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Criminal Adjudication Final Upon
Sentencing Under Fraud Exclusion
Notwithstanding Appeal
A New York appellate court has affirmed a trial court’s application
of a fraud exclusion and order requiring the insured to reimburse
defense costs where the insured had been convicted and
sentenced for fraud, holding that the insured’s pending appeal
did not change the finality of the criminal judgment. Dupree v.
Scottsdale Ins. Co., 2015 NY Slip Op. 05405 (N.Y. App. Div. Jun.
23, 2015).
An insured chief investment officer (CIO) was indicted for
conspiracy to commit bank fraud, bank fraud, and making false
statements. In a subsequent coverage action, the trial court issued
a preliminary injunction directing the insurer to pay for the CIO’s
criminal defense under the company’s D&O policy. When the CIO
was convicted and sentenced, the insurer sought to be relieved of
any defense obligations on the basis that the policy contained a
fraud exclusion that was triggered upon a “final judgment against
its insured.” The lower court agreed with the insurer and vacated
the preliminary injunction notwithstanding an ongoing appeal of the
criminal conviction.
continued on page 9

Material Misrepresentations in
Application Preclude Coverage for More
Than $2 Million Embezzlement
The United States Court of Appeals for the Eleventh Circuit,
applying Alabama law, has held that a policy providing crime
coverage does not afford coverage to an insured for its employee’s
embezzlement of more than $2 million because of material
misrepresentations in the policy’s application. Scottsdale Indem.
Co. v. Martinez, Inc., 2015 WL 38223728 (11th Cir. June 22, 2015).
The insured is a building-maintenance company. In 2004, the
insured hired an individual, who later became the insured’s CFO
and CEO, to handle the company’s financial accounting, including
overseeing the insured’s bank accounts. The individual was fired
in 2011 after the owner of the insured company discovered that the
CFO/CEO had embezzled more than $2 million from the company’s
bank accounts for personal use by writing checks to herself and
using the company’s petty cash for personal purchases.
continued on page 9
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Dishonesty Exclusion Bars Coverage
for Claim Alleging Fraudulent
Inducement to Extend Loan
Applying New York law, the United States District Court for
the Northern District of New York has held that a dishonesty
exclusion bars coverage for a claim alleging that a law firm
representing the sellers of an inn fraudulently induced the
underlying claimants to extend a loan to the inn’s purchaser.
Lewis & Stanzione v. St. Paul Fire & Marine Ins. Co., 2015 WL
3795780 (N.D.N.Y. Jun. 17, 2015).
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The underlying claim included a single count against
the law firm’s named partner for fraud. Specifically, the
13 Speeches & Events
underlying claimants alleged that the attorney was aware
of representations made to the sellers of an inn regarding
the inn purchaser’s ability to make loan repayments. The claimants contended that the attorney was
simultaneously aware that the purchaser was indigent, but nonetheless aided and abetted the sellers’
fraud that induced the claimants’ extension of a loan to the purchaser so as to profit from mortgage
proceeds, resulting in the claimants’ multimillion loss in foreclosing on the purchaser’s defaulted loan. The
law firm’s E&O insurance policy barred coverage for claims “[a]rising out of any dishonest, fraudulent,
criminal or malicious act, error, omission or ‘personal injury’ committed by, at the direction of, or with the
knowledge of an insured[.]” After the insureds tendered the underlying claim for
continued on page 10

Delaware Chancery Court Rejects Proposed Merger
Settlement Emphasizing Need for Case-Specific Assessment of
Settlement Consideration and Attorneys’ Fees
On July 8, 2015, Vice Chancellor Laster of the
Delaware Chancery Court rejected an unopposed
motion for a final settlement and attorneys’ fees in
a case challenging a merger transaction. Acevedo
v. Aeroflex Holding Corp., CA No. 7930-VCL (Del
Ch. July 8, 2015).
The proposed settlement consisted of
supplemental disclosures and two deal
modifications, the reduction of a termination fee
from $32 million to $18 million and the reduction
of the matching rights period by one day. The
seller, however, did not receive any final topping
bid, and plaintiff’s counsel conceded that they
found no evidence of any conflict in connection
with the transaction. The court acknowledged that
this is the type of settlement that courts “have
long approved on a relatively routine basis.”
However, Vice Chancellor Laster questioned
the value of the settlement consideration and
ultimately concluded that the relief obtained was
insufficient to support the “intergalactic” or “broad
class-wide release that extinguish[ed] all claims
against” defendants that the parties had sought.
PAGE 2

In rejecting the proposed settlement and plaintiff’s
fee award of $825,000, Vice Chancellor Laster
provided important guidance on assessing
the value of therapeutics-only settlements and
the accompanying claims for a plaintiff’s fee
award. Vice Chancellor Laster emphasized
the importance of context in valuing settlement
consideration and fee awards. In the hearing, he
focused extensively on the deal modifications,
observing that this relief did not match the alleged
problems with the merger and that plaintiff “fixed
something that didn’t need fixing . . . and [argued]
that it’s worthy of a release and fee.” He noted
that this relief might “be worth something to
someone” but it had little to no value here. Thus,
with respect to a proposed fee award, plaintiff
could not simply rely on formulas or guidelines set
forth in prior cases.
While plaintiff argued for a significant fee
award for the deal modifications based on In
re Compellent Technologies, Inc. Shareholder
Litig., 2011 WL 6382523 (Del. Ch. 2011), Vice
continued on page 8
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Equitable Subrogation Allows Excess Insurer to Recover
Settlement Contribution from Later Insurer After Proper
Policy Period Is Determined
A California federal court permitted an excess
D&O liability insurer to pursue equitable
subrogation against a later excess carrier
to recover its contribution to a settlement of
securities litigation after a finding that the
securities litigation was first made during the later
carrier’s policy period. Genesis Ins. Co. v. Magma
Design Automation, Inc., 2015 WL 4128986 (N.D.
Cal. July 8, 2015).
The insured purchased claims-made D&O liability
policies from the same primary insurer for the
2003-04 policy period and the 2004-06 policy
period. The first excess carrier for each period
was different. The insured provided a copy of
a patent infringement lawsuit to the 2003-04
carriers as a notice of circumstances. During the
2004-06 policy period, the insureds’ shareholders
filed a securities class action against the
company. The primary insurer determined that
the earlier patent infringement lawsuit served as

a notice of circumstances to which the securities
litigation related, implicating coverage under the
2003-04 primary policy. The 2003-04 excess
insurer disagreed with the primary insurer’s
treatment of the patent infringement lawsuit as
a notice of circumstances and denied coverage
under the 2003-04 excess policy. The 2004-06
excess insurer agreed that the securities litigation
and later filed derivative actions were properly
treated as claims first made during the 2003-04
policy period and also denied coverage. While
coverage litigation was pending, the securities
litigation settled. The primary insurer paid its $10
million limit toward settlement and the 2003-04
excess insurer paid $5 million of its limit toward
the settlement, subject to its right to recoup.
Prior rulings in this long-running coverage
litigation from the United States Court of
Appeals for the Ninth Circuit established that the
continued on page 11

Financial Institution Bond Bars Coverage for Loss Not
Resulting Solely from Duties of Outside Investment Advisor
The New York Supreme Court Appellate Division
has held that a financial institution bond barred
coverage for loss that did not result solely from
the dishonest acts of an outside investment
advisor. Jacobson Family Inv., Inc. v. Nat’l Union
Fire Ins. Co. of Pittsburgh, PA, 2015 WL 3767850
(N.Y. App. Div. June 18, 2015).
The insured asset manager sought coverage
under a financial institution bond for losses
sustained as a result of the dishonest acts of
Bernard L. Madoff. The insured contended that
the losses were covered under Rider 14 of the
bond, which provided coverage for “loss resulting
directly from the dishonest acts of any Outside
Investment Advisor, named in the Schedule
below, solely for their duties as an Outside
Investment Advisor.” Madoff was listed as an
outside investment advisor, and the insured asset
manager disclosed that Madoff managed over
$120 million in assets for it.
The court held that the losses resulting from
Madoff’s dishonest acts were not covered for two
© 2015 Wiley Rein LLP | www.wileyrein.com

reasons. First, the court held that Madoff’s acts
did not trigger coverage under Rider 14 because
Madoff was not acting solely in his capacity as an
outside investment advisor. When committing the
dishonest acts, Madoff was acting as a securities
broker and an outside investment advisor to
the insured as evidenced by the insured’s claim
for compensation under the Securities Investor
Protection Act for Madoff’s theft of assets as a
securities broker. Because the insured could
not separate whether Madoff’s activities as an
outside investment advisor or his activities as a
securities broker resulted in the insured’s losses,
it could not meet its burden to prove that the
losses were covered under Rider 14. Second,
the court held that an exclusion barred coverage
for the losses. The exclusion precluded coverage
for “loss resulting directly or indirectly from any
dishonest or fraudulent act or acts committed by
any non-Employee who is a securities . . . broker.”
The court held that Madoff was a non-employee
and that he was a registered broker-dealer at all
relevant times.
PAGE 3

Court Applies Subjective Standard to Prior Knowledge
Exclusion
In an unpublished decision applying Maryland
law, a federal court has held that a subjective
standard should be applied to determine whether
a prior knowledge exclusion applies to preclude
coverage for a matter. McDowell Building, LLC
v. Zurich American Ins. Co., 2015 WL 1656497
(D. Md. April 13, 2015). The court also held that
while Section 19-110 of the Insurance Article of
the Maryland Code does not apply to notices
of circumstances, Section 19-110 does require
insurers to establish prejudice to deny coverage
under claims-made-and-reported policies on late
notice grounds.
The insurer issued a professional liability
insurance policy to the insured, which was
hired by a real estate developer to complete
applications for tax credits in connection with a
building project. The insured later discovered
that no application had been filed and the state

historical trust advised that it was too late at that
point to file the application for the tax credit. As a
result, the real estate developer filed suit against
the historical trust and its accounting firm. A cross
claim was also filed by an individual against the
insured in June 2006, but that claim was stayed
pending the outcome of the case against the
trust.
In May 2009, the accounting firm also filed a
cross-claim against the insured and in June 2009,
the insured notified the insurer of the matter. In
September 2010, the accounting firm’s claims
were settled, pursuant to which the insured did
not pay anything. The real estate developer’s
case against the trust also proceeded to trial
in September 2010, and the court found that
the developer failed to prove that it had filed its
application for the tax credit. At that time, the
continued on page 10

Bad Faith Action to Go To Jury
A California federal court has denied crossmotions for summary judgment and held that
issues of material fact remained as to whether
an insurer should have settled a case for less
than its policy limit and as to whether it filed an
interpleader action in bad faith. Doublevision
Entm’t, LLC v. Navigators Spec. Ins. Co., 2015
WL 3919587 (N.D. Cal. June 25, 2015).
An insured escrow agency was sued for
breaching various duties to its client by allegedly
mishandling escrow funds. The escrow agency
tendered its defense to its E&O carrier, which
accepted the defense. The claimant, a film
producer, made an initial settlement offer of
$245,000 pursuant to California Code of Civil
Procedure Section 998, which imposes penalties
on a party that refuses a written settlement offer
and fails to ultimately achieve a better result than
that offer. The insurer did not accept the offer.
Subsequently, the escrow agency went into
receivership after it faced multiple other claims
related to the mishandling of its escrow business.
The insured’s defense counsel believed that the
other claims put the insured at an increased risk
of an adverse verdict. The insured’s defense

counsel recommended that the insurer settle
for $300,000, but there was no evidence that
the insurer considered whether to make that
settlement offer. Because the insurer faced
multiple claims against the policy, the insurer
then filed an interpleader action and deposited
the balance of the policy limit, $466,358.48, with
the court. The court overseeing the interpleader
action reserved $49,000 for the film producer.
The film producer then won a judgment against
the escrow agency for $1.5 million. The escrow
agency assigned its rights under the policy to the
film producer, which brought an action for bad
faith against the insurer.
In the ensuing bad faith action, the court denied
in pertinent part cross-motions for summary
judgment by the carrier and the film producer,
holding that issues of material fact remained.
The film producer argued that the filing of
the interpleader action was in bad faith. The
court held that “when an insurer institutes or
prosecutes an interpleader in bad faith and as a
way to relieve itself of the burden of conducting
a defense, then the insurer may be liable for the
tort of bad faith refusal to defend the insured.”
continued on page 11
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Summary Judgment Premature Where Insurer Reserved
Rights Under Capacity and Equity Interests Exclusions
Applying New York law, a New York appeals
court has affirmed denial of a policyholder’s
motion for summary judgment as premature,
where questions of fact remain regarding the
applicability of capacity and equity interests
exclusions to claims against a policyholder
attorney. Law Offices of Zachary R. Greenhill
P.C., v. Liberty Ins. Underwriters, Inc., 128 A.D.3d
556 (N.Y. App. Div. May 21, 2015). In so doing,
the court determined that the insurer did not
breach its duty to defend by defending subject to
a reservation of rights.
The insurer issued a lawyers professional liability
insurance policy to the insured law firm. The
policy included an exclusion precluding coverage
for “any claim arising out of [the policyholder’s]
services and/or capacity as . . . an officer,
director, partner, trustee, manager operator, or

employee of an organization other than that of
the name insured . . . .” (Capacity Exclusion). The
policy also provided that: (1) “[i]f a person insured
under this policy owns, along with his or her
spouse” a ten percent or greater equity interest
in an organization and “simultaneously provides
professional legal services with respect to such
an organization,” the policy “will provide no
coverage to that person for any claims that result
therefrom”; and (2) “[i]f the collective equity
interest of” the insureds in an organization,
including spouses of insured persons, is at
least thirty-five percent, “and any person
simultaneously provides professional legal
services with respect to such an organization,
this policy will provide no coverage to any person
insured or to the named insured for any claims
that result therefrom” (Equity Interests Exclusion).
continued on page 12

No Coverage for a Lawsuit Filed Two Years after the
Expiration of a Claims-Made-and-Reported Policy
Applying California law, a federal district court has
held that there is no coverage under a claimsmade-and-reported policy for a legal malpractice
suit that was filed two years after the expiration of
the policy period and reported to the insurer two
years later. Petersen v. Arch Ins. Co., 2015 WL
3968590 (C.D. Cal. June 30, 2015).
In May 2009, a client retained the insured
attorney to bring a civil rights lawsuit. The
attorney missed several filing deadlines, which
led to the dismissal of the suit. The dismissal was
upheld on appeal in January 2012.
In May 2012, the client filed a malpractice suit
against the attorney, and the court entered a
default judgment in favor of the client in January
2014. During post-judgment proceedings, the
client learned that the attorney had purchased a
claims-made-and-reported professional liability
policy for the period of May 20, 2009 to May 20,
2010. In November 2014, the client assigned the
default judgment to a third party, who then sought
coverage under the policy.
In granting the insurer’s motion to dismiss,
the court held that no malpractice claims were
© 2015 Wiley Rein LLP | www.wileyrein.com

asserted against the attorney or reported to the
insurer during the policy period, as required by
the language of the policy. The court rejected all
of the assignee’s arguments to the contrary. First,
the court held that this case did not present the
sort of unique factual circumstances that warrant
application of the “equitable excuse” rule. The
court observed that, unlike a case where a claim
is made against an insured mere days before
the expiration of the policy, the malpractice suit
here was filed two years after the policy expired
and was not reported to the insurer until two
years later—a delay of years, not hours. Second,
the court held that the “idle act rule”—which
excuses a party from performing a condition
precedent to a contract when such performance
would be futile or would cause further harm—did
not apply. According to the court, although the
client’s appeal was not resolved until 2012, the
attorney’s malpractice “was complete and final”
upon the missing of the deadlines, such that the
client could have sent a demand letter in 2009,
which would have constituted a “claim” under the
policy. Finally, the court rejected the assignee’s
continued on page 13
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