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The past year saw both decisions that reaffirm certain time-honored principles of
fidelity law and decisions that threaten other, similarly longstanding principles. Some of
the past year’s significant reported decisions are discussed below.

The concept of “direct loss” was a particularly fertile area for decisions last year.
Citizens Bank, N.A. v. Kansas Bankers Surety Co.,” addressed “direct loss”
appropriately. The issue presented in Citizens Bank was whether a “Financial
Institution Crime Bond” covered a judgment a third party recovered against the Insured,
arising from theft of trust assets.

The Bond covered loss resulting “directly from ... theft ... or larceny, committed
by a person present in an office or on the premises of the insured, while the Property is
lodged or deposited within the offices or premises of the Insured.”

Citizens Bank involved a trustee who deposited checks drawn on a trust into his
personal account. The bank allowed these transactions (which were physically carried
out by an employee of the trustee) in reliance solely upon the trustee’s oral
representations that the settlor had given him a loan out of trust assets. When the
trust’s attorney learned of the transactions, the trustee’s powers were revoked and a
new trustee was appointed. The new trustee sued the bank, alleging that the bank
violated state statute by deviating from ordinary banking standards in accepting the
checks. He recovered a judgment against the bank of approximately $1.2 million.
When the Insurer refused to cover the Bank’s loss, the Bank sued.

The Kansas Supreme Court held that a payment the Bank may be required to
make to a third party is not a “direct loss” under the Bond. The Court’s analysis focused
upon the bond as “property insurance”. In order to obtain coverage, the Bank had to
sustain a loss of property resulting from theft. The Court held that the Bank did not
sustain any loss of property until it paid the judgment in the trustee’s favor, which is not
the same as the loss of property resulting directly from a theft committed on the Bank’s
premises.>

As a collateral matter, the Court also held that coverage did not exist because
the trustee (the thief) was not on the bank’s premises when the thefts occurred (the
transactions were carried out by an innocent employee of the trustee).*

Simon Marketing v. Gulf Insurance Co.% is similar. This case involved facts with
which the reader may be familiar from news accounts. Simon handled promotions for
McDonald’s, such as Monopoly and Who Wants to be a Millionaire. A security agent for
Simon, who was responsible for seeding winning game pieces around the country,
conspired with accomplices to obtain and remit the winning game pieces. $21 million in
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winning game pieces were stolen and turned in by members of the conspiracy, with the
security agent receiving kickbacks from the “prize-winning” co-conspirators.

Simon claimed that, as a result of this theft, its business was devastated. It
made a claim against its bond for the “complete loss of its business” (in excess of $60
million) and out-of-pocket costs of $38.6 million in winding down, plus costs to settle
third-party litigation, defense costs, and lost insurance proceeds that it used to settle
third-party litigation. The bond contained standard language insuring for loss resulting
directly from theft.

As the Kansas court did, the California court focused on the bond as “property
insurance” and held that coverage did not exist for any aspect of Simon’s claim. It
stated that “direct loss” means direct loss to property, i.e., physical damage to insured
property. Since Simon did not suffer any direct loss of property as a result of the game
pieces (other than the actual, nominal value of the pieces themselves, which Simon did
not seek to recover), coverage did not exist.® “Not every dishonest act of an employee
is an insured loss under a contract of property insurance.””

While the Citizens Bank and Simon decisions are consistent with basic fidelity
principles of “direct loss”, three other decisions were not so kind. Graybar Electric Co.
v. Federal Insurance Co.,% out of Missouri federal court, is diametrically opposed to the
two decisions discussed above.

In Graybar, a contract between Graybar and another company named “Office
Innovations” contained the forged signature of Graybar’s district vice president. The
forgery was perpetrated by an employee of Graybar who was trying to make the deal
with Office Innovations and who presumably would benefit if the deal happened.
Graybar ultimately denied entering into the agreement with Office Innovations and
refused to perform under the forged contract.

Office Innovations sued Graybar. The case was settled by Graybar paying
nearly $1.8 million to Office Innovations and another $400,000 to a financer of Office
Innovations. Graybar sought reimbursement for this payment under its D&O coverage
and under its fidelity insurance, called an “Executive Protection Policy”. The D&O policy
did, in fact, cover part of the loss, but the fidelity insurer disclaimed.

The “Executive Protection Policy” provided coverage for “direct losses of Money,
Securities, or other property caused by Theft or forgery by any Employee of any Insured
acting alone or in collusion with others.” The Insurer disclaimed on the ground that

Graybar’s payments to settle the litigation were not covered “direct losses”.™
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The court held that, under Missouri law, payments to third parties can be “direct”
losses under a fidelity bond. In Missouri (and other jurisdictions), whether a loss is
“direct” is determined via a “proximate cause” analysis."’ This court said that, under
such an analysis, there is no reason that payments to third parties cannot be losses
proximately caused by theft or forgery.”? It noted that the bond did not contain any
language excluding losses paid to third parties.” The court concluded that, in the
absence of such clear exclusionary language, the payments made by Graybar to Office
Innovations and its financer were proximately caused by the forgery and thus were
covered losses.™

First National Bank v. Cincinnati Insurance Co."® similarly construed “direct loss”
in a broader sense than intended by fidelity insurers. This case concerned the not-
unusual circumstance of an auto dealer obtaining loans on the basis of forged
documents. Specifically, the dealership had a relationship with the insured bank
whereby the dealer would present to the bank leases signed by the dealer’s customers,
and the bank would finance the dealer’s purchase of the vehicle that was the subject of
the lease, with the dealer giving the bank a note, an assignment of the lease payments,
and a security interest in the vehicle.

Of course, things did not always work out as anticipated. The dealer fabricated
lease agreements for vehicles and transactions that did not exist and altered the terms
of valid leases, forging the customers’ signatures on to the fabricated/altered lease
form. He then submitted the phony documents to the bank and obtained loans for cars
that did not exist (fabricated leases) and larger loans than he required for legitimate
transactions (altered leases).

One of the arguments the Insurer made as the basis for denying coverage was
that the Insured’s loss did not result directly from the forgery, because in many
instances the underlying collateral did not exist. As the reader likely knows, the
argument continues that, even if the signatures on the documents were authentic, the
bank still would have sustained the loss on nonpayment because its security interests
would have been worthless as a result of the absence of the collateral. Thus, the loss
does not arise “directly” from the forgery; it arose from the Insured’s failure to confirm
the existence of the collateral.

Surprisingly, the Seventh Circuit rejected this well-established argument. It said
that the bond covered losses arising from the extension of credit in reliance upon forged
documents; and that this was precisely the type of loss the bank sustained. The
argument that coverage did not exist because of the lack of the underlying collateral, in
the court’s opinion, “ignores the practical reality of the situation; but for the forged
documents purporting to verify the existence of the collateral, credit would not have
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been extended in the first place, and there would have been no loss.”'® The court also
said that such an argument ignores the “plain language” of the insuring agreement,
which covered loss “by reason of’ the Bank “having ... extended any credit ... or
otherwise acted upon any ... document” that “proves to have been a forgery.”"’

It is interesting that, while the Seventh Circuit’s decision is keen on noting what
the Insurer's argument supposedly ignores, its own reasoning is based upon what
appears to be fundamental disregard for the key bond requirement that loss result
“directly” from the forgery. Focusing on the fact that credit would not have been
extended “but for” the forgery seems to be the wrong analysis. The key issue is
whether the loss resulted directly from the forgery, not whether the Insured extended
credit as a direct result of the forgery. The reason this distinction is important has been
discussed in many prior decisions: a fidelity bond is not credit insurance and does not
insure against bad business deals.” The mere fact that an insured extends credit in
direct reliance upon a forgery is not enough. The insured also is required to exercise
some type of due diligence to confirm the legitimacy of the transaction. Thus, the bond
requires that the loss result directly from the forgery. If the loss would have been
sustained irrespective of the forgery, due to the absence of the underlying collateral,
then in most (if not all) cases appropriate due diligence would have led the insured to
decline to enter into the transaction.

Another questionable decision that seemingly misapplied the concept of “direct
loss” is Union Planters Bank, N.A. v. Continental Casualty Co." Union Planters is a
case involving mortgage warehouse lending, which is an aspect of commercial lending
that has become one of the more treacherous areas for fidelity insurers. Claims arising
from mortgage warehouse lending often involve multi-million dollar losses.

In mortgage warehouse lending, a mortgage banker uses a significant line of
revolving credit with a bank (the “warehouse lender”) to fund mortgages the mortgage
banker issues to the home-buying public. The advances from the warehouse bank to
the mortgage banker are secured by the underlying loan documents: the mortgage,
note, and an assignment of the mortgage from the mortgage banker to the warehousing
bank. When the mortgage banker sells the mortgage in the secondary market, it repays
the warehouse lender. The bank is called a “warehouse” lender because the mortgages
are “warehoused” until they are purchased in the market by a “take-out investor”.?°

In “wet” warehouse lending, the warehousing bank extends credit to the
mortgage banker for a particular mortgage before the bank has the original mortgage
documents in its possession, usually relying upon faxes of those documents. The

'° Id. at 980.

' Id.
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original underlying loan and security documents are provided to the bank after the funds
have been advanced and the closing occurs. While proceeding in such a fashion allows
for the fluidity that the industry claims to require, the lack of original documents prior to
the advance of significant funds is eminently susceptible to fraud.

Union Planters involved a “double funding” scheme. The mortgage banker,
Greatstone, had one legitimate set of loan documents, for a legitimate set of
transactions. It thereafter created a duplicate, phony set of loan documents for the
same transactions, forging the signatures of the underlying borrowers on the note and
mortgage. The legitimate documents went to one warehouse lender, which funded the
legitimate transaction. The bogus, forged documents subsequently went to Union
Planters, which made a corresponding advance to Greatstone, believing that it was
funding the same transaction, when in reality its funds were being stolen by
Greatstone’s principals. After fraudulently obtaining $25 million from Union Planters,
Greatstone’s principals absconded with the money to Costa Rica.

One of the grounds the Insurer cited in denying the claim was that the loss was
not “direct” because the underlying collateral did not exist. Specifically, the collateral
that secured the advance — the assignment of the “mortgage” to Union Planters — had
no value because the real, valid mortgage already had been assigned by Greatstone to
the legitimate warehouse lender. The Sixth Circuit analyzed “direct loss” in terms of
‘proximate cause” and said that the losses were indisputably proximately caused by the
insured warehouse lender’s reliance on “a pool of forged collateral”.?’

The court did not address prior cases holding that a loss is not “direct” if the
collateral underlying the transaction does not exist. It did, however, attempt to
distinguish another recent warehouse lending decision, Flagstar Bank FSB v. Federal
Insurance Co.,?> on the ground that, in Flagstar, the collateral was worthless because
all of the borrowers were fictitious. Union Planters involved borrowers and properties
that actually existed. The import of this distinction for “direct loss” purposes is not clear.
In both cases, the underlying collateral was worthless from inception. In Union Planters,
even if the signatures on the notes and mortgages were legitimate, the loss still would
have been sustained because the mortgages could not be assigned to Union Planters,
having already been assigned to the “legitimate” lender.

In rejecting the “worthless collateral” argument, the Sixth Circuit also said “if the
loans had borne legitimate signatures, they would have had value”.?® If the fact that a
the loan document with authentic signatures would have had some nebulous, nhominal
value was relevant, then the notion that a loss is not “direct” because the collateral
securing the loan does not exist would never be a defense to the insurer. The true
“value” to be considered is the value of the security underlying the note.

1 |d. at 764.
22006 WL 3343765 (E.D. Mich. Nov. 17, 2006).
2 478 F.3d at 765.



A. in an armored vehicle, including loading and unloading
thereof;

B. in the custody of a natural person ... as a messenger of
the [Palm Desert], or

C. [not relevant here].

Coverage under this INSURING CLAUSE begins
immediately on the receipt of such Property by the natural
person ... and ends immediately on delivery to the premises
of the addressee or to any representative of the addressee
located anywhere.*®

The Insurer denied coverage on the ground that the money stolen from Palm
Desert was not “in transit” when stolen by Tri-State, and the court agreed.

The Insured argued that the money was “in transit” from the time Tri-State picked
it up at the local bank until the time it replenished the ATMs. The court rejected this
argument because it was an undisputed fact that the thefts occurred while the money
was at Tri-State’s office.** Under California law, cargo is not “in transit” when there is a
break in transit to perform work on the cargo.** Such was the case here, as Tri-State
performed work on the money (the cargo) at its office — either unbundling and sorting
money wired by its customers for deposit into ATMs or preparing money retrieved from
ATMs for deposit into its customer’s accounts. The court concluded that the money was
not “in transit” at the time of the thefts and upheld the Insurer’s denial of the claim.

Systems Design Corp. v. CNA Ins. Co.,*® which concerns the alter ego doctrine,
proved that good fidelity bond decisions can come out of New Jersey.

This case involved a small company, run by two men — Stockdale and Troutman.
Troutman was the President and minority shareholder; Stockdale was the Vice
President and maijority shareholder. They apparently had a falling out, and Troutman
allegedly took equipment, customer lists, computer programs, and client contacts from
the business. The Insured made a claim under its employee dishonesty coverage, and
the Insurer disclaimed coverage.

The decision does not quote the bond’s definition of “employee”, but it states that

the bond excluded loss resulting “from any dishonest or criminal act that you or any of

your partners commit whether acting alone or in collusion with other persons”.*’
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The New Jersey appellate court adopted the decision of the trial court, which
upheld the Insurer's denial of the claim on several grounds, including the conclusion
that Troutman should be considered to fall within the ambit of the alter ego doctrine. It
based this decision on the fact that Troutman was President of the Insured and was one
of the two principal shareholders. Even though Troutman was not, technically, a
‘partner”, the court said that Troutman was more than an employee, and analogized his
standing to that of a partner:

This is not a large publicly held corporation, but a small
closely held company, two people, basically a partnership
that [has] been incorporated. But it is the [c]ourt’s opinion
that Troutman was a partner in the business, he was a
shareholder and the coverage does not apply to him even
though he was the president of the company.*

The court also said that the mere fact that Troutman received W-2 wages did not,
in and of itself, mean that he could not be considered an alter ego of the Insured.*°

Another positive decision, on anti-stacking, came out of Pennsylvania. In JEP
Management, Inc. v. Federal Insurance Co.,”° the Insured sought coverage under two
separate bonds. Its first bond provided $5 million in crime coverage. As of June 1,
2002, that bond was replaced by a second bond that provided $2 million in coverage.
The second bond provided that the first bond terminated as of the inception date of the
second bond. The first bond contained typical anti-stacking language. While not
discussed in the opinion, these bonds were, apparently, either “discovery” or “claims
made” policies.

On July 22, 2002 (nearly two months after the inception of the second bond), the
Insured discovered that an employee had embezzled $7 million. It reported the loss to
the Insurer on September 18, 2002. The Insurer paid the $2 million limit under the
second bond, and the Insured sued for an additional $5 million (the limit of the first
bond) or, in the alternative, an additional $3 million, contending that the loss should
have been covered by the first bond and not the second.

The Pennsylvania court found the anti-stacking provisions to be unambiguous
and granted summary judgment to the Insurer. What is interesting about the decision is
the court’s rejection of the Insured’s attempt to rely upon the “doctrine of reasonable
expectations”. The court said that, under Pennsylvania law, the doctrine applies only to
ambiguous contract language and to non-commercial insureds: “The [Pennsylvania]
Supreme Court has identified only two applications for the doctrine of reasonable
expectations: protecting non-commercial insures from policy terms which are not readily
apparent; and protecting non-commercial insureds from deception by insurance

*®Id. at* 4.
* Id.
%0 2006 WL 2372961 (Ct. Common Pleas Phila. Cty. Aug. 8, 2006).
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agents.”' Because the Insured here was a commercial entity, and because the anti-

stacking language was not ambiguous, the court rejected the application of the doctrine
of reasonable expectations.

' Id. at *3.
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