NORTH CAROLINA IN THE GENERAL COURT OF JUSTICE
SUPERIOR COURT DIVISION

WAKE COUNTY 05 CVS 25060
HARCO NATIONAL INSURANCE
COMPANY,

Plaintiff [AMENDED]

HARCO NATIONAL INSURANCE
COMPANY’S AMENDED BRIEF IN SUPPORT OF
v. I'TS AMENDED MOTION FOR A CHOICE
OF LAW DETERMINATION

GRANT THORNTON LLP,

Defendant

Plaintiff Harco National Insurance Company (“Harco” or “Plaintiff”) files this brief in
support of its amended motion for a choice of law determination, pursuant to the General Rules
of Practice and Procedure for the North Carolina Business Court and the Second Amended Case
Management Order (“CMO”) entered in this case on September 15, 2008.

Statement of the Case

On February 23, 2005, Harco filed claims against Grant Thornton, LLP (*GT") for
negligence and negligent misrepresentation with regard to its audit of the balance sheet for
Capital Bonding Corporation (“CBC”) as of December 31, 2000, and for its audit of CBC’s
financial statements as of and for the year ending December 31, 2001. On October 15, 2008,
Harco filed its motion and supporting brief to add claims against GT for gross negligence and
fraud.

The parties are not in agreement as to which state’s substantive law applies to the claims
in this lawsuit. (See CMO Sec. IV A. “The case will also require resolution of certain choice of
law issues. The parties are not in agreement as to the applicable substantive law.”). GT asserts
that [llinois law applies to Harco’s claims. (See GT’s Resp. Br. in Opp’n to P1.’s Mot. for Leave
to File Its Second Am. Compl. n. 2; GT°s Motion to Stay p. 4). Harco asserts that either North

Carolina or Pennsylvania law applies to Harco’s claims (See Mem. in Opp’n to Def’s Mot. to



Dismiss). The law regarding accounting liability, and specifically the standard regarding when
accountants can be liable to a third party, is essentially the same in Pennsylvania and North
Carolina but is different in Illinois.

The Different Standards Regarding Accountant Third Party Liability

Pursuant to North Carolina law as established by the Supreme Court in Raritan River
Steel Co. v. Cherry, Bekaert & Holland, 322 N.C. 200, 367 S.E.2d 609 (1988), a third-party may
recover from accountants for their negligent audit of financial statements. Raritan River Steel
Co. v. Cherry, Bekaert & Holland, 322 N.C. 200, 367 S.E.2d 609 (1988); see also Marcus
Brothers Textiles, Inc. v. Price Waterhouse, LLP, 350 N.C. 214, 513 S.E.2d 320 (1999),
Jefferson-Pilot Life Ins. Co. v. Spencer, 110 N.C. App. 194, 429 S.E.2d 583 (1993). In Raritan
the court adopted Section 552 of the Restatement (Second) of Torts which states:

(1) One who, in the course of his business, profession or employment, or in any

other transaction in which he has a pecuniary interest, supplies false information

for the guidance of others in their business transactions, is subject to liability for

pecuniary loss caused to them by their justifiable reliance upon the information, if

he fails to exercise reasonable care or competence in obtaining or communicating

the information.

(2) ... [T]he liability stated in Subsection (1) is limited to loss suffered

(a) by the person or one of a limited group of persons for whose benefit
and guidance he intends to supply the information or knows that the recipient
intends to supply it; and
(b) through reliance upon it in a transaction that he intends the information

to influence or knows that the recipient so intends or in a substantially similar

transaction.

Restatement (Second) of Torts § 552 (1977), Raritan, 322 N.C. at 209, 367 S.E.2d at 614.

In its application of Section 552 of the Restatement (Second), the North Carolina
Supreme Court determined that liability of an accountant extends not only to those with whom

the accountant is in privity, but also to those persons whom the accountant knows his client

intends to rely on the accountants’ opinion. Raritan, 322 N.C. at 214, 367 S.E.2d at 617.

250882v1 o)



Further, an accountant does not have to be informed by the client of the audit’s intended use. Id
at 215, 367 S.E.2d at 618, NCNB Nat'l Bank of North Carolina v. Deloitte & Touche, 119 N.C.
App. 106, 112, 458 8.E.2d 4, 8 (1995). The accountant only needs to have knowledge that the
client is going to supply the information to a limited group of persons. Id.

Pennsylvania law is very similar to North Carolina’s law on this issue. Though it was not
clear in 1999 if Pennsylvania would apply Section 552 of the Restatement (Second) of Torts, the
Middle District of Pennsylvania, in anticipating the Pennsylvania Supreme Court would adopt
Section 552 of the Second Restatement as it had adopted Section 552 of the First Restatement,
affirmatively cited Raritan and determined that privity is not needed in an accountant negligent
misrepresentation claim under Pennsylvania law. Williams Controls, Inc. v. Parente, 39 F. Supp.
2d 517, 527, 534 (M.D. Penn. 1999). In 2005, the Pennsylvania Supreme Court did explicitly
adopt Section 552 of the Restatement (Second) of Torts and held that privity is not necessary to
support a claim for negligent misrepresentation. Bilf-Rite Contr. Inc. v. The Architeciural Studio,
866 A.2d 270, 285 (Pa. 2005). Though Bilt-Rite is not an accountant negligent misrepresentation
case, it can be assumed that the Supreme Court would apply Section 552 in an accountant
negligent misrepresentation case as well. Therefore, there is no conflict between Pennsylvania
and North Carolina law regarding accounting liability.

If the Court determines that Pennsylvania is the choice of law for this matter, there is no
conflict of law issue because the law of accounting liability is the same in both North Carolina
and Pennsylvania. When the law does not differ between two states, then it does not matter
which state’s law is applied. Arwnold v. Ray Charles Enter., 264 N.C. 92, 96-97, 141 S.E.2d 14,
17 (1965) (finding that New York and Virginia law were not different in reference to the
substantive question at issue, and, thus, there was no need for the court to engage in a highly

complex and confused area of conflict of laws analysis). Likewise, there is no harm in applying
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the forum state’s laws on a substantive issue when the law does not conflict with other connected
states” laws. Phillips Petroleum Co. v. Shutts, 472 U.S. 797, 816 (1985). These types of
scenarios are often termed “false conflicts.” 16 Am. Jur.2d Conflict of Laws § 135 (2008).

However, there is a conflict of law between North Carolina or Pennsylvania law and
Illinois law for accountant negligence. Unlike North Carolina, Tllinois has adopted a statutory
provision that limits the circumstances under which auditors licensed or authorized to practice
under the 1986 lllinois Public Accounting Act (the “Accounting Act™) may be held liable for
their negligent acts to third parties. The Accounting Act, Section 30.1 provides:

No person, partnership, corporation, or other entity licensed or authorized to
practice under this Act or any of its emplovees, partners, members, officers or
shareholders shall be liable to persons not in privity of contract with such person,
partnership, corporation, or other entity for civil damages resulting from acts,
omissions, decisions or other conduct in connection with professional services
performed by such person, partnership, corporation, or other entity, except for:

(1) such acts, omissions, decisions or conduct that constitute fraud or
intentional misrepresentations, or

(2) such other acts, omissions, decisions or conduct, if such person,
partnership or corporation was aware that a primary intent of the client was for
the professional services to benefit or influence the particular person bringing the
action; provided, however, for the purposes of this subparagraph (2), if such
person, partnership, corporation, or other entity (i) identifies in writing to the
client those persons who are intended to rely on the services, and (ii) sends a copy
of such writing or similar statement to those persons identified in the writing or
statement, then such person, partnership, corporation, or other entity or any of its
employees, partners, members, officers or sharcholders may be held liable only to
such persons intended to so rely, in addition to those persons in privity of contract
with such person, partnership, corporation, or other entity.

225 ILCS 450/30.1 (emphasis added). If the Accounting Act applies, Harco must prove
either that the conduct constitutes fraud or intentional misrepresentation or that GT was aware
that CBC had a primary intent in hiring GT in order for GT’s audits to benefit entities such as
Harco. While the statute appears to require that there be proof of a writing to establish that fact,

recent case law has clarified that no such writing is required. Freeman, Freeman and Salzman,
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P.C.v. Lipper, 812 N.E.2d 562, 565 (349 Ill. App. 1 Dist. 2004), Chestnut Corp. v. Pestine,
Brinati, Gamer, LTD, 667 N.E.2d 543, 547 (11l. App. 1 Dist. 1996).

However, even if this Court finds that Illinois is the choice of law in this matter, the
Court will still have to determine whether the Accounting Act applies or whether Ilinois
common law applies.! The GT accountants, who performed the work on the CBC audits,
performed the audits in Pennsylvania and were licensed in Pennsylvania, not Illinois. The
Hlinois statute only applies to persons licensed to practice accounting in the state of Hlinois. The
GT auditors cannot seek the protection of this statute without having borne the burdens of
licensure and regulation in the state of Illinois. A finding that the Illinois Accounting Act applies
to this case would not only be an incorrect finding under existing North Carolina law but would
give the Accounting Act an extra territorial effect that would potentially raise constitutional
questions.”

As the standard for accountant negligence is different in North Carolina and Pennsylvania
than Illinois, the determination of which state’s substantive law applies to this matter is a
significant issue and, therefore, the Case Management Order anticipated a choice of law motion
by the parties. (CMO IV D). In order for the Court to make its choice of law determination
which will determine the duty of accountants to third parties, Harco herein provides the facts and

circumstances around this case and the relationship of the facts to North Carolina, Pennsylvania

" If Illinois common law applies, then there is still a conflict of laws as although illinois has adopted Section 532 of
the Restatement (Second) of Torts, Rozny v. Marnul, 250 N.E.2d 636, 662-63 (11l. 1969) (adopting Section 552 of
the draft version of Restatement (Second)), Rankow v. First Chicago Corp., 870 F.2d 356 (7th Cir. 1989)
(discussing the seminal case of Rozmy and other Illinois decisions following Section 552), the Appellate Court of
1linois, Second District, in Brumley v. Touche, Ross & Co., 463 N.E.2d 195 (Ill. App. 2 Dist. 1984) and Brumley v.
Touche, Ross & Co., 487 N.E.2d 641 (Ill. App. 2 Dist. 1985) set a higher threshold for accounting negligent
misrepresentation claims than the Restatement (Second) standard. The Brumley decisions came before the
enactment of the Accounting Act.

? This constitutional question is similar to one this Court avoided in First Union Corp. v. Suntrust Banks, Inc., 2001
WL 1885687, *3, 2001 NCBC 7 (N.C. Super. 2001) (finding that “the use of Georgia’s unfair competition or
antitrust laws to contest the validity of provisions in a North Carolina merger agreement which raises quintessential
corporate governance issues under North Carolina law is problematic at best and, perhaps, unconstitutional™).
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and Illinois. Harco then provides the Court with the choice of law tests and case law regarding
those tests in order for the Court to make its decision.
Facts

1. Harco Background Information.

Harco is a member of the IAT Group of Insurance Companies (“IAT Group”) owned by
IAT Reinsurance Company Limited (“IAT™). (Campbell Aff,, Ex. A, pp. 12-14 11. 21-2).°

As of the date of filing of the complaint in this case, the IAT Group consisted of five
property and casualty insurance companies, and McM Corporation (“McM”™), an insurance
services company, all owned either directly or indirectly by IAT. (Stephano Aff. §3). IAT owns
almost all of the stock of McM, a North Carolina corporation. (Id. at § 4). McM owns
Occidental Fire & Casualty Company of North Carolina, a North Carolina domiciled property
and casualty insurer, which in turn owns Wilshire Insurance Company, also a North Carolina
domiciled property and casualty insurer. (Id. at § 4). McM also owns Acceptance Indemnity
Insurance Company, a Nebraska domiciled property and casualty insurer, which in turn owns
Acceptance Casualty Insurance Company, also a Nebraska domiciled property and casualty
insurer. (Id.). IAT also owns Harco National Insurance Company, an [linois domiciled property
and casualty insurer. (Id.). The following is an illustration of the ownership structure of the
insurance companies within the IAT Group as of February 2005 and a listing of each company’s

state of incorporation.

* The affidavits of Ashley Huffstetler Campbeil, and exhibits attached thereto, David G. Pirrung and Stephen L.
Stephano referenced in this brief were filed on November 25, 2008 with Harce’s original motion for a choice of law
determination and are incorporated herein.
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IAT is domiciled in Bermuda and has offices in New York and North Carolina. (Id. at ¢ 5;
Campbell Aff, Ex. B, p. 11 1l 14-22).  The IAT Group’s corporate functions are located in
North Carolina. (Campbell Aff., Ex. B, p. 1411 11-13).

The employees for all of the insurance companies, including those who do work
associated with Harco, are employees of McM Corporation (“MeM™). (Campbell Aff,, Ex. A, p.
24 11. 14-15). None of the insurance companies, including Harco, have any employees. All
decisions and actions taken on behalf of Harco are taken by employees of McM. (Id. at pp, 24-
251 1-10).

IAT purchased Harco effective November 30, 2001 from Navistar Financial (“Navistar”),
Harco’s previous parent. (Stephano Aff. 9 6). Prior to that date, all employees who performed
work for Harco were employees of Navistar. (Id.). On the date of JAT’s acquisition of Harco,
all Harco-related Navistar employees were terminated. (Id.). On the following day, those
employees became employees of MCM corporation. (Id.).

At the time of IAT’s purchase of Harco, Harco operated primarily from its Illinois office
selling trucking insurance. (Stephano Aff. § 7). But, after the acquisition, Harco’s corporate
functions were transferred to Raleigh, North Carolina. (Campbell Aff, Ex. B, pp. 335-336 1L

12-3). On the date of acquisition, Stephen Stephano, the President of each of the TAT Group
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subsidiaries and a resident of Raleigh, became Harco’s CEO. (Stephano Aff. §9 9, 12). Michael
Blinson in Raleigh was named Secretary. (Id. at €9 11-12). David Pirrung in Raleigh became
Treasurer later in May 2002. (Id. at § 10). David Kimpel in Illinois was named Harco’s CFO.
(1d.). Stephano, Pirrung and Blinson all work from Harco’s Raleigh office. (Id. at § 12).

While some business functions remained in Illinois, the primary business functions were
transferred to Raleigh. (Campbell Aff,, Ex. B, pp. 335-336 1L 12-10, 572-573 1l. 22-13).
Stephano immediately began exercising executive authority. (Id. at pp. 573-574 11. 22-13). In
May 2002, the Raleigh office began handling investments and accounting for investments.
(Stephano Aff. § 10). While Kimpel continued to handle many of the functions related to
finance, treasury and accounting, he reported to Blinson in Raleigh. (Id.). Over time, much of
Kimpel’s work transferred to Raleigh. Harco’s ledger system and investments systems were
moved to Raleigh in 2003. (Id.). Harco’s corporate secretarial work and corporate legal work is
handled in Raleigh. (Id. at § 11). IT and human resources functions are based in Raleigh, (Id. at
9 11). Regulatory work is handled by employees in Illinois and North Carolina. (Id.). Harco
maintains bank accounts in North Carolina and Illinois as well as other states. (Campbell Aff,,
Ex. A, p. 383 1l. 15-23; Pirrung Aff. § 6). In its Annual Statements filed with the Illinois
Department of Insurance, Harco has identified lllinois as its statutory home office and main
administrative office for all years since the purchase. (Campbell Aff., Ex. C).

II. Harco’'s Involvement with CBC.

In late December 2001, Harco’s reinsurance unit located in Rolling Meadows was
approached by a broker to take a small position as a reinsurer in the CBC business. After

investigating the opportunity, Harco agreed to be a reinsurer for the 2002 treaty year.’

* While Harco incurred losses related to its participation in the CBC program in 2002, those losses are not the
subject of the suit against Grant Thornton. Harco did not rely upon the Grant Thornton audited financial statements
when it made the decision {o participate in the CBC program as a reinsurer in 2002.
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In October 2002, the President of CBC approached Stephano and asked if one of the IAT
companies would be interested in taking over as the issuing carrier for 2003. (See, e.g.,
Campbell Aff,, Ex. D, pp. 46-48 1I. 11-15). Stephano had two of his top executives investigate
the opportunity: Ken Coon, the Director of the IAT Specialty Unit and Senior Vice President for
several IAT companies, located in Omaha, Nebraska and Pirrung, from Raleigh, who was the
Vice President and Treasurer of each of the insurance units. (Id.; Pirrung Aff. §8). Coon and
Pirrung traveled to Reading, Pennsylvania, met with key people at CBC, obtained two GT audit
opinions of CBC’s financial statements for years ending 2000 and 2001, and generally
investigated the opportunity. (See, e.g., Campbell Aff., Ex, D, pp. 46-48 11.11-15).

Coon and Pirrung returned, respectively, to Omaha and Raleigh and performed a detailed
review of the two GT audit opinions. (Campbell Aff,, Ex. D, pp. 47-48 11. 23-15; Ex. A, pp. 124-
125 11. 8-21). Stephano also reviewed the opinions in Raleigh. (Campbell Aff,, Ex. B, p. 353 11
5-18). After further investigation and consultation, and in reliance on the information contained
in the audited financial statements, Stephano made the decision that Harco would become the
issuing carrier for CBC for 2003. (Campbell Aff., Ex. B, p. 137 1l. 10-17, pp. 272-273 11. 6-4).
Harco was chosen because it was the only company in the IAT Group with a treasury listing that
would allow it to write INS and federal court bonds. (Campbell Aff., Ex. D, p. 404 11. 10-12). In
further reliance on the GT audited statements, Stephano made the decision to retain 25% of the
risk and to reinsure the remaining 75% with unaffiliated reinsurers. (Campbell Aff., Ex. B, pp.
350-354 1L 22-20).

Effective January 1, 2003, Harco and CBC entered into a Program Administrator
Agreement (“PAA”), which set forth the rights and responsibilities of both parties. (Campbell

Aff., Ex. E). Specifically, the PAA required that CBC provide annual audited financial
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statements to its issuing carrier. (Id.). Pennsylvania law governed the contract. (Id.). The PAA
identified Harco’s principal place of business as Rolling Meadows, Illinois.” (Id.).

Harco monitored the CBC business from Raleigh and Nebraska. Pirrung, in Raleigh, was
the day to day contact person with CBC, while Coon, in Nebraska, was responsible for
overseeing the program. (Campbell Aff., Ex, D, pp. 35 1. 6-14, 80 1. 11-19). On a monthly
basis, CBC transmitted reports to Pirrung, which allowed Harco to monitor the penal liability of
bonds written, the amount CBC was required to deposit in the Build Up Fund account and the
premium amounts due to Harco. (Campbell Aff., Ex. A, pp. 663-665 Il. 2-6; Pirrung Aff. 4 7).
The reports were also transmitted to administrative employees in Rolling Meadows so that the
information could be entered into Harco’s systems. (Id.). The Rolling Meadows employees
were also involved in the licensing and regulatory functions of the program. (Campbell Aff., Ex.
A, p. 529 11, 15-20, Ex. D, pp. 34-35 1L 22-2). They worked with state departments of insurance
to license bail bond agents and received and transmitted regulatory correspondence about the
program to Pirrung in Raleigh for handling. (See, Campbell Aff., Ex. T; Ex. A, pp. 303-304 1L,
25-8). CBC also sent premium payments for the program to Harco’s Rolling Meadows office.
(Campbell Aff., Ex. G, pp. 121-122 1. 19-16). CBC wrote bonds on Harco paper in states
throughout the country, including North Carolina. (Pirrang Aff. §§ 5, 7). Below is a listing of
the five states for which there was the largest penal liability written and the largest amounts paid

to courts by Harco on CBC bonds. (Id. at % 7).

* Harco has also filed certain pleadings for various bail bond and other matters related to the CBC program, which
identify Roiling Meadows, Harco’s statutory domicile, as its principal place of business.
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STATE PENAL LIABILITY AMOUNT PAID
CA $122,512,469 $11, 586, 951
CT $49.872,761 $4,938,100
NC $90,423,427 $15,162,614
NJ $502,602,020 $27,841,772
PA $85,707,900 $2,716,274

CBC did not write any Harco bonds in Illinois, and Harco paid no losses to that state. (Id. at q
3).

In early 2004, Harco paid its first loss on CBC bail bonds as an issuing carrier.® (Pirrung
Aff. 7 4). This loss was sustained in North Carolina when the North Carolina Department of
Insurance seized Harco’s statutory deposits from its North Carolina trust account for bonds
written and breached in North Carolina. (Id.; Campbell Aff., Ex. A, p. 382 11. 10-19).

Harco participated with other carriers in establishing Surety Administrators, Inc. (“SAI),
which was formed to perform the run off of CBC bonds. Harco, through SAI, paid losses in
thirty-eight states. (Pirrung Aff. § 5). Harco paid more losses in North Carolina than in any
other state, except New Jersey. (Id.; Campbell Aff., Ex. A, p. 843 11. 9-14). Funds that were
ultimately used to make the payments came from several sources. (Pirrung Aff. 1 6). Some
funds came from an IAT Goldman Sachs account in New York, (Id.). They were transferred to
an IAT account at Harris Bank in Illinois and then to a Harco Northern Trust account in Illinois.
(Id.). From those accounts, the funds were transmitted to an SAI Wachovia Bank account in
Reading, Pennsylvania where payments were made to courts and others involved in the

mitigation effort. (Id.; Campbell Aff., Ex. B, pp. 412-413 1. 22-25). Finally, funds from a

® Harco paid a loss in October 2003 as a reinsurer of the 2002 freaty year. Again, Harco is not seeking in this
lawsuit any damages arising out of its role as a reinsurer for 2002.
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Harco BB&T account and from a Harco Wachovia account, both in North Carolina, were used to
make some payments. (Pirrung Aff. 7 6).

All of the financial decisions made as a result of the losses incurred by Harco on the CBC
program have been made by Stephano, Coon, Pirrung and other McM employees.  (See e.g.,
Campbell Aff., Ex. A, pp. 358-360 11. 23-13, 378-380 11. 15-3, 887 11. 17-24; Ex. D, pp. 96 1. 15-
22,102 11 9-19, 103 L. 21-24).

Iii. GT1°s Involvement with CBC.

GT is an LLP organized and existing under the laws of the state of THinois. (Campbell
Aff, Ex. J. 1 1. GT has fifty offices in the United States, including offices in Wake County,
North Carolina. (GT Answer to Compl. § 2). GT regularly conducts business in North Carolina
and Pennsylvania. (Id.; see also Campbell Aff., Ex. ).

In May 2001, CBC entered into a relationship with GT whereby GT agreed to audit
CBC’s balance sheet as of December 31, 2000. (Campbell Aff., Ex. H). GT later agreed to audit
CBC’s financial statements as of and for year ended December 31, 2001. (Campbell Aff,, Ex. J,
§ 3). GT’s Philadelphia, Pennsylvania office conducted both audits of CBC. (Id. at 9 4, 5).
The auditors who performed the audit worked in the GT Philadelphia, Pennsylvania office. (Id.
at 4 6). There was no auditor on the engagement team for either year that was licensed in
Ilinois. (Campbell Aff,, Ex. ).

Argument

GT claims that Illinois law applies to this case because Harco’s alleged headquarters are
in lllinois and, therefore, the economic impact to Harco in this matter occurred in Illinois. (See
GT’s Mot. to Stay p. 4; GT’s Resp. Br. in Oppn to PL.’s Mot_. for Leave to File Its Second Am.
Compl. n. 2). However, Illinois has no connection to the audit that GT performed for CBC or the

auditors who performed the audit. Further, [linois has very little connection with Harco’s
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