life insurance policies to third
parties stand in a fiduciary relationship to their
clients.!® In Wells Fargo, the Attorney General has
argued that similar principles should be applied
to insurance brokers vis-a-vis insureds.

Potential Significance

Should the Court of Appeals hold that the
broker-insured relationship possesses some
inherent fiduciary quality, the impact on the
potential civil liability of the insurance brokerage
industry could be significant. Not only would such

adecision reverse a number of judicial precedents
relieving brokers from fiduciary liability for failing
to disclose contingent compensation, but it could
also render brokers subject to liability for a wide
range of alleged errors and omissions in the
conduct of their business. There also exists the
possibility that other state courts would follow
New York’s example, creating a ripple effect in
state law on broker fiduciary liability.
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