IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

GRANARY ASSQOCI ATES, : ClVIL ACTION
INC., et al., :

V.
EVANSTON | NSURANCE CO. No. 99-5154

MEMORANDUM AND ORDER

J. M KELLY, J. DECEMBER 4, 2000
Presently before the Court are cross-notions for Sunmary
Judgnent filed by the Plaintiffs,! Ganary Associates, |nc.
(“GAlI") and Granary Associates Architects, P.C. (“GAA"), and the
Def endant, Evanston | nsurance Conpany (“EIC'). This suit arises
out of the alleged breach of an insurance policy by EIC the
insurer. EIC denied coverage to Plaintiffs’ claimbecause it
felt that the Plaintiffs, the insureds, had breached a consent
clause in the insurance policy. EIC also denied coverage because
it felt that the insureds’ close relation to the injured party
had triggered an exclusion in the insurance policy. Both parties
now seek summary judgnent as a matter of |aw pursuant to Federal
Rule of Gvil Procedure 56. For the follow ng reasons, the

notions are granted in part and denied in part.

. BACKGROUND

Al though the parties are in general agreenment regarding the

1 Joining in GAl and GAA's notion are Third-Party
Def endants WID, L.L.C. and Aegis Realty Devel opnent, I|nc.



underlying facts of this case, the Court will note any rel evant
di sparities where appropriate. The facts of this case are as

foll ows.

A. The Construction Project and Business Entities |Invol ved

West Jersey Health Systens (“WHS"),2? a New Jersey conpany,
wanted to build a new nedical facility in Sicklerville, New
Jersey. WHS hoped the facility would serve as a nodel for
simlar facilities built throughout the region. WHS hired GAl
to construct the new facility,

WHS wanted to finance the construction project as an “off
bal ance sheet” transaction, which would prevent any debt from
appearing on its books. In order to allowits client to conduct
this type of transaction, GAl created two new business entities,
WD, L.L.C (“WD’) and Aegis Realty Devel opnent, Inc. (“Aegis”).
After the creation of these new business entities, Aegis acted as
t he devel oper for the project. WD acted, in essence, as the
owner of the project. For exanple, WD chose GAA as the
architect for the project, retained GAl to nanage the project and
provi de engi neering and interior design services, and entered

into a Devel opnent Agreenent with Aegis under which Aegis would

2 WHS is the sole nenber of Southern New Jersey Medical
Services. For sinplicity's sake, the Court will refer solely to
W HS.



fulfill WD s obligations.® WD also |eased the Sicklerville
property fromits owner, Trinity Holdings Goup, L.L.C, for
twenty-one years, and entered into a twenty year operating | ease
wth WHS that woul d commence after the year-long construction of

the facility.?

B. The M staken Masonry

The operating | ease between WWHS and WD provi ded that WHS
woul d select the color of the facility's exterior. WHS s
Director of Design Construction Managenent, Louis Mffa, decided
that the new building should be constructed in white nmasonry with
a pink trim The Project Architect, Vince Grondi,® transposed
the colors that WWHS had ordered; he thought WHS had ordered a
pi nk building with white trim Grondi relayed this mstake to
the Project Director for GAl, E.J. Hedger. After Hedger rel ayed
the m staken order to the general contractor, construction of the
new facility began.

Construction continued using the pink masonry for sone tine.

3 In other words, Aegis gave the lender, Summt Bank, N. A,
a performance guarantee.

4 WHS then entered into a sublease with Sicklerville
| nt ernal Medi ci ne Associ ates, who woul d occupy the building as a
tenant after its construction.

> It is unclear for whom G rondi worked; EIC clains that he
worked for GAl, while GAl and GAA state that he worked for GAA.
As both GAI and GAA were covered by the insurance policy,
however, this distinction is irrel evant.
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One reason the parties did not imredi ately recogni ze the m stake
was that GAl did not construct a nodel, or “nock-up,” of the new
facility. The contract required GAl to construct the nock-up,
which, if viewed by WHS, m ght have reveal ed the m stake before
construction began.

On or about Septenber 25, 1997, Robert Lazzaro of WHS did
notice the mstake. Although he imedi ately contacted GAl
masons had al ready erected 20-25% of the walls. Moreover, the
masonry had been custom manufactured and coul d not be returned.

WHS, which did not want to own a pink building, objected to
the m stake. The parties began negotiating on QOctober 4, 1997.
During these negotiations, WD, acting as the owner of the
proj ect, suggested correcting the m stake by painting the walls
white or bleaching the walls to renove the pink color. WHS
rejected these ideas and insisted that the builders raze the pink
walls entirely and erect white masonry walls in their place.

Finally, on Cctober 9, 1997, the parties conprom sed; WD
woul d pay for the construction of new white walls that woul d act
as a veneer, conpletely concealing the pink walls. Pursuant to
this plan, the “facade solution,” construction would continue
wth the pink masonry in order to “close” the building and all ow
interior work to begin. Wen the white masonry arrived at the
site, the builders would erect the veneer around the conpl eted

pink walls. This solution would add an addi ti onal $300, 000 to



t he cost of construction, which WD woul d bear.® Before agreeing
to the facade solution, neither GAl nor GAA had informed ElC
their professional liability insurer, about any possible

liability for their m stake.

C. The I nsurance Gaimand Its Deni al

Because WD bore the additional costs of the facade
solution, it demanded that GAl and GAA indemmify it. GAl and GAA
then filed an insurance claimwth its insurer, EIC GAl and GAA
were covered by an Architect’s and Engi neer’ s Professi onal
Liability Insurance Policy (“the Insurance Policy”) issued by
EIC. The Insurance Policy |listed GAl as a “naned insured” and
GAA as an “additional insured.” The Insurance Policy had a limt
of liability of $1 MIlion per claimand in the aggregate, and
had a $35, 000. 00 deducti bl e.

El C received notice of GAl and GAA's m stake on Novenber 5,
1997, alnost one nonth after GAA, GAl, WD, Aegis and WHS had

agreed to the facade solution.” After receiving notice of the

6 The parties agree that tearing down the pink walls and
replacing thementirely woul d have been a nore expensive
solution, while painting or bleaching the walls woul d have been
| ess expensive sol utions.

" GAl notified its insurance agent of the clai mnade by
WD. On Cctober 31, 1997, GAl’'s insurance agent submitted the
claimto Al Ri sks, fromwhom GAl’s insurance agent had purchased
t he I nsurance Policy. On Novenber 5, 1997, Al R sks forwarded
the claimto EIC



construction error and the facade solution, EIC sent a letter to
GAl on Novenber 10, 1997. The letter states that “your firm has
al ready made a commtnent to performcorrective work costing
$300, 000. 00. You shoul d be aware that any conmmtnment made by the
| nsured without prior authority fromthe Insurer is at the

| nsured’ s expense and woul d not be covered by the policy.”

El C then began investigating the proposed solution. EIC
received a report fromone of its investigators on March 13,
1998, nearly four nonths after receiving notice of the claim
agai nst GAl and GAA. The report concluded that building this
facade was unreasonabl e because painting the building would have
initially cost only $8,000.00.% By letter dated March 18, 1998,

El C deni ed coverage for the claim

D. The I nsurance Policy and its All eged Breach

The ternms of the Insurance Policy obligate EIC to “pay on
behal f of the Insured all sunms in excess of the deductible .
whi ch the Insured shall becone legally obligated to pay as
Damages by reason of any act, error or om ssion commtted or
all eged to have been conmtted by the Insured . . . .” The
parties agree that the m stake of GAl and GAA cones within this

broad contractual |anguage. EIC nonethel ess deni ed coverage for

8 This estimate did not include the cost of repainting the
wal ls after the initial coat of paint wore off.
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the claim citing two portions of the Insurance Policy in support
of its decision.

First, EIC found fault wth GAl and GAA's settlenent of the
claimwthout obtaining its prior approval. Paragraph V(d) of
the I nsurance Policy, the “consent clause,” states:

The I nsured shall not with respect to any Oaim
covered under this Policy, except at the Insured s
personal cost, nmake any paynent, admt liability,
settle clains, assunme any obligation, waive any
rights or incur Cainms Expenses wthout prior
witten Conpany approval. Any costs and expenses
incurred by the Insured prior to the Insured
giving witten notice of the aimto the Conpany
shal |l be borne by the Insured and wi |l not
constitute satisfaction of its deductible in whole
or in part.

Mor eover, the Insurance Policy’s definition of “Danmages,” the
only anounts EICis obligated to cover, includes only settlenents
of a claim“entered into with the prior consent of [EIC].”

Second, EIC deni ed coverage because it felt that the injured
party, WD, was too closely related to the insureds, GAl and GAA
Exclusion |11l of the Insurance Policy, a “business enterprise
exclusion,” is triggered when an insured business entity is
closely related to an injured party bringing a claimagainst the
insured. Exclusion Ill states:

Not wi t hst andi ng anything contained in this Policy
to the contrary, the coverage herein shall not
apply to a O ai mmde agai nst the I|nsured:

(1) by a person, firmor organization . . . that
wholly or partly owns, operates, manages or

ot herwi se controls an insured, whether directly or

indirectly, or that is wholly or party owned,
oper at ed, managed or otherw se controlled by an
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| nsured, whether directly or indirectly; or
(b) by a firmor organization . . . of which any
principal, partner, director, officer or
stockhol der of a Nanmed Insured directly or
indirectly maintains ownership, or who directly or
indirectly operates, manages or otherw se controls
such firmor organization .
In this case, M chael Eastwood owned both GAI and WD, and
Sal vatore Scel si acted as the treasurer of GAA and WD.

GAl and GAA believe that ElIC was nonet hel ess obligated to
cover the claimfiled against them On October 19, 1999, GAl and
GAA filed suit in this Court for breach of the Insurance Policy,
seeki ng damages in the amount of $237,512.89. This anopunt
represents the costs incurred in inplenmenting the facade
solution, specifically: (1) construction costs in the anount of
$219, 347.00; (2) structural engineer’s fees in the amunt of
$10, 500. 00; (3) architecture fees owed to GAl in the amunt of
$30, 750. 00; (4) project managenment fees owed to GAl in the anpunt
of $21,000.00; (5) construction interest in the amobunt of $21,
267.00; and (6) pre-judgnment interest totaling $44,684.89. These
damages, |ess the $35,000.00 deductible and a $75, 000. 00
settlenment with Biddle & Co., GAl’s insurance agent,® total the
$237.512. 89 sought by GAl and GAA.

El C, the Defendant, brought WD and Aegis into this suit as

Third-Party Defendants on Decenber 2, 1999. EIC alleges that WD

® GAl, GAA, WID and Aegis filed a related suit in state
court, alleging negligence on the part of their insurance agent,
Biddle. Biddle settled the case.
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and Aegis were partially responsible for the m staken masonry
order that precipitated this suit. The parties have filed cross-

nmotions for Summary Judgnent, which the Court will now consi der.

1. STANDARD OF REVI EW

Pursuant to Federal Rule of Cvil Procedure 56, a court nust
grant summary judgnent “if the pleadings, depositions, answers to
interrogatories, and adm ssions on file, together with the
affidavits, if any, show that there is no genuine issue as to any
material fact and that the noving party is entitled to a judgnent
as a matter of law” Fed. R Cv. P. 56(c). The novant bears
the initial burden of show ng the basis for its notion. Celotex

Corp. v. Catrett, 477 U. S. 317, 323 (1986). If the novant fails

to nmeet this burden under Rule 56(c), its notion nust be deni ed.

| f the novant adequately supports its notion, however, the
burden shifts to the nonnoving party to defend the notion. To
satisfy this burden, the nonnovant nust go beyond the nere
pl eadi ngs by presenting evidence through affidavits, depositions
or adm ssions on file to show that a genuine issue of fact for
trial does exist. 1d. at 324; Fed. R GCv. P. 56(e). An issue
is considered genui ne when, in |ight of the nonnovant’s burden of
proof at trial, the nonnovant produces evidence such that a
reasonable jury could return a verdict against the noving party.

Anderson v. Liberty Lobby, Inc., 477 U S. 242, 248 (1986). Wen




deci di ng whet her a genuine issue of fact exists, the court is to
bel i eve the evidence of the nonnovant, and nust draw all
reasonabl e inferences in the light nost favorable to the
nonnovant. Anderson, 477 U.S. at 255. Modreover, a court nust
not consider the credibility or weight of the evidence presented,
even if the quantity of the noving party’s evidence far outwei ghs

t hat of the nonnovant. Big Apple BMN Inc. v. BMWof N Am,

Inc., 974 F.2d 1358, 1363 (3d Cr. 1992). Nonetheless, a party
opposi ng summary judgnent nust do nore than rest upon nere
al l egations, general denials, or vague statenents. Trap Rock

Indus., Inc. v. Local 825, 982 F.2d 884, 890 (3d G r. 1992).

| f the nonnoving party neets this burden, the notion nust be
denied. |If the nonnoving party fails to satisfy its burden,
however, the court nust enter summary judgnent against it on any
i ssue on which that party will bear the burden of proof at trial.
Celotex, 477 U.S. at 322-23.

That two parties file cross-notions for summary judgnent
under Rule 56(c) does not necessarily make sunmmary | udgnent

appropriate. Reading Tube Corp. v. Enployers Ins. of Wausau, 944

F. Supp. 398, 401 (E.D. Pa. 1996). |In such a situation, “each
side essentially contends that there are no issues of materi al

fact fromthe point of view of that party.” Bencivenga V.

Western Pa. Teansters, 763 F.2d 574, 576 n.2 (3d GCr. 1985).

Because each side therefore bears the burden of establishing that
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no genui ne issue of material fact exists, “the court nust

consi der the notions separately.” 1d. (citing Rains v. Cascade

Indus., Inc., 402 F.2d 241, 245 (3d Cir. 1968)).

1. DILSCUSSI ON

A Appl i cabl e Law

Both parties agree, however, that the | aw of the
Commonweal t h of Pennsyl vania controls this case. EIC does
contend, however, that the law of the State of New Jersey applies
to the determ nation of danages. This disagreenent is
irrel evant, however, as the Court can resolve the damages issue
w t hout deci di ng whet her Pennsyl vania or New Jersey’s | aws apply.

Accordingly, the Court will not rule on this issue. See WIIlians

v. Stone, 109 F.3d 890, 893 (3d Cr. 1997); Lucker Mqg. v. Hone

Ins. Co., 23 F.3d 808, 813 (3d Gr. 1994).

B. Breach of the Consent ( ause

Bot h sides seek sunmary judgnent based on the all eged breach
of the Insurance Policy s consent clause. EIC contends that the
breach of the consent clause relieves it of any obligation to
cover the claim GAl and GAA contend that ElIC nust prove
prejudice as well as breach and, because EI C cannot, summary
j udgnment should be granted in their favor.

It is undeniable that the Insurance Policy required the
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insureds to notify EIC of any cl ainms against themand to obtain
El C s consent before settling those clains. It is also
undeni abl e that the insureds did not conply with the literal

| anguage of the Insurance Policy.

The | aw of Pennsyl vani a, however, requires nore than a
literal breach of this type of contractual |anguage. Because
nmost i nsureds do not have an opportunity to draft or negotiate
the ternms of insurance policies, the Suprenme Court of the
Commonweal t h of Pennsyl vani a has established a rule that requires
the insurer, not the insured, to show a that a | ack of notice

justifies non-coverage. Brakeman v. Potomac Ins. Co., 371 A 2d

193 (Pa. 1977); see also Trustees of the Univ. of Pa. V.

Lexington Ins. Co., 815 F. 2d 890, 897 (3d Cr. 1987) (extending

Brakeman rule to i nsurance policies between sophisticated
parties). Specifically, the Brakeman deci sion established an
affirmati ve defense to coverage that is satisfied if the insurer
can show that the insured has breached the notice clause of the
policy and that the insured’ s breach has prejudiced the insurer.
The Pennsyl vani a Suprene Court explained that, because notice
provisions are intended to prevent prejudice to an insurer,

“Iw here the insurance conpany’s interests have not been harned
by a late notice . . . the reason behind the notice condition in
the policy is lacking, and it follows neither |logic nor fairness

to relieve the insurance conpany of its obligations under the
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policy in such a situation.” Brakeman, 371 A 2d at 197.

Strictly speaking, though, this case does not nerely involve
deficient notice. Wiile the Insurance Policy in the case at bar
does contain a notice provision, EIC seeks relief because of the
i nsureds’ breach of a consent clause. The Brakenman deci sion and
its progeny deal exclusively with instances of deficient notice,
not absence of consent to the settlenent of a claim

This is, however, a distinction without a difference; the

Br akeman rul e extends to consent cl auses. See, e.qg., Harrisburg

Area Cnty. Coll. v. Pacific Enployees Ins. Co., 682 F. Supp. 805,

809 (MD. Pa. 1988). Because notice and consent provisions both
seek to prevent prejudice to the insurer, it would be illogical
to require a show ng of prejudice for one but not the other. See

id.; see also Cooper v. Government Enployees Ins. Co., 237 A 2d

870, 873-74 (N.J. 1968). Both notice and consent provisions are
subject to the requirenent that the insurer denonstrate sone form
of prejudice to its interests before avoiding liability.

Havi ng found that ElIC nust nake sone show ng of prejudice,
the question then becones whether the Court can render summary
judgnent on this issue. The precise contours of the requirenents
for establishing prejudice in the context of the breach of a
consent clauses are less than certain. |Indeed, “[w hether and
under what circunstances prejudice can be granted as a matter of

law is a contested issue in Pennsylvania.” Hyde Athletic |Indus.,
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Inc. v. Continental Cas. Co., 969 F. Supp. 289, 300 (E.D. Pa.

1997). There appears to be no dispute, however, that a court may
find prejudice to an insurer as a matter of law. See, e.q.

Chanpion v. Chandler, No. 96-7263, 1999 W. 820460, at *2 (E.D.

Pa. Sep. 29, 1999); Life and Health Ins. Co. of Anerica v.

Federal Ins. Co., No. 92-6736, 1993 W. 326404, at *2 (E. D. Pa.

Aug. 25, 1993) (stating that prejudice can be found as matter of

| aw but finding otherwise on facts presented); denente v. Hone

Ins. Co., 791 F. Supp. 118, 120 (E.D. Pa. 1992); Harrisburg Area

Cnty. Coll., 682 F. Supp. at 809.

GAl and GAA apparently contend that Continental Casualty Co.

v. Castlewod Corp., No. 88-4152, 1990 W 131073, at *3-4 (E. D

Pa. Sep. 6, 1990) calls into question whether finding prejudice

as a matter of law is appropriate under any circunstance. The

Court rejects this broad interpretation of Continental Casualty.

In Continental Casualty, the insurer clained it had suffered

prejudice as a matter of | aw because of the insured s deficient
notice. The insurer, who had no right to control the defense of
the claim argued it had been prejudiced by the denial of its
contractual right to “associate” with the insured s defense

counsel at trial. The Continental Casualty decision quoted a

Third Circuit decision that stated that the “nere interference
with [the insurer’s] right to ‘associate’ in the defense of the

claimis too anorphous and cannot itself constitute prejudice

14



unl ess [the insurer] can denonstrate that earlier notice would
probably have led to a nore advantageous result.” [d. at *2

(citing Trustees, 815 F.2d at 899). The insurer in Continental

Casualty contended that Metal Bank of Anerica v. Insurance Co. of

North America, 520 A 2d 493 (Pa. Super. . 1987) advocated a
different result. Deflecting the insurer’s argunent, the

Continental Casualty decision correctly stated that Metal Bank

was not controlling in federal court because it was a | ower state

court opinion.® Any |anguage in Continental Casualty that calls

into question the applicability of Metal Bank is found in this

limted discussion of whether an insurer with no rights to
control the litigation or settlenent of clains can be prejudiced
as a matter of law by |ate notice.

The Continental Casualty deci sion does not advocate a

broader hol ding that prejudice as a matter of |aw can never be
established. |Indeed, the remainder of the decision inplicitly
acknow edges that a court may, if appropriate under the

circunstances, find prejudice to an insurer as a matter of |aw

Continental Casualty, 1990 W. 131073, at *2 (“[The insurer’s]

10 See Continental Casualty, 1990 W. 131073, at *3
(“Federal courts are not bound by internedi ate appellate state
courts in determning state law issues in diversity cases, nor do
federal courts attenpt to predict what internedi ate appellate
courts will hold. Decisions of the Pennsyl vania Superior Court
are relevant only because they are ‘indicia of howthe state’s
hi ghest court m ght decide’ the issue. They are given
‘significant weight . . . in the absence of any indication that
t he highest state court would rule otherwse.””) (citations
omtted).
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assertions are insufficient to establish prejudice as a matter of

law.”). By distinguishing Metal Bank fromthe case then at bar,

the Continental Casualty decision recognized that, as in Metal

Bank, prejudice can be found as a matter of law. 1d. at *4, n.7.
For exanple, the case inplicitly suggests that |ate notice can
result in prejudice as a matter of law if the insurer does have
the contractual right to conduct the defense of the claimor give
its approval before settlenment. See id. Accordingly, this Court
may, if appropriate under the facts presented, find prejudice or
the lack thereof as a matter of |aw
Havi ng found that the Court may enter summary judgnent on

the issue of prejudice, the Court nmust determ ne whether it
should. The United States District Court for the Mddle D strict
of Pennsyl vani a has di scussed when deficient notice justifies a
finding of prejudice as a matter of law. It wote:

In protracted |litigation where negotiating skill

woul d be of crucial inportance, especially where

damages are unliquidated, the insurer has a valid

cl aim of prejudice when notice cones after the

insured has informally settled the matter. The

i nsurance conpany would justifiably resist paying

a settlenent in those circunstances when it was

deprived of counsel of its choosing to oversee the

matter and to negotiate, if possible, an

acceptabl e resolution of the controversy. On the

ot her hand, [when liability] is clear and the

cal cul ation of damages [is] nmerely an arithnetical

exercise,[the insurer does not have a valid claim

of prejudice].

Harrisburg Area Cnty. Coll., 682 F. Supp. at 809. Mboreover,

insurers seeking to avoid their obligations to cover a claim
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because of deficient notice nust show not only the | oss of a
substanti al defense opportunity but also a l|ikelihood of success
in defending liability or damages if that opportunity had been

avai l abl e. See Trustees, 815 F.2d at 898.

In the instant case, the Court finds that genuine issues of
fact exist, which precludes summary judgnent on the issue of
prejudice for either party. On EIC s notion for sunmary
judgnent, EIC has satisfied its initial burden that it is
entitled to summary judgnent as a matter of law. In this case,
the technical breach of the consent clause is clear. Moreover,
El C has put forward facts tending to show that the facade
solution prejudiced EIC because it was unreasonably expensive in
light of alternate solutions. As the non-noving parties, GAl and
GAA have also net their burden of defending the notion by show ng
t hat genuine issues of fact do exist for trial. For exanpl e,

GAl and GAA have presented evidence that WHHS woul d not have
accepted a painted or bleached building, and woul d have sued to
enforce their rights under the contract, resulting in protracted
litigation that could have cost WID nore than the facade sol ution
itself. This evidence, if believed by the trier of fact, would
show that the facade sol ution, although nore expensive than

pai nting or bl eaching the masonry, was the | east expensive
solution available. In that scenario, adopting the facade

solution could not have prejudiced EIC s interests.
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On GAI and GAA's notion for summary judgnent, the insureds
argue that no prejudice can be found because there is no doubt as
to GAl and GAA's |iability for the masonry m stake. Assum ng
arguendo that GAl and GAA are solely liable, and accordingly that
El C coul d not have shifted sone of the liability to WID or Aegis,
ElIC can still make out prejudice. Even if GAl and GAA were
solely liable, the extent of their liability remai ned uncl ear at
the time they negotiated the facade solution. Because effective
negoti ation of the claimagainst themcould have reduced the
expenses incurred in correcting their m stake, ElIC can nake a
col orable claimof prejudice by showing that the facade sol ution
was nore expensive than a solution EIC could have reached had it
been allowed to take part in the settlenent negotiations. See

Harrisburg Area Cnty. Coll., 682 F. Supp. at 809. As EIC has

present ed evidence show ng that the facade sol uti on was
unreasonably costly under the circunstances, it has satisfied its
burden of defending the Mdtion for Summary Judgnent.

Cenui ne i ssues of fact exist concerning the expense,
viability and reasonabl eness of the facade sol ution and ot her
proposed solutions rejected by the parties. A reasonable jury
could find for either party on the issue of whether ElIC was
prejudiced by its inability to consent to the settlenment of the
cl ai m agai nst the insured. Accordingly, sunmmary judgnment is not

appropriate on this issue for either party.
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C. The Busi ness Enterprise Excl usion

Both sides al so seek summary judgnent based on the | nsurance
Policy’s business enterprise exclusion, Exclusion IlIl. Business
enterprise exclusions like the one at issue in this case are
i ntended “to prevent collusive suits whereby nal practice coverage
could be used to shift [an insured’ s] business |oss onto his or

her [insurer].” N agara Fire Ins. Co. v. Pepicelli, Pepicelli,

Watts & Youngs, P.C., 821 F.2d 216, 221 (3d Gr. 1987). This can

happen when uni nsured busi ness partners collusively convert their
own business | osses into mal practice clains that are then covered
by their insured partner’s insurance policies. Wile ElIC argues

that the relationship between GAI, GAA and WD triggered the

excl usion, the insureds contend that EIC cannot prove that

col lusion actually occurred in this case.

A business enterprise exclusion will provide an insurer with
relief if, after examning the nature of the insurance claim
rather than the nere factual background, it seens that “the
actions or interests of the insured . . . in his business
enterprise were at issue in the underlying litigation [where he
comm tted mal practice] and whether the resolution of the

underlying clainms would affect those interests.” Coreqgis Ins.

Co. v. LaRocca, 80 F. Supp. 2d 452, 456 (E.D. Pa. 1999). This

rule derives fromthe Pepicelli decision, in which the Third
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Crcuit considered |legal malpractice liability exclusions simlar

to Exclusion Ill in this case. See Pepicelli, 821 F.2d 220-21.
Pepicelli, a lawer, represented Perma Tread, a tire
manuf acturer. Pepicelli also owned a business that had entered

into an agreenent to purchase a manufacturing plant from Pernma
Tread, his client. After the contract was signed but before
closing, the plant burned down. 1In Perma Tread s efforts to
secure insurance coverage fromits fire insurer for damages to
the plant, Pepicelli represented Perma Tread. Perna Tread was
unabl e to obtain coverage. Perma Tread then sued Pepicelli and
his law firmfor mal practice. Pepicelli sought coverage under
his own mal practice insurance policy. Pepicelli’s insurer denied
coverage, citing an exclusion simlar to the one at bar. The
Third Grcuit stated that: “the crucial distinction here [is that
t he] excl usi ons speak of excluded clains, and thus the character
of the specific legal clains, rather than the nmal practice suit’s
general factual background, nust be analyzed to determ ne the
exclusion issue.” Pepicelli, 821 F.2d at 220.

| nportantly, neither Pepicelli nor its progeny require an
explicit show ng of actual collusion by an insurer. Rather, they
merely require that courts scrutinize the | anguage of the
busi ness enterprise exclusions in the context of the insurance
claim These cases do, however, place an enphasis on at | east

the possibility of collusive |oss-shifting to an insured from an
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uninsured. See, e.qg., LaRocca, 80 F. Supp. 2d at 458 (“In the
present case, despite [the insured s] protestations to the
contrary, it is possible that the collusive purpose discussed in
Pepicelli could cone into play, and that by securing the
professional liability coverage under the [insurance policy, the
insured] could offset the liabilities he mght incur . . . .7).

In the instant case, therefore, summary judgnent may be
granted if the Court finds that the character of the insurance
claiminplicates the | anguage of Exclusion Ill and a possibility
of collusion by the insured. Under Pennsylvania |aw, the
interpretation of the terns of an insurance contract like this
one is a question of law to be decided by a court. Pacific

Indem Co. v. Linn, 766 F.2d 754, 760 (3d Cr. 1985). \Where

there is no genuine issue of material fact, there is no need to
submt the issue to a trier of fact. |d.
Exclusion I11(b) of the Insurance Policy states that:

[ T] he coverage herein shall not apply to a Caim

made against the Insured: . . . (b) by a firmor

organi zation . . . of which any principal,

partner, director, officer or stockhol der of a

Named I nsured directly or indirectly maintains

ownership, or who directly or indirectly operates,

manages or otherw se controls such firmor

or gani zat i on.
WID brought the claimagainst the insured, either GAl or GAA
M chael Eastwood owns both WD and GAl, and Sal vatore Scel si acts
as the treasurer for both WID and GAA. Therefore, irrespective of

whet her WID brought its claimagainst GAl or GAA the | anguage of
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Exclusion Il11(b) is still technically inplicated. 1In |light of
Pepicelli, however, the Court finds that the business enterprise
excl usi on does not apply to this claim WD, the claimnt, was
created solely for the benefit of WHS so that it could finance
the construction project as an off-bal ance sheet transaction. As
such, WID was nerely a “player in the factual background” of the
i nsurance claimthat was precipitated by GAl and GAA s m st ake.

See Pepicelli, 821 F.2d at 221. The relation between WD s

busi ness activities and the insurance claimis too tenuous to
allow the insurer to avoid its liability under the |Insurance
Policy; WD was not created as a neans of collusively shifting

| osses froman uninsured to an insured, and neither GAl nor GAA
shoul d be penalized nerely because they intended to assist their
client.

Mor eover, WID had no added incentive to agree to an
unreasonably costly solution in order to avoid personal liability
because WID believed it could have sought indemification from
GAl and GAA. WD concedes that it and Aegis may have suffered a
loss if the construction project was not conpleted on tine. But
even if WID had no relation to GAl or GAA, it would still, as the
owner of the project, seek relief fromthe architects and project

managers for their mstake. No threat of collusion exists on

1 The parties di sagree about whomthe claimwas brought
against, GAA or GAl. This distinction is irrelevant, however, as
both parties inplicate Exclusion I11.
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these facts. Accordingly, the Court will enter summary judgnent
on this issue against EIC and in favor of GAl and GAA
D. Danmages

El C seeks sunmary judgnent based on the danages cl ai ned by
the insureds, GAl and GAA. First, EIC contends that the facade
solution was econom cally wasteful. Second, EIC argues that
partial summary judgnment |limting the insureds’ recovery is
appropri ate because the I nsurance Policy precludes coverage for
the insureds’ services rendered to other parties.

El C s argunent regardi ng the econom c wast eful ness of the
facade solution lacks nerit. Although the alleged wasteful ness
of the solution is relevant to whether EIC has been prejudiced by
t he breach of the consent clause, that wasteful ness does not in
and of itself justify summary judgnent agai nst GAl and GAA. That
the i nsureds purportedly seek unreasonably hi gh danages does not
resol ve whether EIC nust cover the insurance claim it would only
serve to mtigate the extent of coverage required. Assum ng
w t hout deciding that, as EIC contends, the Second Restatenent of
Contracts section 348(2) would control this case, that provision
woul d only serve to limt the anounts recoverable to “the
dimnution in the market price of the property caused by the
breach.” See Restatenment (Second) of Contracts § 348(2)(a). In
ot her words, GAlI and GAA could still recover the difference

between the building’ s market price without the defect and its
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mar ket price with the defect. Assumng that the Court found the
facade solution to be economcally wasteful, that finding would
not di spose of the matter before the Court.

Mor eover, the Court can only determ ne the reasonabl eness of
the facade sol ution upon considering all of the facts of this
case. The cost of painting or bleaching the pink walls, although
clearly less than the cost of constructing the white facade, is
only one consideration. For exanple, had WD, GAl and GAA
insisted on painting the walls white rather than constructing the
white facade, they m ght have incurred other damages; WHS m ght
have refused to accept that defective performance and instituted
a breach of contract action against them As discussed above,
genui ne issues of material fact exist regarding the
reasonabl eness of the facade solution in light of its
alternatives. Accordingly, the Court will not grant sunmary
judgnent on this issue.

Second, EIC seeks partial sunmary judgnment excl uding from
t he damages recoverable by the insureds any suns owed to them for
their own services rendered. Specifically, EIC seeks to limt
t he danages recoverabl e by $51, 750.00. The I nsurance Policy
clearly excludes fromthe “Danmages” recoverable “the restitution,
return, withdrawal or reduction of fees, profits, charges for
servi ces rendered, consideration and/or expenses paid to the

| nsured for services or goods.” The insured included in their
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cal cul ati on of damages $51, 750.00 for their own services rendered
to the injured party.'? EIC has therefore nmet its burden under
Rul e 56.

GAl and GAA failed to address this issue in either their
Response to EIC s notion or in their owm Mtion for Sunmary
Judgnent. Accordingly, they have not satisfied their burden of
opposing EIC s notion. Rule 56 nevertheless requires the Court
to conduct its own exam nation of whether granting sunmary
judgnment on this matter is appropriate. Fed. R Cv. P. 56(e)
(“1'f the [nonnovant] does not so respond, sumrary judgnent, if
appropriate, shall be entered against the [nonnovant].”). The
Court finds that entering sunmary judgnment on this issue is
appropriate. The contractual |anguage excludi ng these anounts
from damages recoverable is clear, and both sides agree to the
rel evant underlying facts. Therefore, the Court will enter
summary judgnent excluding these anbunts fromthe danages
recoverabl e by the insureds.

E. EIC s Third-Party Suit Agai nst WID and Aedi s

Finally, GAl and GAA contend that EIC s Third-Party
Conpl ai nt agai nst WID and Aegi s cannot stand. EIC brought WD
and Aegis into this matter because it felt they were partially

responsi bl e for the m staken order of pink masonry. The gravanen

2 The insureds seek coverage for architecture fees owed to
GAl in the anmount of $30, 750.00 and project nanagenent fees owed
to GAl in the anbunt of $21, 000. 00.
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of EIC s Third-Party Conpl aint was that WID or Aegis had directed
GAl not to construct a nock-up that, if made, would have al erted
the parties to the m stake before construction began. EIC
therefore feels that WID and Aegis are at |east partially
responsi bl e for any damages to WD.

GAl and GAA contend that no facts support EIC s Third-Party
Conpl ai nt agai nst WID and Aegis. In support of their Mtion for
Summary Judgnent, they point to depositions indicating that
nei ther WID nor Aegis had any enpl oyees or any direct supervision
over the construction project. They also note that the
deposition of Cheryl WIllians indicates that GAl and GAA, w t hout
any input fromeither WD or Aegis, nmade the decision to forego
the nock-up. Accordingly, the insureds have net their initial
burden under Rule 56 of showing that they are entitled to sunmary
judgnent on this issue.

In opposition to this notion, EIC points to no facts that
woul d establish any cogni zable liability on the part of either
WD or Aegis. Instead, EIC attacks the insureds’ |egal argunent
that a subrogation clai mcannot be nade against an injured party.
The Court need not address the nerits of that |egal argunent,
however, as EIC has failed to point to any evidence outside of
the pleadings that would allow a jury, irrespective of the type
of claimbrought, to find liability on the part of either WD or

Aegis. EIC has therefore failed to neet its burden under Rule

26



56. Furthernore, the Court is satisfied that sumary judgnent is
appropriate on this issue; absent sone evidence tending to show
that WID or Aegis had acted negligently, or indeed had acted at
all, no reasonable jury could find in EIC s favor on its Third-
Party Conplaint. Accordingly, the Court will enter sunmary

judgnent against EIC on its Third-Party Conpl aint.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

GRANARY ASSOCI ATES, : ClVIL ACTI ON
INC., et al., ;
V.
EVANSTON | NSURANCE CO. ; No. 99-5154
ORDER
AND NOW this day of Decenber, 2000, in

consideration of the Mdtion for Sunmmary Judgnent filed by the
Plaintiffs, Ganary Associates, Inc. (“GAl”) and G anary

Associ ates Architects, P.C. (“GAA’), and Third-Party Defendants
WD, L.L.C (“WD') and Aegis Realty Devel opnent, Inc. (“Aegis”)
(Doc. No. 16), and the Mdtion for Summary Judgnent filed by the
Def endant, Evanston | nsurance Conpany (“EIC') (Doc. No. 17), and
the Responses thereto filed by the parties, it is ORDERED that:
1. The cross-notions for Summary Judgnent are DENIED in part as
to the consent clause of the Insurance Policy, paragraph V(d).

2. (GAl and GAA's Motion for Sunmmary Judgnent is GRANTED in part
as to the issue of the business enterprise exclusion of the

| nsurance Policy, Exclusion IIl. Judgnent is ENTERED in favor of
GAl and GAA and against EIC on the issue of the business
enterprise exclusion, Exclusion I11].

3. EICs Mtion for Sunmary Judgnment is GRANTED in part as to
the issue of reducing the Plaintiffs’ damages recoverabl e by

$51, 750. 00. Judgnent is ENTERED in favor of EIC and agai nst GAl



and GAA reducing the Plaintiffs’ damages recoverabl e by

$51, 750. 00.

4. (GAl'’s and GAA's Motion for Summary Judgnent, in which WD and
Aegis joined, is GRANTED in part as to EIC s Third-Party
Conplaint filed against WID and Aegis. Judgnent is ENTERED in
favor of WID and Aegis and against EIC on EIC s Third-Party

Conpl ai nt .

BY THE COURT:

JAMES M@ RR KELLY, J.



