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Specific Engagement Letters: 
A Risk Management Tool?
By Joanna J. Cline

               ver the past several years, the role of the engagement 
letter has assumed an increasingly heightened profile in the 
management of a law practice. Gone are the days when lawyers 
viewed drafting and securing the return of an engagement letter 
as optional, ministerial tasks. Instead, practicing attorneys (and 
firm managers) are beginning to accept the view that a thought-
ful and specific engagement letter can be a powerful asset, while 
an overbroad or boilerplate retention agreement can come back 
to haunt lawyers and law firms as a liability. 

Among the reasons to put forethought and energy into an en-
gagement letter that succinctly and specifically defines the scope 
of engagement is that doing so may provide a very good defense 

to a legal malpractice claim. 1 Legal malpractice claims are no 
longer limited to egregious situations in which lackluster counsel 
have blown a deadline or made an obvious error in legal analysis. 
Very good lawyers from very well respected law firms are being 
sued with more and more frequency,2 sometimes with respect to 
matters that counsel believed to be outside the scope of the en-
gagement. A specific engagement letter is an underutilized tool 
to prevent confusion over the scope of engagement and to help 
defend against claims brought by slippery former clients. 

Recent case law provides some illustrations. Last year, in Am-
Base Corp. v. Davis Polk & Wardwell,3 Davis Polk & Wardwell 
defeated a malpractice claim on a motion to dismiss in part 
because of the specificity of its engagement letter. AmBase sued 
Davis Polk for malpractice notwithstanding that Davis Polk 
won a complete victory for AmBase in a tax dispute with the 
IRS. AmBase claimed that even though Davis Polk successfully 
litigated the dispute with the IRS and achieved a finding of no 

Fee Disgorgement in Attorney Breach-of-Fiduciary-Duty Cases
By Michele Hangley

     rom a plaintiff ’s point of view, the most difficult element of a legal malpractice case often is causation of damages. A plaintiff 
may be able to prove that his lawyer was negligent—even grossly so—but if the plaintiff cannot show that the negligence caused him 
harm, most courts will not permit recovery. Recognizing this barrier to legal malpractice claims, more and more plaintiffs are pursu-
ing claims for breach of a lawyer’s fiduciary duties along with, or instead of, legal malpractice claims. A breach of fiduciary duty claim 
carries a distinct advantage for a plaintiff: Often, the plaintiff need not show that the breach of duty harmed him in any way. Instead, 
the plaintiff can seek the equitable remedy of fee forfeiture, also known as “disgorgement.” 

Most courts that have considered the issue have held that a client need not show actual harm if he or she seeks only disgorge-
ment.1 One justification for this rule is that under agency principles, an agent “is not entitled to be paid when he has not provided 
the loyalty bargained for and promised.”2 The second justification is deterrence: Attorneys should be afraid to act disloyally, whether 
or not it is likely that their clients will be harmed by their actions.3 

In an era of ever-rising legal costs and ever more complicated representations, the stakes in a disgorgement claim can be high. 
Recently, for example, a New York trial court ordered an insurance defense firm to repay the approximately $3 million that a former 
client had paid it over three and a half years,4 a decision that attracted much attention. Despite the potential importance of the 
remedy, there is not a great deal of guidance from the courts on when, how, and to what extent disgorgement should be granted. Ac-
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Letter from the Chairs

   his issue of Commercial & Business Litigation examines 

several hot issues in professional liability litigation. These 

articles contrast with another recent project of the commit-

tee—a June 17, 2008, teleconference entitled “Keeping It 

Real: Making White Collar Defendants Blue Collar Friend-

ly.” The materials from that presentation are on the our web-

site at www.abanet.org/litigation/ committees/commercial. It 

is interesting to examine the thoughtful articles about legal 

doctrine in this newsletter in light of the highly practical 

tips from the teleconference about how people perceive one 

another in this type of litigation.

For example, the teleconference materials feature a 

detailed analysis of Ken Lay’s testimony in his high-profile 

criminal trial. A lawyer involved in that case questions the 

popular perception that Mr. Lay’s testimony was combative, 

and presents a number of anecdotes from jurors in the case 

about aspects of his testimony that actually helped humanize 

his side of the Enron story. Considering those anecdotes, and 

then picturing the lawyer trying to defend against a claim 

for fee disgorgement (the Hangley article in this issue), or 

an insurance broker defending a claim about coverage for a 

subprime liability (the Bortnick and Kennell article in this 

issue), helps bring those legal issues to life.   

The teleconference materials also examine some general 

principles for witness preparation in litigation about “white 

collar” matters—for example, taking time to give a jury a real 

sense of the witness’s work environment. This sort of general 

advice helps all of us remember that, if the kinds of claims 

about professional liability discussed in this issue reach a jury, 

the attorneys cannot simply assume that jurors are familiar 

with all the aspects of a witness’s work life and related pres-

sures. Even the driest legal issue has a human element, and 

potentially a very important one for the overall presentation 

of the case. 

Please come to the ABA Annual Meeting in New York 

City, August 7–9, 2008, where we will present, in addition 

to our customary evening dinner, a full program on August 

7 about cross-border discovery, including experts from the 

United States, Canada, the United Kingdom, Mexico, and 

China. We will also have a breakfast presentation about sev-

eral important recent developments in patent law, designed 

to assist the general commercial litigator who may not deal 

with patent issues every day. 

Please keep an eye out for an email inviting participation 

as a subcommittee chair in the next bar year. The Commercial 

and Business Litigation Committee is one of the largest in the 

Section of Litigation and offers many opportunities to learn, 

teach, and build professional relationships across the country.

David S. Coale

Lamont Jefferson

The Benefits of Membership

Finding time to keep up with trends in the law can be  
difficult. As a member of the ABA Section of Litigation, you 
can obtain the CLE credit you need on your terms. Attend  
in-person programs throughout the year, participate in a  
teleconference, or pursue a self-study program with one of  
the Section’s many CDs and DVDs. It’s CLE, your way.

View the program calendar at:  
www.abanet.org/litigation/programs/

Lifelong Learning

Seeing Both Sides with the ABA Section of Litigation

CBLsu08.indd   2 7/15/08   3:23:56 PM



3

T
Letter from the Editor

    he theme of this issue of Commercial & Business Litigation 

is professional responsibility. It includes highly informative 

articles on fee disgorgement, the importance of engagement 

letters, frivolous litigation, and insurance coverage issues 

arising from the subprime meltdown. This issue of Commercial 

& Business Litigation also contains a new department entitled 

“Procedure.” In the first Procedure article, we highlight David 

S. Clancy and Matthew M.K. Stein’s article analyzing the 

inconsistency in the application of the diversity jurisdiction 

statute. It is our hope to continue to produce in future issues 

additional analyses of various procedural topics that many of 

you encounter in your practices. 

If you have any comments about this issue or if you wish 

to contribute articles to future issues of Commercial & Busi-

ness Litigation, please contact me at stioa@pepperlaw.com. A 

standard article is roughly 1,500 words, with all citations in 

the form of endnotes. Upcoming newsletter themes and the 

submission dates for articles are as follows:

n	 Fall 2008—Financial Services Litigation

	 Submission Deadline: September 1, 2008

n	 Winter 2009—Class Actions

	 Submission Deadline: November 10, 2008

As always, thank you for your interest in the ABA and the 

Committee on Commercial and Business Litigation.

Angelo A. Stio III 
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W           e have all seen cases that make us shake our heads 
and wonder how any reasonable person could file such a 
lawsuit. Such as a debtor filing a factually meritless unfair 
debt collection practices claim to avoid a debt rightfully 
owed.1 Or a borrower filing a lawsuit to invalidate a loan 
because it was not funded with gold or silver.2 Or a plaintiff 
filing a false advertising claim based on advertising he never 
saw.3 These are not the important issues that made us want 
to become lawyers—rather, they are the lowest of the  
low, the bowels of the law that sully our profession to the 
outside world.

However, most defense counsel do not set their hourly 
rates based on the merits of the action they are defending. 
An hour spent defending a frivolous lawsuit costs the same 
as an hour spent defending a meritorious one. But the party 
(or client) who spends good money defending a bad law is 
frustrated—maybe even vengeful. But when your client is 
faced with a frivolous lawsuit, what can you do about it? 
The most common response (and often the best) is to do 
nothing, but there are options. 

What Is Frivolous Litigation?
Of course, the first step in the process is identifying what 
is frivolous, which is often easier said than done. From the 
outset, it is important to realize that only a small fraction of 
cases can be considered “frivolous” or “without probable case.” 
Many defendants have lost cases they felt were frivolous, 
largely because they did not look at the case objectively. In 
addition, courts routinely express their displeasure for mali-
cious prosecution lawsuits and have intentionally set a very 
low bar for what passes for “probable cause.”4 

Nevertheless, either through a complete lack of facts or 
legal support, many cases should never be filed. Although 
standards vary from state to state, generally speaking, a 
lawsuit lacks probable cause where it is not founded on facts 
sufficient to support an objective belief that the evidence will 
sustain a favorable judgment5 or where no reasonable attor-
ney would have thought the claim tenable.6 

Aside from those cases completely lacking support in law 
or fact, there are several other scenarios that could make a 
case, or part of a case, frivolous.

Ignoring Newly Discovered Evidence
A plaintiff may have had a reasonable basis for bringing a 
claim that later proves to be futile after getting into discovery 
and further investigation. Instead of admitting defeat and 
dismissing the claim, the persistent plaintiff may press on 
without regard to the newly discovered lack of merit. Frivo-

lous actions include not only claims initiated without prob-
able cause but also claims continued once the plaintiff should 
have known there is no chance of success.7 However, this does 
not mean that plaintiffs need to take adverse evidence at “face 
value,” and plaintiffs are able to challenge testimony and facts 
that may reasonably be thought untruthful.8 

Piling on Bad Claims
It is not uncommon to see a complaint that contains one 
legitimate claim followed up by several nonsensical claims. 
For example, this can be seen where a promissory fraud 
claim trails a garden-variety breach-of-contract claim, or 
pretty much every civil RICO action I have ever seen. In 
many states, a malicious prosecution action may be brought 
where only one of multiple theories of recovery was ma-
liciously asserted.9 But this rule does not eliminate the 
requirement to prove a favorable termination of the entire 
underlying litigation.10

Suing an Innocent Defendant
As frequently happens in commercial litigation, when suing 
a company for some alleged wrongdoing, a plaintiff will also 
name the company president or other high-ranking individu-
al, or an uninvolved parent or affiliate company, in an effort 
to manufacture some additional leverage in the underlying 
litigation. Aside from rarely achieving its desired result, it may 
open the door to a subsequent sanctions motion or a malicious 
prosecution action by that extra innocent defendant—even if 
the plaintiff prevails against its primary target.11 

Overblown Damages Claims
Many of us have seen the following scenario: The plaintiff 
has a legitimate case as to liability, but little or no damages. 
Knowing that summary judgment will be difficult, if not 
impossible to obtain, the plaintiff puts forward a frivolous 
damages theory seeking millions for a relatively minor claim. 
A malicious prosecution action or other remedial action may 
lie where most—but not all—of the damages sought in the 
prior action were claimed without probable cause.12

The Frivolous Class
Class actions are not entitled to any special treatment, and 
the same rules for frivolous litigation apply where the ac-
tion was brought without probable cause.13 But what about 
those instances in which the plaintiff may have a legitimate 
individual claim but needlessly inflates the claim by asserting 
it as a class action? There is a lack of published case law to 
provide guidance in these situations. Nevertheless, if there is 

Frivolous Litigation: What Is It and What Can You Do about It?
By Michael Leboff 
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no probable cause for seeking class relief, the same rules and 
remedies should apply. At the very least, a plaintiff and the 
plaintiff ’s counsel may be subjecting themselves to sanctions 
for bringing a frivolous motion for class certification. 

What Can You Do about It? 
Once you have determined that your case is frivolous, what 
next? The law provides a myriad of remedies for address-
ing frivolous lawsuits, but, before embarking on any such 
course, it is crucial to assess the costs of doing so, all with 
the knowledge that actually recovering damages or obtaining 
sanctions for frivolous actions is tenuous. Nevertheless, in 
certain situations, it may make sense to fight back, and here 
are some of the best options for doing so.

Malicious Prosecution
The most obvious recourse for frivolous litigation is bring-
ing a subsequent lawsuit for malicious prosecution. The 
elements of that claim are that a prior action14 (1) was 
commenced by or at the direction of the defendant and was 
pursued to a legal termination in the plaintiff ’s favor; (2) 
the prior action was brought without probable cause; and 
(3) was initiated with malice.15 If you can establish each of 
the elements of a malicious prosecution action, then you are 
entitled to recover traditional tort damages, including costs 
incurred in defending the frivolous action (including attor-
ney fees), as well as other economic loss, harm to reputation, 
and mental or emotional distress.16 You may also be entitled 
to punitive damages.17

Often, however, there will be serious questions as to 
whether the plaintiff in the underlying litigation will be able 
to satisfy a malicious prosecution judgment. But, even if the 
party itself is judgment-proof, a malicious prosecution claim 
may also lie against the attorney who brought the frivolous 
lawsuit.18 In addition, in some states, malicious prosecution 
may be covered by an insurance policy.19

Be careful, however, to choose your malicious prosecution 
case wisely. In California, for example, malicious prosecution 
actions arise out of a constitutionally protected activity, that 
is, petitioning the courts.20 For that reason, to avoid being 
subject to an anti-SLAPP motion (Strategic Lawsuit Against 
Public Participation), you will need to be able to prove—at 
the outset—that you have a reasonable probability of win-
ning your malicious prosecution claim. Although other states 
do not have statutes comparable to California’s anti-SLAPP 
laws, a frivolous malicious prosecution case could lead to 
other adverse consequences, such as retaliatory malicious 
prosecution action or, at the very least, wasting time and 
money pursuing a claim that has no value.

Attorney Fee Clauses
Perhaps the best mechanism to recover your losses and 
deter frivolous litigation is a contractual attorney fee clause 
because there is no need to debate whether the action was 

frivolous. Fees are awarded to the prevailing party regardless. 
However, if there is no contractual attorney fee clause, then 
look for statutory clauses. Most statutory attorney fee clauses 
benefit only the plaintiff, but there are some, such as the 
Uniform Trade Secrets Acts, that allow defendants to recover 
their fees, often upon a showing of bad faith by the plaintiff.21 
The benefit to seeking recourse through a fee provision is 
that you can avoid going back to “square one” with a whole 
new lawsuit. All you need to do is bring a motion for attorney 
fees in the same action and before the same judge that just 
threw out the case. 

Motion for Sanctions
Federal Rule of Civil Procedure 11 allows the court to sanc-
tion an attorney for filing papers for an improper purpose 
or for making claims, defenses, or legal arguments that are 
not “warranted 
by existing law or 
by a nonfrivolous 
argument for the 
extension, modifica-
tion, or reversal of 
existing law or the 
establishment of new 
law.” Every state has 
statutes that give 
courts similar discre-
tion.22 Despite this 
discretion, courts 
rarely sanction par-
ties, even for the 
most obvious and 
egregious abuses. But 
it can happen.  And, 
as with a fee provi-
sion, you can seek 
sanctions through 
a motion and avoid 
the need for a second lawsuit. If considering this alterna-
tive, however, be aware that Rule 11 and many analogous 
state laws contain safe-harbor provisions, which allow the 
offending party to avoid sanctions by removing the frivolous 
aspects of the case in response to such a motion.

In every case, it will be a very fact-intensive inquiry as 
to whether the action is frivolous. But, if you think the case 
may be frivolous, then do the ground work in the underlying 
lawsuit. For example, defendants contemplating a subse-
quent malicious prosecution action will want to use all of 
the discovery tools available in the frivolous case, including 
depositions and interrogatories, to ascertain the factual and 
legal basis for that suit as soon as possible. Furthermore, in 
the right situations, you also may be able to use the threat of 
sanctions or a potential malicious prosecution action to force 

Rule 11 contains 
safe-harbor 
provisions, 
which allow the 
offending party to 
avoid sanctions 
by removing the 
frivolous aspects of 
the case in response 
to such a motion.
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a dismissal, because plaintiffs who file frivolous lawsuits often 
do so believing there will be no repercussions.

You should also carefully consider which motions you 
intend to bring during the frivolous lawsuit. Several courts 
have held that an unsuccessful motion for summary judg-
ment or directed verdict can establish, as a matter of law, 
that the action had merit.23 This rule, however, does not ap-
ply where the unsuccessful motion was the product of fraud 
or perjured testimony.24

Conclusion
Every business needs to tolerate a certain amount of frivo-
lous litigation. For good or bad, it is simply part of the cost 
of doing business in this country. But that does not mean 
that defendants are powerless to fight back again serious or 
repeat violations. n

Michael LeBoff practices commercial litigation at the Irvine, Cali-
fornia, law firm of Hodel Briggs Winter LLP. 
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T    he subprime mortgage “meltdown” continues to generate 
litigation against mortgage bankers and brokers, commercial 
banks, investment banks, investment funds, ratings agencies, 
real estate investment trusts (REITs), law firms, and account-
ing advisors—in short, anyone and everyone who played a 
part, no matter how big or small, in the origination, evalua-
tion, facilitation, or securitization of subprime mortgages. The 
typical lawsuit alleges that the defendants originated, sold, 
or bought high-risk mortgage loans while concealing over 
many years their poor performance. Of course, the individuals 
and entities who have been sued have turned to their direc-
tors and officers or errors and omissions carriers for insurance 
coverage. In turn, whether such insurance is available to 
them must be analyzed case by case and will be dependent on 
each situation’s unique facts and governing law. Depending 
on how the facts ultimately play out, it is possible that some 
individuals and institutions who built the subprime lending 
sector from the ground up may find that the walls will come 
tumbling down.

This article discusses a number of professional liability in-
surance policy provisions that may determine the availability 
of coverage for claims arising out of the subprime mortgage 
crisis, including those bearing on the people and entities that 

n	 originated subprime mortgages (mortgage banks, 
commercial banks, brokers)

n	 capitalized or funded the subprime mortgage market 
(commercial banks, investment banks, REITs, 
investment funds)

n	 packaged or repackaged subprime mortgages and 
resold them as securities (again, investment banks, 
REITs)

n	 purchased the mortgage-backed securities for their 
own portfolios or for resale (investment funds, 
REITs, private and public investors)

n	 rated the entities involved in the subprime mort-
gage industry (ratings agencies)

n	 served as professional advisors to such persons and 
entities (lawyers, accountants, investment advisors)

Thus far, irrespective of the role played by each category 
of policyholder, the assertions being made in the underly-
ing subprime lawsuits appear to potentially implicate policy 
exclusions relating to “bad acts” (i.e., fraud and profiteering), 
breach of contract, other available insurance, and, in some 
situations, securities law claims. More fundamentally, the 

lawsuits bring into view whether coverage even exists in the 
first instance, that is, whether the underlying matters rise to 
the level of a “claim,” whether they involve a “wrongful act,” 
whether the remedies sought constitute a “loss,” and, in the 
errors and omissions (E&O) context, whether the allegations 
implicate “professional services,” as those terms are defined 
in a conventional professional liability policy. 

In the more extreme situations, allegations of misfeasance 
or pervasive misconduct by the policyholder undoubtedly 
will cause a professional liability insurer to question the 
veracity of the statements and representations made dur-
ing the policy application process and to assess whether the 
insurance policy should be rescinded. As a collateral matter, 
the number of parties involved in the underlying mortgage 
transactions and resulting collapse also could raise questions 
as to the priority of payments, if any, under the subject insur-
ance policies.

The Emerging Allegations
Although the term “subprime mortgage” has been in use for 
many years, it became part of the common vernacular when 
the industry members’ stock prices began to fall and the ini-
tial spate of lawsuits was filed in the summer of 2007. In the 
context of class action securities fraud litigation, the lawsuits 
generally contend that the defendant publicly traded compa-
nies and others, including directors and officers, disseminated 
or facilitated the dissemination of materially misleading 
financial statements that hid the existence, portfolio expo-
sure, or true performance of high-risk subprime loans. When 
lenders and portfolio owners and managers were forced to 
publicly disclose the actual extent of the subprime loans they 
originated, sold, or continue to hold (thus contaminating 
their financial statements), their stock prices plummeted, en-
raging investors. Likewise, the directors and officers of REITs 
that invested in or repackaged subprime mortgages or lent 
vast sums of money to subprime lenders have been sued based 
on their alleged misrepresentations or failures to disclose the 
extent of their companies’ involvement in the subprime sec-
tor, including, in one case, the trust’s financial relationship 
with a now-defunct mortgage lender. Further, large institu-
tional purchasers of securitized pools of subprime mortgages 
are pursuing recourse against the issuers, trustees, servicers, 
and insurers of subprime-related investments bonds based on 
allegations that the true nature and risks of the bonds were 
not disclosed. Indeed, in at least one well-publicized case, a 
life insurer, which purchased bonds of securitized subprime 
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mortgages, alleges that several major financial institutions, 
which served as trustees of the investment bonds, misrepre-
sented the true worth and performance of the loans in their 
pools, going so far as to mask the magnitude of the default 
rates in their portfolios.

Eventually, as the deteriorating subprime mortgage mar-
ket touched off the massive credit crunch of August 2007, a 
number of subprime lenders were forced into liquidation or 
reorganization, while others teetered on the edge of bank-
ruptcy. In those cases, it would not be surprising if, eventu-
ally, directors and officers, securities underwriters, law firms, 
accountants, and others are sued by a bankruptcy trustee 
alleging that the defendants breached their duties to the 
now-bankrupt company.

Prerequisites to Coverage	
As with other forms of insurance, coverage under pro-
fessional liability policies is potentially triggered only 
when the prerequisites to coverage have been satisfied. In 
complex transactions such as the subprime context, it is 
important to pay particular attention to a policy’s funda-
mental definitions.

Directors and officers (D&O) liability policies indemnify 
a corporation and its D&Os for “loss” resulting from “wrong-
ful acts” that cause financial harm to a third party (such as a 
shareholder) and result in a “claim.” D&O insurance gener-
ally has two or three coverage parts: 

n	 Coverage A, which indemnifies the corporation’s 
directors and officers where the corporation does 
not or is unable to do so; 

n	 Coverage B, which provides for corporate reim-
bursement where the corporation has indemnified 
its directors and officers; and, in many instances, 

n	 Coverage C, which provides insurance for the cor-
porate entity itself in the context of securities and 
sometimes employment practice liability claims. 

These different coverages are generally subject to sepa-
rate terms, conditions, and retentions, and may even have 
distinct policy limits or sublimits. In virtually all cases, 
D&O insuring agreements specify that coverage is limited 
to claims first made and reported to the insurer during the 
policy period. 
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In turn, under a typical E&O policy, the insurer will in-
demnify the policyholder for its legal liability arising from a 
claim that is made against the policyholder during the poli-
cy period and that alleges a “wrongful act” in the provision 
of “professional services” for a client. As discussed below, 
this standard format is then tailored to specific industries 
or policyholders through variations on the definition of the 
term “professional services.” 

Relevant Policy Definitions
Claim
Whether a particular subprime mortgage matter qualifies 
as a “claim” under a D&O or E&O policy is a threshold 
issue that could be determinative of the coverage question 
from the outset. The term “claim” typically is defined as a 
demand for money damages or the filing of a lawsuit. It also 
might include a demand for the policyholder to repurchase 
a mortgage that does not conform with the overall portfolio.

A number of the older form professional liability poli-
cies intentionally omit from the definition of “claim” a 
formal (and, by extension, informal) governmental inves-
tigation or subpoena for records or documents. For that 
reason, there would be no coverage for such matters. In 
turn, newer vintage policies may extend the definition of 
“claim” to include formal government investigations by 
way of the presentation of a formal order of investigation 
by a government regulatory agency. Conversely, informal 
investigations still typically are outside the scope of a 
professional liability policy’s definition of “claim.” Thus, to 
the extent formal government investigations of subprime 
matters are submitted by policyholders for coverage under 
their E&O or D&O programs, insurers should carefully 
examine whether those investigations meet the definition 
of a “claim” for purposes of assessing coverage.

At the same time, while shareholder securities fraud 
litigation has abated somewhat, shareholder derivative 
litigation has become increasingly popular and may find 
even more fertile ground in the subprime litigation arena. 
Most D&O policies provide coverage for amounts expended 
in defending derivative lawsuits, but many restrict from the 
definition of “claim” or otherwise exclude from coverage 
corporate investigations initiated in response to a share-
holder demand letter. Similarly, when company boards form 
a “special litigation committee” to conduct an independent 
evaluation of a shareholder demand, the costs associated 
with the committee’s investigation and evaluation, includ-
ing outside counsel fees, may not be covered, depending 
upon the language used in the policy form at issue.

In addition, some professional liability policy forms in-
clude in the definition of “claim” (or, alternatively, in the 
insuring agreement or the definition of “wrongful act”) the 
“capacity” prerequisite endemic to all such policies. Such 
provisions typically state that coverage is limited to those 

proceedings or demands made against a policyholder only 
in his or her capacity as a director or officer of the corpora-
tion, and not in any other capacity. 

Wrongful Act
In the typical professional liability policy, the term “wrong-
ful act” is generally defined as “any actual or alleged act, 
error or omission, misstatement, misleading statement, or 
breach of fiduciary duty or other duty by an Insured Person 
in his or her capacity as an Insured Person.” Again, the 
capacity requirement may be contained in this definition. To 
the extent the policyholder’s liability arises out of a contract 
or is based on intentional conduct, it may not constitute a 
“wrongful act.”

Loss
Most D&O and E&O policies define the term “loss” to mean 
the amount an insured is “legally obligated to pay” as a result 
of a “claim.” In turn, they typically carve out from coverage 
multiplied damages, penalties, and fines.

In evaluating coverage for the subprime mortgage cases, 
insurers will look at the context of the allegations pre-
sented and the relief sought by the underlying plaintiffs. 
For example, coverage could exist where the plaintiff seeks 
damages or financial losses as a result of a “wrongful act.” 
On the other hand, there may not be coverage for a lawsuit 
that seeks only corporate governance changes or equitable 
relief. Similarly, to the extent a subprime lawsuit arises 
from a contract or similar business dispute or results purely 
from an attempt to recoup a bad investment in subprime 
portfolios, such suits would not seem to come within the 
purview of the definition of “loss” for coverage purposes.

In other cases, the relief sought by an underlying plaintiff 
or class could include the disgorgement of ill-gotten gains 
or payment of restitution. Several courts have held that 
disgorgement and restitution amounts do not constitute 
covered “loss” under D&O or E&O policies.

Although many newer vintage D&O policies include 
defense costs and other amounts associated with formal gov-
ernment investigations within the definition of “loss,” some 
do not. In any case, most D&O and E&O policies strictly 
prohibit insurance recovery for civil fines or penalties, as 
well as other amounts deemed uninsurable as a matter of 
law, defining such damages to be outside the scope of the 
term “loss.” We know from prior large-scale government in-
vestigations that have resulted in wide-ranging civil litiga-
tion that settlement agreements with government regulators 
often contain provisions expressly barring the recovery of 
those settlement amounts from insurance proceeds.

Professional Services
In most cases, E&O policies are intended to cover claims 
of wrongdoing in the policyholder’s rendering or failure to 
render “professional services.” Although the term “profes-
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sional services” is not always defined in an E&O policy, when 
it is defined, the definition is usually narrow and in concert 
with a specific litany of services offered by the policyholder. 
Depending on the policy form used, subprime lending practices 
and subprime mortgage securities sales or purchases may or may 
not come within the policy definition of “professional services.” 
Professional liability insurers will need to track closely the spe-
cific services at issue in a subprime lawsuit to determine whether 
corresponding E&O coverage exists in the first place. 

Within the transactional chain between the origination of 
the subprime mortgage and its subsequent securitization, the def-
inition of “professional services” may vary. Thus, mortgage bank-
ers and brokers may obtain insurance that specifically contem-
plates coverage when they fail to originate a loan properly by, for 

instance, failing to obtain a 
property appraisal, failing to 
confirm that the underlying 
property is insured against 
damage due to fire or other 
causes, or failing to confirm 
the employment records 
or past credit history of the 
borrower. At the other end 
of the spectrum, invest-
ment banks may obtain 
coverage for “professional 
services” relating to the 
bank’s securitization of a 
book of subprime mortgages 
and its underwriting or sale 
of the resulting securities to 
third parties.

Moreover, in cases 
where the policyholder has 
been sued based on its alleg-

edly improper or intentionally misleading revenue model with 
respect to subprime mortgage risks, a professional liability insurer 
should explore the possibility that such suits do not involve 
the rendering of or failure to render “professional services” but, 
rather, implicate the policyholder’s corporate make-up or busi-
ness model, that is, activities that are commercial in nature. The 
distinction can be subtle. If the lawsuit involves the way the 
company operated its day-to-day business, it may involve “pro-
fessional services” for purposes of E&O coverage. On the other 
hand, if the lawsuit really takes to task, for example, the strategic 
decision to base most or all of the company’s revenue on the 
handling of subprime mortgages or securities, an argument could 
be made that such suits do not fall within the “professional 
services” E&O coverage afforded.

Potentially Applicable Exclusions
The accusations leveled to date in the context of subprime 
mortgage litigation necessarily mandate that professional 
liability insurers investigate and closely scrutinize the underly-

ing facts to evaluate whether certain D&O and E&O policy 
exclusions might apply. Although each situation is different, 
certain exclusions could serve to preclude or otherwise limit 
the insurance available, irrespective of the role allegedly 
played by the policyholder.

Fraud and Profiteering “Conduct” Exclusions
Virtually all D&O and E&O policies contain exclusions pro-
scribing coverage for claims that arise from:

n	 any deliberately dishonest, malicious, fraudulent or 
criminal act or omission, or any willful violation of 
the law by any insured

n	 the gaining by any insured of any personal profit, 
remuneration, or advantage to which they were not 
legally entitled

Several variations of the relevant language include “in 
fact” or “final adjudication” conditions that confine the 
exclusion to those situations where there has been a finding 
of fact that the prohibited conduct occurred. This essentially 
prevents coverage from being denied at the outset of subprime 
litigation insofar as no such finding has yet been made and all 
that exists is a complaint asserting fraud or profiteering by the 
policyholders.

Still, these “conduct” exclusions may be conclusive as 
to the ultimate availability of insurance coverage in the 
subprime litigation context. Of the lawsuits filed so far, 
several allege the dissemination of materially misleading 
or false financial reports, the fraudulent concealment of 
the existence or true performance of subprime loans on the 
books, and, in at least one case, insider selling of hundreds 
of millions of dollars in company stock shortly before the 
subprime walls began to crumble. Insurers’ investigations of 
the availability of coverage in these instances will focus on 
internal and insider communications so that the insurers 
can learn who knew what and when they knew it. Depend-
ing upon the severity of the conduct unearthed, the results 
of these investigations may compel a professional liability 
insurer to initiate a declaratory judgment action to deter-
mine the applicability of the “fraudulent acts” or “profiteer-
ing” exclusions in their policies.

Prior Knowledge Exclusion
Most professional liability policies exclude from coverage 
claims or ripening circumstances of which the policyholder 
had prior knowledge. Of course, evidence of a policyholder’s 
prior knowledge can be difficult to establish, which is prob-
ably why this coverage defense is successful only in the more 
clear-cut situations. Although some of the publicity surround-
ing the subprime litigation appears disconcerting, it does 
not necessarily implicate the level of collusion over lengthy 
periods that would or could implicate a professional liability 
policy’s prior knowledge exclusion. Nonetheless, professional 

Most professional 
liability policies 
exclude from 
coverage claims 
or ripening 
circumstances 
of which the 
policyholder had 
prior knowledge.
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liability insurers may focus on a policy’s prior knowledge ex-
clusion when investigating the availability of coverage for the 
subprime mortgage claims.

Severability
It is important that insurers and policyholders alike carefully re-
view the entirety of their professional liability policy’s exclusions 
section because virtually all such policies state that the conduct 
and knowledge exclusions are “severable.” This means that the 
conduct or knowledge of one policyholder will not be imputed 
to another policyholder, absent extenuating circumstances. 
Such severability provisions are designed to protect uninvolved 
or innocent “white hat” individuals or policyholders.

Breach of Contract Exclusion
Many professional liability policies preclude coverage for liabil-
ity under any contract or agreement, provided that such liability 
would not have attached but for the existence of a contract (i.e., 
under common law or by statute). In the subprime context, a 
number of the pending claims arise from contracts obligating 
securities underwriters or distributors to “buy back” securities 
sold to investors within a particular “look back” period. To the 
extent those underwriters or distributors seek coverage under 
their E&O policies for the “buy back” suits, coverage could be 
unavailable based on the breach-of-contract exclusion. 

Securities Claims Exclusion in E&O Policies
E&O policies may prohibit coverage for matters involving alle-
gations of “securities law violations,” which typically are defined 
as claims for violations of the prominent federal securities acts, 
federal securities regulations promulgated thereunder, and state 
securities statutes or similar laws. Although the majority of 
subprime lawsuits filed to date seem to be classic securities class 
action litigation brought by shareholders of entities bearing the 
brunt of subprime mortgage losses (typically causing D&O poli-
cies to come potentially into play in the first instance), certain 
policyholders and certain claims may call for an examination of 
whether securities claims exclusions could apply.

Further complicating the situation, some professional liability 
policy forms provide coverage only to the individual directors 
and officers, on the one hand, or the entity, on the other, but not 
both, in the context of securities claims. Because most securities 
class action complaints in the subprime setting allege “wrongful 
acts” by individual directors and officers (whether as “controlling 
persons” or direct violators) as well as by the company they serve, 
the scope of each policy’s securities coverage should be examined 
closely, separate and apart from whether any specific securities 
claim exclusion exists. In these situations, it may well be that the 
individuals have coverage but the entity does not, or vice versa.

Other Available Insurance Exclusion
Several different types of policies could come into play in the 
subprime litigation context. In all such cases, professional liabil-
ity insurers should look to the policies’ “other insurance” clauses. 

Such provisions generally require a policyholder to access other 
available insurance before the professional liability policy will 
provide coverage. As a practical matter, if each potentially ap-
plicable policy has an “other insurance” provision (as most do) 
and there is genuinely no clear indication of which policy (e.g., 
D&O, E&O, comprehensive general liability, or credit risk) 
responds first, the policies could wind up as coinsurance, with 
the various insurers each contributing pro rata or through some 
formula that may not be defined by the policies. Alternatively, 
the insurers could wind up in coverage litigation among them-
selves in order to define the priority of coverages.

Issues Concerning Rescission
In cases involving some of the more extreme allegations of 
subprime mortgage wrongdoing, issues could arise as to the 
veracity of the representa-
tions and warranties con-
tained in a policyholder’s 
insurance application and 
supporting documents, 
including the accuracy of 
its financial statements. 
These provisions work in 
tandem with the “prior 
knowledge” exclusion 
discussed above.

Among other things, 
a D&O and E&O policy 
and its long-form applica-
tion generally will include 
provisions whereby the 
policyholder represents 
and warrants that it has 
made no misstatement of 
any fact in its application 
or supporting materials. 
Virtually all long-form 
applications for profes-
sional liability insurance also require the applicant to produce 
copies of its financial statements as part of the underwrit-
ing process. Perhaps not surprisingly, many of the pending 
subprime securities class actions allege that the policyholder’s 
financial statements contain materially misleading or flatly 
untrue statements about the company’s financial health or 
the true extent of its involvement in subprime lending. To 
the extent these allegations are factually correct and proven, 
insurers may conclude that a breach of a policy representation 
or warranty provision, together with common-law principles 
of rescission, entitles it to seek a rescission of the policy. It is 
axiomatic that a professional liability insurer will investigate 
the veracity and materiality of the information in the policy-
holder’s financial and other underwriting records to determine 
whether the policyholder’s application submission, including 
its exhibits, contained a material misrepresentation or mis-
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statement of fact upon which the insurer’s underwriter relied 
in binding and issuing the insurance policy at issue. Some 
jurisdictions also require a showing of fraud or bad faith on 
the part of the policyholder.

As with the conduct and prior knowledge exclusions 
discussed above, professional liability insurers and their 
policyholders should consider the effect of “severability” 
language when evaluating rescission because most policies 
contain a severability provision relevant to the representa-
tions and warranties made by the policyholder during the 
underwriting process. 

Priority of Payments
An additional clause sometimes found in D&O policies 
with so-called Side A coverage may affect the availability 
or extent of coverage for subprime mortgage litigation. This 
“priority of payments” provision relates to the ordering of 
payments when multiple insuring clauses come into play. 
For example, when Side A coverage is provided to direc-
tors and officers, usually because their company is insolvent 
and unable to indemnify them, the “priority of payments” 
clause provides that they will receive direct reimbursement or 
indemnification first, before any coverage to the entity. This 
is in step with the purpose of Side A coverage: protecting 
otherwise unindemnified directors and officers from person-
ally paying the usually exorbitant expense of defending a 
securities fraud or derivative lawsuit.

Conclusion
As the walls of the subprime mortgage industry crack and fall 
away, litigation over who is responsible for this house of cards 
could seriously undermine or destroy many of the policyhold-
ers involved in constructing the complex and multilayered 
transactions that formed the foundation of the industry. In 
turning to their professional liability insurers, policyholders 
may find that coverage issues will arise, particularly when the 
underlying claims allege fraudulent or dishonest conduct or 
deliberately concealed schemes spanning several years. Policy 
definitions, exclusions, and conditions, as well as operations 
of law, may preclude coverage for some or many of these 
claims. In short, professional liability insurers and their poli-
cyholders should be prepared to cooperate with one another 
as the insurers investigate in good faith the availability of 
insurance coverage.

Richard J. Bortnick is a member in Cozen O’Connor’s West Con-
shohocken, Pennsylvania, office.  
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W            e are all taught in law school the purpose of the 
federal courts’ diversity jurisdiction: In a dispute between a lo-
cal party and a non-local party, diversity jurisdiction gives the 
latter the option to litigate in federal court.

The premise is that, for non-home state parties, the fed-
eral courts are potentially a more neutral forum than are the 
state courts.1 

Whether that premise is right or wrong (which depends on 
the jurisdiction and time), the Constitutional and Congressional 
“cure”—diversity jurisdiction—has at least one shortcoming.

Imagine this situation: Jasper Inc., an Alabama company 
employing many Alabama citizens, sues Martha’s Vineyard Corp., 
a small company headquartered in Massachusetts. Jasper Inc. files 
suit in Alabama state court, and Martha’s Vineyard Corp. removes 
to federal court, citing diversity jurisdiction. Seemingly, this is just 
the situation for which diversity jurisdiction was designed: Jasper, 
Inc. has an impressive and longstanding connection to Alabama, 
and Martha’s Vineyard Corp. has no Alabama connection at all. 

But Jasper Inc. nonetheless moves to remand, pointing to the 
fact that it and Martha’s Vineyard Corp. are both incorporated 
under the laws of Delaware. And Jasper, Inc. will probably win 
that motion. Tracking Article III of the Constitution, the federal 
judicial code states that there is diversity jurisdiction in cases 
between “citizens of different States.”2 Under the federal judicial 
code, corporations are citizens of the state of their principal 
place of business and also of the state in which they are incorpo-
rated.3 When corporations share a state of incorporation, courts 
have held that they are not “citizens of different States”—even 
if, like Jasper Inc. and Martha’s Vineyard Corp., they have no 
other connection.4 

So, Martha’s Vineyard Corp. will likely end up litigating on 
Jasper Inc.’s “home court”—the Alabama state courts. There 
is an inconsistency here: If the intent of diversity jurisdic-
tion is to give out-of-state defendants a federal court option, 
shouldn’t Martha’s Vineyard Corp. have that option? 

This inconsistency cannot be shrugged off as simply some-
thing that imposes an odd but tolerable burden on out-of-state 
defendant corporations. It also has an impact on individuals. Go 
back to our hypothetical. Recall that Jasper Inc. can keep its case 
in state court, over Martha’s Vineyard Corp.’s desire to remove. 
Now replace Jasper Inc. with an individual plaintiff—Joe Jasper. 
Joe Jasper can not keep his case in state court, because what 
prevented removal in hypothetical 1 does not exist in hypotheti-
cal 2—common incorporation in Delaware. (Joe Jasper is an 

individual, and so he is not incorporated anywhere, much less 
in Delaware.) Strangely, the local individual is vulnerable to 
removal to federal court, while the local corporation is immune.

Overall, then, this is an odd wrinkle, with an impact on cor-
porations and individuals, on defendants and on plaintiffs—and it 
appears to have its roots in 19th century facts that no longer exist.

It would be one thing if this situation were clearly intended 
by Congress or the courts, but instead it seems an accidental 
by-product of legal history.

In the 19th century, the Supreme Court—after a conceptual 
struggle—decided that, for purposes of Article III diversity juris-
diction, a corporation should be treated as a citizen of its state of 
incorporation, on the basis that it was fair to assume that the own-
ers and operators of the corporation were residents of that state.5 

That assumption reflected the then-existing reality because in 
the 19th century, corporations were very “local” in nature.6 In the 
late 19th century, however, thatbegan to change: Corporations 
started to incorporate in states other than their home—due in 
part to the successful “marketing” efforts of New Jersey and, later, 
Delaware.7 Today, almost 60 percent of publicly traded American 
corporations are incorporated in Delaware, and it is the state of 
incorporation for 85 percent of those corporations that choose to 
incorporate outside their home state.8 

But still we are left with the bedrock 19th-century rule 
that, for purposes of deciding diversity jurisdiction, corpora-
tions are citizens of their state of incorporation—a rule that 
defeats diversity jurisdiction in cases where adversary com-
panies have no geographic connection at all, and the only 
connection between them is their state of incorporation.

Congress and the courts may wish to take a fresh look at this 
issue, and there is good precedent for doing so. Congress has 
already made one adjustment to the diversity jurisdiction rules in 
light of the changing nature of corporations. In 1958, Congress 
amended the judicial code to specify that “a corporation shall be 
deemed a citizen of any State by which it has been incorporated 
and of the State where it has its principal place of business.”9 The 
first part of that new legislative formulation was unsurprising, 
because it was consistent with the previously-described Supreme 
Court decisions (such as Marshall).  But the second part of the 
formulation was new, and the reason for it is interesting. Con-
gress had noticed that local corporations were suing other local 
corporations in federal court by pointing to the fact that they were 
incorporated elsewhere. Congress did not like this, and to prevent 
it, Congress gave corporations a second place of citizenship—the 
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state of their principal place of business.10 That newly conferred lo-
cal citizenship de-federalized lawsuits between local corporations.

In doing this, Congress was seeing through to, and seeking to 
implement, the essential purpose of diversity jurisdiction—pro-
viding a federal court forum for disputes that, viewed in practi-
cal terms, match a local presence against a nonlocal one and, 
therefore, present risk of home-court advantage. And Congress 
was recognizing the potential artificiality, in making this practi-
cal assessment, of relying too heavily on a company’s place of 
incorporation.11 

Viewed that way, 1958 is sound precedent for examination of 
“hypothetical 1” (Jasper Inc. v. Martha’s Vineyard Corp.). We do 
not want local corporations suing local corporations in federal 
court merely because the plaintiff corporation chose to incorpo-

rate in Delaware—and 
that wrinkle was ironed 
out in 1958. But another 
wrinkle remains, which 
the 1958 Congress either 
did not notice, or did not 
see as a problem: Local 
corporations can sue 
nonlocal corporations 
without fear of removal 
to federal court, solely be-
cause of a shared nonlo-
cal state of incorporation. 
If the idea is to provide 
federal court jurisdic-
tion where—in practical 
terms—diversity exists, 
the modern Congress 
may wish to iron out this 

wrinkle too. It could do so by making some appropriate textual 
amendment to the portion of the federal judicial code limiting 
diversity jurisdiction to “citizens of different States.” That provi-
sion is opaque and could be amended to give sound guidance on 
the scope of diversity jurisdiction in cases involving corporations 
and their dual citizenships.

Any such amendment would need to be carefully drawn, how-
ever. The issue we identify arises only when the suit is brought in 
a home-court state other than the shared state of incorporation. 
It is nonexistent if the suit is brought within the shared state of 
incorporation. In our hypothetical, Jasper Inc. brought suit in 
the state courts of Alabama, where it is headquartered. Imagine 
that Jasper Inc. instead brought suit in Delaware state court. In 
that different situation, why should Martha’s Vineyard Corp. be 
entitled to remove? Jasper Inc. has no potentially bias-producing 
special connection to Delaware, and Martha’s Vineyard Corp. did 
after all choose to incorporate in Delaware (presumably to avail 
itself of Delaware law and Delaware courts). An amendment, 
therefore, would need to carefully target the different issue noted 
in this article: suits brought in one corporation’s home court, 
which cannot be removed to (or brought originally in) federal 

court because of a common incorporation in some other state.
Such an amendment might face a constitutional challenge, 

with critics arguing that it undercuts a 19th-century Supreme 
Court determination that shared place of incorporation auto-
matically defeats diversity jurisdiction. But again, those Supreme 
Court holdings did not arise in today’s very different world, 
and Congress could decide in good faith that an amendment of 
the kind described in this article would survive contemporary 
judicial scrutiny. n

David S. Clancy is a litigation partner and Matthew M.K. Stein 
is a litigation associate at Skadden, Arps, Slate, Meagher & Flom 
LLP in Boston, Massachusetts. The opinions expressed in this ar-
ticle are those of the authors and not necessarily those of Skadden, 
Arps, Slate, Meagher & Flom LLP or its clients.

1.  See, e.g., H.R. Rep. No. 85-1706, at 15 (Congressional 
committee report discussing proposed code revisions concerning 
diversity jurisdiction); Exxon Mobil Corp. v. Allapattah Servs., 
Inc., 545 U.S. 546, 553–54 (2005) (“[T]he purpose of the diver-
sity requirement . . . is to provide a federal forum for important 
disputes where state courts might favor, or be perceived as favor-
ing, home-state litigants.”).

2.  28 U.S.C. § 1332(a)(1).
3.  28 U.S.C. § 1332(c)(1).
4.  See, e.g., Deere Credit, Inc. v. Kaufman Grain Co., No. 

08-2022, 2008 WL 597264, at *2 (C.D. Ill. 2008) (dismissing case 
solely on basis that Iowa-based plaintiff corporation and Illinois-
based defendant corporation were both incorporated in Delaware).

5.  See, e.g., Marshall v. Baltimore & Ohio Ry. Co., 57 U.S. 
(16 How.) 314, 328–29 (1853) (holding that alleging a company’s 
state of incorporation was “a sufficient averment that the real 
defendants are citizens of that State,” because “the habitat of a 
corporation in the place of its creation [is] conclusive as to the 
residence or citizenship of those who use the corporate named and 
exercise the faculties conferred by it”).

6.  See Christopher Grandy, New Jersey and the Fiscal Ori-
gins of Modern Corporation Law 11 (1993).

7.  See Edward Q. Keasbey, New Jersey and the Great Corpora-
tions, 13 Harv. L. Rev. 198, 200, 207 (1899); Curtis Alva, Dela-
ware and the Market for Corporate Charters: History and Agency, 15 
Del. J. Corp. L. 885, 896 (1990).

8.  Lucian Arye Bebchuk & Assaf Hamdani, Vigorous Race or 
Leisurely Walk: Reconsidering the Competition over Corporate Char-
ters, 112 Yale L.J. 553, 567, 578 (2002).

9.  Act of July 25, 1958, Pub. L. No. 85-554, § 2, 72 Stat. 415 
(1958) (now codified as 28 U.S.C. § 1332(c)(1)).  

10.  See Act of July 25, 1958 § 2, 72 Stat. at 415.
11.  See H.R. Rep. No. 85-1706, at 4 (1958) (referring to “the 

evil whereby a local institution, engaged in a local business and 
in many cases locally owned, is enabled to bring its litigation 
into the Federal courts simply because it has obtained a corporate 
charter from another State”).

Local corporations 
can sue nonlocal 
corporations 
without fear of 
removal to federal 
court because of a 
shared nonlocal state 
of incorporation.
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Specific Engagement Letters 
(Continued from page 1)

tax deficiency, it committed malpractice. Specifically, AmBase 
argued that Davis Polk was negligent in failing to consider 
whether an agreement between AmBase and an affiliated 
company might have relieved AmBase of primary liability for 
any potential tax deficiency, such that AmBase would not have 
had to maintain a large loss reserve on its books. (AmBase al-
leged that the loss reserve resulted in lost business opportunities 
because of the appearance of a negative net worth.) 

The Court of Appeals of New York affirmed the trial court’s 
dismissal of AmBase’s complaint. The court’s reasoning was based 
in part on the limited scope of Davis Polk’s engagement letter: 
“The plain language of the retainer agreement indicate[d] that 
Davis Polk was retained to litigate the amount of tax liability and 
not to determine whether the tax liability could be allocated to 
another entity.”4 Had Davis Polk used a boilerplate engagement 
letter describing itself as representing AmBase “in connection 
with certain tax matters,” for example, AmBase would have had 
less difficulty arguing that Davis Polk was negligent in failing to 
render advice regarding the possibility that AmBase potentially 
had no primary liability for any alleged deficiency.

Other decisions are analogous. In Smookler v. Kronish Lieb 
Weiner & Hellman LLP,5 plaintiffs engaged defendant law firm 
Kronish Lieb in connection with the formation of a broker-dealer 
business and the preparation of a private placement memorandum 
for that business. In its engagement letter, Kronish Lieb specifi-
cally carved out from the scope of its representation “regulatory 
matters,” which it described as “[National Association for Security 
Dealers (NASD)] filings and the like,” and noted its understand-
ing that plaintiffs would hire another, less expensive law firm to 
handle such issues (which plaintiffs did hire).6 When the NASD 
later commenced a proceeding against plaintiffs for their alleged 
violation of the NASD’s rule against “selling away,” plaintiffs 
brought suit against Kronish Lieb for malpractice.7 The New York 
Supreme Court granted Kronish Lieb’s summary judgment mo-
tion, reasoning that Kronish Lieb owed no duty to plaintiffs with 
respect to NASD regulatory matters because Kronish Lieb specifi-
cally had carved such matters out of the scope of its engagement.8 

Likewise, in Kansas Public Employees Retirement System v. Kutak 
Rock,9 the Supreme Court of Kansas upheld summary judgment 
in favor of the defendant law firm in part on the basis of a narrow 
engagement letter. In that case, the Kansas Public Employees 
Retirement System’s malpractice claim was based on a theory 
that Kutak Rock owed it a duty to render advice regarding the 
financial wisdom of a transaction. Kutak Rock’s engagement let-
ter, however, specifically delineated the services that were to be 
performed, which list did not include an independent financial 
analysis of the transaction.10 

In contrast, courts that have decided malpractice claims in 
which lawyers failed to secure an engagement letter (or failed 

to specify the scope of engagement) have been appropriately 
reluctant to make dispositive decisions that hinged on questions 
of the scope of the engagement. One recent example is Deep v. 
Boies,11 in which plaintiffs brought a malpractice claim against 
Boies Schiller & Flexner alleging that the firm’s negligence in 
protecting plaintiffs’ intellectual property rights resulted in the 
misappropriation of plaintiffs’ interests in certain software assets. 
The court refused to grant summary judgment for defendants on 
statute of limitations grounds because there was a question of 
fact as to the scope and timing of the particular engagement at 
issue, such that the court could not summarily reject plaintiffs’ 
invocation of the “continuous representation” exception to the 
statute of limitations. The court reasoned as follows: 

“In the absence of any retainer agreement, letter of engage-
ment or other objective indicia concerning the nature and 
scope of the agreed-upon representation, the Court has no 
record basis for rejecting, as a matter of law, plaintiff’s sworn 
statement that defendants’ representation in the copyright 
litigation was one component of a specific, comprehensive 
course of representation from which the malpractice claim 
asserted herein arose.”12

The experience of legal malpractice defendants should inspire 
a certain degree of introspection among other lawyers toward the 
end of encouraging best practices aimed at avoiding problems 
that have plagued other attorneys. In the case of engagement 
letters, the case law provides helpful guidelines as to how to use a 
defined scope of engagement as a risk management tool.

Be Specific
Do not be a slave to your form letter. Spending a few minutes 
to tailor a retention agreement to address a specific client and 
a particular matter is a prudent investment. For example, if 
you have been engaged to review a resale price policy, do not 
describe yourself as providing “antitrust counseling” lest you 
be deemed to have had a duty to flag any conceivable pricing 
issue that might arise. 

Don’t Under-Commit
Efforts to avoid confusion as to the scope of representation 
and to limit exposure to malpractice claims must be balanced 
with the need to abide by the Rules of Professional Conduct 
and local rules of court. Although most states condone efforts 
to limit the scope of representation “if the limitation is rea-
sonable under the circumstances and the client gives informed 
consent”13 be careful that your proposed limitations comply 
with other rules and codes of conduct.

One area in which a tension arises is in the context of ef-
forts to limit the scope of a local counsel engagement. Given 
the very limited role that local counsel often play, local coun-
sel should explore the possibility of specifically limiting the 
scope of their representation in the engagement letter. Before 
doing so, however, local counsel should consult local rules and 
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case law to be sure that such a limitation is not trumped by 
local rules mandating that all counsel will be held responsible 
for the management of the case.14

Don’t Over-Commit
The flip side of the specificity coin is that you likely will be 
held accountable for those services that you itemize in an 
engagement letter. Don’t agree to standards that will be dif-
ficult to meet or as to which an objective observer would have 
a difficult time discerning whether you performed as promised. 
For example, be wary of making promises to lead or handle a 
particular matter “personally.”15 

Amend, If Need Be
Remember that you can (and sometimes should) amend or 
replace the engagement letter as the representation pro-

gresses. Amending to 
include additional mat-
ters not only clears up 
confusion as to the na-
ture of the engagement 
but may be necessary 
to obtain an additional 
retainer and may pro-
vide helpful evidence 
in a fee dispute that the 
services rendered were 
within the scope of the 
engagement.16 

Amending to exclude 
matters that you have 
not agreed to handle (or 
as to which the client 

affirmatively has decided not to seek legal advice) may limit 
your exposure to malpractice claims in the future, as memories 
get fuzzy and disgruntled clients seek someone on whom to pin 
blame for their business misfortunes. 

Follow Your Gut
Be guided by your relationship with your client (or lack 
thereof). If you do not know your client well (or if you recog-
nize your client to be an aggressive litigant generally), formal 
communications about the scope of engagement are your best 
bet. If you know and trust your client, you may be less apt to 
formalize decisions as to the scope of an engagement. Even 
if formal communications do not seem appropriate, though, 
you may consider writing a confirming email to the client, or 
at least an internal note to file, as to any material decisions 
about what your services will and will not include. 

Use Non-Engagement Letters
Once a representation has ended, memorialize that fact with 
a letter to your client so that both you and the client under-
stand that the engagement has ended. Such a letter clarifies 

the absence of an ongoing attorney-client relationship and 
may help set time parameters for a statute of limitations 
defense if a claim arises in the future.17 Don’t be reluctant 
to send such a letter because you hope to obtain additional 
business from the client; rather, you can use the letter as an 
opportunity to remind the client that now that a particular 
engagement has ended, you are ready, willing, and able to take 
on additional matters. 

 Joanna J. Cline is a commercial litigation partner with Pepper 
Hamilton LLP in Philadelphia, Pennsylvania. Noah S. Robbins, 
an associate at Pepper Hamilton, provided research assistance in 
connection with this article.

1.  Another reason is to help defend against disqualification at-
tempts and other ethical challenges that are becoming inevitable 
as issues of conflicts of interest grow more and more complex. See 
Cliff Sales Co. v. Am. S.S. Co., 2007 U.S. Dist. LEXIS 74342 
(N.D. Ohio Oct. 4, 2007) (noting, in the context of a disquali-
fication motion, that matter-specific engagement letters “are 
necessary in today’s business world because so many companies are 
related in some way that law firms would have substantial conflict 
issues if a law firm was considered to have an attorney-client 
relationship with all of a client corporation’s related corporations 
and entities); see also Avocent Redmon Corp. v. Rose Elecs., 491 
F. Supp. 2d 1000 (W.D. Wash. 2007) (inclusion of the word “af-
filiates” in an engagement letter led to disqualification of law firm 
for conflicts reasons). 

2.  See Emma Schwartz, Law Firms Face Sharp Rise in Malprac-
tice Suits, Legal Times, May 10, 2005, available at http://www.law.
com/jsp/article.jsp?id=1115642113700.

3.  866 N.E.2d 1033, 1036–37 (N.Y. 2007).
4.  Id. at 435. The retainer agreement provided that AmBase 

had “‘engaged [Davis Polk] to represent [it] . . . to resolve the tax 
issues currently before’ the IRS.” Id. Because of that limitation, 
the court concluded, “defendants exercised the ordinary reason-
able skill and knowledge commonly possessed by a member of the 
legal profession when they focused their efforts on the contro-
versy between AmBase and the IRS—the subject of the retainer 
agreement—resulting in a most favorable outcome . . . .” Id. 

5.  2006 N.Y. Misc. LEXIS 3982 (N.Y. Sup. Ct. Jan. 11, 2006).
6.  Id. at *2.
7.  Id. at *8.
8.  Id. at *10.
9.  44 P.3d 407, 415 (Kan. 2002).
10.  For a further discussion of Kutak Rock, see 1 Mallen & 

Smith, Legal Malpractice § 2.10, at 122–23 (2008 ed.) (not-
ing that if Kutak Rock’s engagement letter had been even more 
specific, it might have avoided litigation altogether). For an-
other example of a court granting summary judgment for lawyer 
defendants on the basis of an engagement letter, see, Heller v. 
Donaldson, 1998 Mich. App. LEXIS 2505 (Mich. Ct. App. Mar. 
13, 1998) (affirming the grant of summary judgment to the law 
firm, where plaintiff sued for failure to advise as to a potential 

Remember that 
you can amend 
or replace the 
engagement 
letter as the 
representation 
progresses.
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malpractice claim against his former attorney notwithstanding 
that the engagement letter specifically excluded such claims from 
the scope of representation and noted that plaintiff should consult 
with separate counsel about such a claim).

11.  No. 6453-05, 2007 WL 2296502 (N.Y. Sup. Ct. Aug. 9, 
2007).

12.  Id. at *6; see also generally Cohen v. Morgan Schiff & Co. 
(In re Friedman’s Inc.), 2008 U.S. Dist. LEXIS 2145, at *153 
(S.D. Ga. Jan. 10, 2008) (stating, in the context of denying a 
motion to dismiss a malpractice claim, that “the specific duties 
owed normally turns [sic] on the agreement between attorney 
and client,” and lamenting that “[b]ecause the Court does not 
have the engagement agreement between [plaintiff and defen-
dant-law firm] to reference, an examination of the services that 
[defendant-law firm] did provide is necessary to determine the 
scope of its representation”); In re Estate of Spencer, 2008 N.J. 
Super. LEXIS 90, at *37 (N.J. Super. Apr. 23, 2008) (revers-
ing lower court’s decision that no attorney-client relationship 
existed between plaintiff estate and defendant attorney, in part 
because the defendant “did not formalize his retention with any 
written agreement confining his representation solely” to the 
decedent’s foundation, as he contended was the case, as opposed 
to including the foundation as well as the decedent’s estate, 
executor, and beneficiaries, as plaintiff contended). 

13.  E.g., Model Rules of Prof’l Conduct R. 1.2(c).
14.  For further discussion of this issue, see Mazie & Seligman, 

Contractually Narrowing the Duties and Liability of a Mail Drop Local 
Counsel, N.J. Law. (Feb 2006).

15.  See, e.g., Morgan, Lewis & Bockius, LLP v. IBuyDigital.
com, Inc., 836 N.Y.S.2d 486, 2007 NY Slip Op. 50149U, at *7 
(Sup. N.Y. Ct. Jan. 11, 2007) (allowing former client to proceed 
with a claim for breach of an engagement letter where the engage-
ment letter stated that a particular partner would “personally lead 
the IPO,” because whether the partner did personally lead the 
IPO was a triable issue of fact, despite Morgan’s submission of bills 
showing substantial involvement by that partner).

16.  See Mallen & Smith, supra note 10, § 2.10, at 119.
17.  See Maloof v. Benesch, Friedlander, Coplan & Aronoff, 

2004 Ohio App. LEXIS 5808 (Ohio Ct. App. Nov. 24, 2004) 
(holding that the statute of limitations on a malpractice claim 
began to run on the date of the non-engagement letter and there-
fore affirming the trial court’s decision that the suit was untimely); 
Richard v. Colucci, 2004 Ohio App. LEXIS 1045, at *11 (Ohio 
Ct. App. Mar. 10, 2004) (“A signed and properly worded non-
engagement letter normally protects an attorney from a claim that 
an attorney-client relationship exists.”); see also Jones v. Bresset, 
47 Pa. D. & C.4th 60, 72 (Ct. Com. Pl. 2000) (noting that one 
treatise concluded that “a lawyer may insulate himself from inad-
vertently assuming implied duties by providing the client with ‘a 
non-engagement letter [that] should refer in general to statutes of 
limitations’ and which encourages the client ‘to consult another 
attorney.’”) (quoting in part 1 R. Mallen & J. Smith, Legal Mal-
practice § 2.11, at 135 (4th ed. 1996)).

Fee Disgorgement
(Continued from page 1)

cordingly, attorneys pressing or defending against a claim for 
disgorgement can find themselves on unfamiliar, and poten-
tially dangerous, ground. 

Most Courts Have Rejected an “Automatic  
Disgorgement” Rule
Many plaintiffs in breach-of-fiduciary-duty cases take the posi-
tion that once a court finds that a lawyer has breached his or 
her fiduciary duty, complete disgorgement of all fees is not only 
permitted but required.5 A handful of courts have followed 
this approach, at least for some types of breaches.6 An “auto-
matic disgorgement” rule, however, can lead to abuse and to 
inequitable results. First, such a rule would create a great deal 
of uncertainty, which could bog down attorneys, clients, and 
the court system. An attorney’s fiduciary duties are expansive 
and not particularly well defined. They include “maintaining 
confidentiality, avoiding conflicts of interest, operating com-
petently, safeguarding client property and honoring the client’s 
interests over the lawyer’s.”7 In any breach-of-fiduciary-duty 
action involving a complex representation, the parties and the 
court could find themselves combing through the most minute 
details of attorney work product and attorney-client communi-
cations for potential breaches. Few courts will relish having to 
decide the issue of whether a lawyer took too long to answer a 
client’s phone call, whether the lawyer was as solicitous of the 
client’s concerns as he or she should have been, or whether 
the lawyer’s work in drafting a winning motion was, despite 
the win, not entirely competent. Under a regime in which 
any breach of a fiduciary duty would lead to the automatic 
disgorgement of all fees, however, a plaintiff would have every 
incentive to ask a court to perform this analysis. 

Second, an automatic disgorgement rule could lead to 
unfair windfalls for clients. In theory, under this rule, a client 
could receive years of competent representation, achieve an 
excellent result, and then also be awarded all of its fees. Third, 
it is possible that a sophisticated client could manipulate such 
a rule to receive free legal services. For example, a client might 
understand that although it and its attorney knew of a poten-
tial conflict, its attorney had not secured an adequate waiver. 
The client could choose to wait, receive the benefit of the 
attorney’s services, sue for breach of fiduciary duty, and argue 
that it should be awarded all of its fees. 

Recognizing these serious drawbacks to the “automatic 
disgorgement” rule, most courts that have addressed the is-
sue in recent years have adopted a far less rigid test. Perhaps 
the most comprehensive opinion on the subject is Burrow v. 
Arce,8 a 1999 decision of the Supreme Court of Texas. The 
Burrow court noted that the “automatic disgorgement” rule 
could lead to inequities and inefficiencies: 
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[A]utomatic and complete forfeiture [is not] necessary for 
the remedy to serve its purpose. On the contrary, to require 
an agent to forfeit all compensation for every breach of 
fiduciary duty, or even every serious breach, would deprive 
the remedy of its equitable nature and would disserve its 
purpose of protecting relationships of trust.9 
….
It would be inequitable for an agent who had performed 
extensive services faithfully to be denied all compensa-
tion for some slight, inadvertent misconduct that left 
the principal unharmed, and the threat of so drastic a 
result would unnecessarily and perhaps detrimentally 
burden the agent’s exercise of judgment …10 

The Burrow court also noted the danger that an unscrupu-
lous client, who had suffered no damages, could unfairly take 
advantage of the disgorgement remedy, and held that a court 
must have the discretion to deny recovery to such a client.11 

The Burrow court thus rejected the “automatic disgorgement” 
rule and adopted the flexible, multifactor test set forth in Section 
37 of the Restatement (Third) of the Law Governing Lawyers: 

A lawyer engaging in clear and serious violation of duty to 
a client may be required to forfeit some or all of the lawyer’s 
compensation for the matter. Considerations relevant to 
the question of forfeiture include the gravity and timing of 
the violation, its willfulness, its effect on the value of the 
lawyer’s work for the client, any other threatened or actual 
harm to the client, and the adequacy of other remedies. 

The Burrow court added another element to this test: “the 
public interest in maintaining the integrity of attorney-client 
relationships.”12

A key element of the Restatement’s flexible approach to 
disgorgement is that not every breach of fiduciary duty merits 
disgorgement; this serious remedy is available for only the most se-
rious transgressions. “The remedy of fee forfeiture presupposes that 
a lawyer’s clear and serious violation of a duty to a client destroys 
or severely impairs the client-lawyer relationship and thereby the 
justification of the lawyer’s claim to compensation.”13 The lawyer 
must be able to understand that he or she is acting wrongfully: 
“A violation is clear if a reasonable lawyer … would have known 
that the conduct was wrongful.”14 And the violation “must also 
be serious. Minor violations do not justify leaving the lawyer 
entirely unpaid for valuable services …”15 Relevant factors include 
whether the conduct was isolated or continuing, whether it was 
willful, and whether it involved actual disloyalty to the client.16

The flexible approach to disgorgement set forth in the 
Restatement has been adopted by nearly every court that has 
considered the issue in recent years.17 Although some courts 
have awarded complete fee forfeiture without much discussion 
of the Restatement factors, these cases have involved seri-
ous, pervasive disloyalty that, indeed, “destroy[ed] or severely 
impair[ed] the client-lawyer relationship.”18 In Ulico v. Wilson, 

Elser, Moskowitz, Edelman & Dicker, for example, the basis for 
the multimillion-dollar disgorgement was that the law firm had 
bent its efforts to putting one client out of business in order to 
build up another client.19 

The Court Has Discretion over the Amount of Disgorgement 
Under the Restatement test, even when a court finds that an 
attorney has violated fiduciary duty in a way that is “clear and 
serious” enough to merit disgorgement, it will not necessarily 
require the attorney to disgorge all of his or her fees.20 

Ordinarily, forfeiture extends to all fees for the matter for 
which the lawyer was retained … Sometimes forfeiture for the en-
tire matter is inappropriate, for example when a lawyer performed 
valuable services before the misconduct began, and the miscon-
duct was not so grave as to require forfeiture of the fee for all 
services. Ultimately the question is one of fairness in view of the 
seriousness of the lawyer’s violation and considering the special 
duties imposed on lawyers, the gravity, timing, and likely conse-
quences to the client of the lawyer’s misbehavior, and the connec-
tion between the various services performed by the lawyer.21 

For all but the most egregious breaches of duty, courts generally 
tailor disgorgement to the tasks and the periods involved.22 Courts 
also look to the harm the client actually suffered, the value of the 
services actually rendered, and whether the client has been com-
pensated in other ways.23 A lawyer should never be required to 
disgorge costs that the lawyer has advanced on the client’s behalf: 
“Forfeiture does not extend to a disbursement made by the lawyer 
to the extent it has conferred a benefit on the client.”24 

Conclusion
As courts continue to refine and apply the factors set forth in the 
Restatement, the disgorgement remedy will likely lose much of its 
appeal to plaintiffs in run-of-the-mill malpractice cases. In theory, 
complete disgorgement should occur only in the most serious of 
cases, in which the lawyers have made a deliberate and willful 
attempt to undermine their own client’s core interests. Lesser 
breaches might lead to disgorgement of smaller amounts of fees 
or to no disgorgement at all. Attorneys litigating these claims can 
expect, however, a great deal of uncertainty as to what factors are 
relevant and how courts are to weigh them.

Michele Hangley is a shareholder in the law firm of Hangley Aron-
chick Segal & Pudlin in Philadelphia, Pennsylvania. 

1.  See Huber v. Taylor, 469 F.3d 67, 77 (3d Cir. 2006) (survey-
ing cases). There is less consensus on whether a plaintiff must show 
loss causation to recover other types of damages. In some jurisdic-
tions, proof of causation is not required at all; in others, causation is 
required, but the standard is more relaxed than in legal malpractice 
claims; still others apply a standard that is the same as in legal 
malpractice claims. For an in-depth discussion of these issues, see 
Charles W. Wolfram, A Cautionary Tale: Fiduciary Breach as Legal 
Malpractice, 34 Hofstra L. Rev. 689 (Spring 2006). 

2.  Burrow v. Arce, 997 S.W.2d 229, 237–38 (Tex. 1999).
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3.  Id. at 238.
4.  Ulico Cas. Co. v. Wilson, Elser, Moskowitz, Edelman & 

Dicker, 843 N.Y.S.2d 749, 763–66 (N.Y. Sup. 2007).
5.  See, e.g., Burrow, 997 S.W.2d at 240 (summarizing plaintiff’s 

argument). 
6.  See, e.g., Rice v. Perl, 320 N.W.2d 407, 411 (Minn. 1982) 

(“[A]n attorney (or any fiduciary) who breaches his duty to his 
client forfeits his right to compensation.”); Silbiger v. Prudence 
Bonds Corp., 180 F.2d 917, 920–21 (2d Cir. 1950) (complete 
disgorgement for disloyalty); Pessoni v. Rabkin, 633 N.Y.S.2d 
338, 338–39 (N.Y. App. Div. 1995) (complete disgorgement for 
conflicted representation); Estate of Brandon, 902 P.2d 1299, 1317 
(Alaska 1995) (ethical violations); Estate of McCool, 553 A.2d 
761, 769 (N.H. 1988) (clear conflicts of interest); Lurz v. Panek, 
527 N.E.2d 663, 669 (Ill. App. Ct. 1988) (any breach of fiduciary 
duty). 

7.  Ulico, 843 N.Y.S.2d at 758.
8.  Burrow, 997 S.W.2d 229 (Tex. 1999). 
9.  Id. at 241. 
10.  Id. 
11.  Id. at 240. 
12.  Id. at 244. 
13.  Restatement (Third) of the Law Governing Lawyers § 37 

cmt. b. See also, e.g., International Materials Corp. v. Sun Corp., 
824 S.W.2d 890, 895 (Mo. 1992) (“Complete forfeiture … is war-
ranted only when a lawyer’s clear and serious violation of a duty to 
a client is found to have destroyed the client-lawyer relationship 
and thereby the justification for the lawyer’s claim to compensa-
tion.”); Sullivan v. Dorsa, 27 Cal. Rptr. 3d 547, 560 (Cal. Ct. App. 
2005); Fairfax Savings, F.S.B. v. Weinberg & Green, 685 A.2d 
1189, 1208–9 (Md. Ct. Spec. App. 1996).

14.  Restatement (Third) of the Law Governing Lawyers § 
37 cmt. d; see International Materials, 824 S.W.2d at 895 (“Whether 
the breach in the lawyer-client relationship involves knowing 
violation or disloyalty to a client is also a factor.”).

15.  Restatement (Third) of the Law Governing Lawyers § 37 
cmt. d.

16.  Id. 
17.  See, e.g., Burrow, 997 S.W.2d at 242 n.45 (collecting 

cases); Pringle v. La Chapelle, 87 Cal. Rptr. 2d 90, 94 (Cal. Ct. 
App. 1999); Lindseth v. Burkhart, 871 S.W.2d 693, 695 (Tenn. 
Ct. App. 1993); Kidney Ass’n of Or., Inc. v. Ferguson, 843 P.2d 
442, 447 (Or. 1992); In re Marriage of Pagano, 607 N.E.2d 1242, 
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1249–50 (Ill. 1992) (“[W]hen one breaches a fiduciary duty to a 
principal the appropriate remedy is within the equitable discretion 
of the court. While the breach may be so egregious as to require 
the forfeiture of compensation … such will not always be the 
case.”); In re Life Insurance Trust Agreement of Julius F. Seeman, 
841 P.2d 403, 405 (Colo. Ct. App. 1992) (“[A] conflict of interest 
is only one of many factors to be considered in determining the 
award of fees; it does not mandate a denial of all compensation.”); 
Searcy, Denney, Scarola, Barnhart & Shipley, P.A. v. Scheller, 629 
So.2d 947, 952–53 (Fla. Dist. Ct. App. 1993).

18.  Restatement (Third) of the Law Governing Lawyers § 37 
cmt. b.

19.  Ulico Cas. Co. v. Wilson, Elser, Moskowitz, Edelman & 
Dicker, 843 N.Y.S.2d 749, 759 (N.Y. Sup. 2007)

20.  The Burrow court found that the amount of disgorgement 
is an equitable matter to be decided by the judge, not the jury. “[F]
actors like the adequacy of other remedies and the public interest 
in protecting the integrity of the attorney-client relationship, as 
well as the weighing of all other relevant considerations, present 
legal policy issues well beyond the jury’s province … The ultimate 
decision on the amount of any fee forfeiture must be made by the 
court.” Id. at 245. 

21.  Restatement (Third) of the Law Governing Lawyers § 37 
cmt. e.

22.  See Ulico, 843 N.Y.S.2d at 764 (limiting disgorgement to 
period of disloyalty); id. at 765 (discussing possibility of apportion-
ment of forfeiture to tasks directly relating to disloyalty); Musico 
v. Champion Credit Corp., 764 F.2d 102, 112–13 (2d Cir. 1985) 
(noting trend in New York law away from full forfeiture toward for-
feiture limited to specific services that an agent performed wrong-
fully); In re Life Ins. Trust Agreement, 841 P.2d at 405 (denial only 
of fees for services directly affected by conflict).

23.  Restatement (Third) of the Law Governing Lawyers § 37 
cmt. e; see, e.g., Fairfax Savings, F.S.B. v. Weinberg & Green, 685 
A.2d 1189, 1209 (Md. Ct. Spec. App. 1996) (courts should allow 
for reasonable value of services); Cal Pak Delivery, Inc. v. UPS, 
60 Cal. Rptr. 207, 216 (Cal. Ct. App. 1997) (partial fee recovery 
appropriate to avoid client’s unjust enrichment, even though 
counsel’s misconduct was egregious); Searcy, Denney, 629 So.2d at 
953–54 (court must consider alternative remedies).

24.  Restatement (Third) of the Law Governing Lawyers § 37 
cmt. e.
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