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i. introduction

The takeover of a financial institution by a receiver affects the coverage
available under insurance policies that are in place at the time the receiver
is appointed. Generally, the two most important insurance contracts im-
pacted by a change in control after a bank failure are the bank’s financial
institution bond and the directors and officers liability policy. However,
similar principles apply to first- and third-party insurance contracts of
other types.

A financial institution as a going concern does not look to insurance to
improve its balance sheet. Insurance is a risk management tool designed
to protect against fortuitous losses and unexpected liabilities. That objec-
tive informs the actual and reasonable expectations of the bank and the
insurer at the time the policies are issued.

When a bank fails, a stranger to the policyholder relationship assumes
control. The charge of a receiver is to marshal assets and supervise the or-
derly liquidation of the institution. Insuring a failed concern under the
management of government officials represents a materially different
underwriting risk. Continuing insurance coverage after the bank discon-
tinues operations is not contemplated by the parties to the original policy-
holder relationship. As such, successor rights are generally fixed as of the
date of the takeover and derivative of those of the institution prior to that
time. Coverage is eliminated prospectively under the automatic termina-
tion provisions of financial institution bonds and directors and officers
liability policies.

As a general matter, the Federal Deposit Insurance Corporation
(FDIC) as receiver does not attain the status of an involuntary substitute
insured as to loss that is discovered or claims that are made after the time
the receiver is appointed. Nor should the FDIC achieve rights superior to
those of the institution at the time it assumes control. Nevertheless, the
receiver will frequently attempt not merely to preserve assets but to im-
prove on the position of the insured as of the date of closure.

In some areas, the FDIC can legitimately rely upon the shelter of fed-
eral law to, in effect, enhance its rights over those of the institution. In
others, there is reasonable debate as to whether arguments made by the
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FDIC to support claims for coverage in the past will succeed in the future.
In still others, there are practical obstacles to the FDIC’s ability to recoup
loss through insurance. It is inherently more difficult for the agency to in-
vestigate claims from secondhand sources less familiar to its employees as
opposed to those of the bank. Coverage must also be investigated quickly
to avoid a forfeiture given policy provisions that provide for lapse in the
event of a change in control.

In the case of a financial institution bond, the receiver stands in the
shoes of the insured institution as to loss that was discovered as of the
date of closure. Automatic termination provisions are triggered when
the bank fails. These provisions are designed to maintain the status quo
as to the institution’s coverage under the bond up until the date of the
receivership but eliminate coverage thereafter.

In the case of directors and officers liability insurance, the FDIC may
pursue insurance coverage claims in two diametrically opposed capacities.
On the one hand, as a successor, the FDIC may be entitled to the contin-
ued protection of third-party liability insurance. Coverage for third-party
claims brought against the institution prior to closure generally should
continue to apply. Post-receivership lawsuits that were the subject of
timely potential claim notices before the liability policy expired may also
be covered. On the other hand, the FDIC frequently appears as an adverse
claimant prosecuting claims against bank officers and directors under the
Financial Institutions Reform, Recovery and Enforcement Act of 1989
(FIRREA).1 Because of the materially changed conditions and underwriting
risks after bank failure, many liability policies contain provisions that limit
or exclude coverage after a receivership.

This article discusses the potential availability of liability coverage to
the FDIC as a defendant in cases prosecuted by depositors, creditors,
and other third parties after a failure. Common conditions or exclusions
are also discussed that apply when the FDIC appears as a plaintiff pursu-
ing FIRREA claims against former officers and directors.

ii. jurisdiction

A. Federal Court Jurisdiction and Removal

The authority of the FDIC to enforce the contracts of a failed financial
institution is established in the corporate powers provision of FIRREA.2

The statute establishes the right to “sue or be sued” on the contractual

1. Financial Institutions Reform, Recovery and Enforcement Act of 1989, Pub. L.
No. 101-73, 103 Stat. 183 (codified at various sections of 12 and 15 U.S.C.)
2. 12 U.S.C. § 1819(a) (2011).
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rights and obligations of the failed institution.3 The specific right to re-
cover under a policy based on claims that the institution may have had
as of the day of closure derives from 12 U.S.C. § 1821(d)(2)(A). This stat-
ute provides that the FDIC “succeeds to all rights, titles, powers, and priv-
ileges of the insured depository institution.”4 Under § 1819, most such
claims trigger federal subject matter jurisdiction and thus can be brought
in federal court.5 Claims brought by the FDIC are deemed to “arise under
the laws of the United States,” supporting federal question jurisdiction
whether the FDIC sues as a receiver or in any other capacity.6 Thus, a
previously broad “state action” exception applicable to claims brought by
the FDIC as receiver was eliminated in 1989 under FIRREA.7

Nevertheless, there is a jurisdictional modification provision under
§ 1819 that, at first blush, might lead to the conclusion that many post-
receivership coverage claims should be resolved in state court. Section
1819(b)(2)(D) establishes a more limited state action exception. Removal
to federal court may be challenged if all of its requirements are met. The
statute provides that any action

(i) to which the Corporation, in the Corporation’s capacity as receiver of a
State insured depository institution by the exclusive appointment by
State authorities, is a party other than as a plaintiff;

(ii) which involves only the preclosing rights against the State insured de-
pository institution, or obligations owing to, depositors, creditors, or
stockholders by the State insured depository institution; and

(iii) in which only the interpretation of the law of such State is necessary,

shall not be deemed to arise under the laws of the United States.8

Thus, federal question jurisdiction and removal may not lie. In order for
this exception to apply, all three conditions must exist.9 Thus, if the bank

3. Vill. of Oakwood v. State Bank & Trust Co., 539 F.3d 373, 378 (6th Cir. 1998) (quot-
ing 12 U.S.C. § 1819(a)).
4. Fed. Deposit Ins. Corp. v. St. Paul Cos., 634 F. Supp. 2d 1213, 1219 (D. Colo. 2008)

(quoting 12 U.S.C. § 1821(d)(2)(A)(i)) (FDIC “steps into the shoes” of the depository insti-
tution as to rights under a financial institution bond as of the day of closure).
5. 12 U.S.C. § 1819(b)(2)(A) (2011); Resolution Trust Corp. v. Fid. & Deposit Co. of

Md., 205 F.3d 615, 626 (3d Cir. 2000).
6. Demars v. First Serv. Bank for Sav., 907 F.2d 1237, 1241 (1st Cir. 1990) (discussing

addition of § 209 of FIRREA, which had previously eliminated suits by the corporation in
its capacity as a receiver from the broad grant of federal subject matter jurisdiction found
in the current statute).
7. Id. at 1241–42 (citing 12 U.S.C. § 1819(b)(2)(E) and providing that state action excep-

tion shall not be construed to limit right of the FDIC to invoke the jurisdiction of any U.S.
district court where the FDIC has been appointed receiver).
8. 12 U.S.C. § 1819(b)(2)(D) (2011).
9. See, e.g., In re So. Indus. Banking Corp., 872 F.2d 1257, 1260 (6th Cir. 1989); Fed.

Deposit Ins. Corp. v. Nichols, 885 F.2d 633, 636 (9th Cir. 1989).
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were a plaintiff in a preexisting state court coverage action brought before
a receivership, removal thereafter could be barred in some cases.

However, even if the financial institution is a defendant in a state
court coverage action that deals exclusively with state law questions, the
potential to remove exists. The state law exception is narrowly construed.
There is a presumption the agency is entitled to litigate in federal court.10

Even where the agency raises a colorable defense under federal law, such
as the D’Oench defense, codified at 12 U.S.C. § 1823(e) by FIRREA, the
state law exception does not apply.11 It is not uncommon for the agency
to raise § 1823(e) as a defense in coverage litigation, particularly in rescis-
sion cases.12

In addition, if the state action exception applies, there is still a potential
mechanism the FDIC relied upon before FIRREA was enacted to estab-
lish federal question jurisdiction. The FDIC can assign rights in its recei-
vership capacity to itself in its corporate capacity to prosecute claims.13

Arguably, the agency has no lesser right to assign insurance coverage or
other claims it may inherit as receiver for further prosecution in its cor-
porate capacity since the passage of FIRREA. As in any instance of forum
shopping, a court could look behind the assignment.14

In any case, post-receivership coverage actions will be prosecuted in
federal court in most cases unless the FDIC opposes federal jurisdiction.
Limitations on removal do not apply to lawsuits filed after closure. Even if
the underlying coverage dispute is governed exclusively by state insurance
law, when the FDIC is a plaintiff there is federal jurisdiction and the
agency has the right to initiate lawsuits in federal court.15

In some instances, the FDIC may calculate that state court is a more
favorable forum and file or continue the case in that venue.16 For example,
in Federal Deposit Insurance Corp. v. American Casualty Co. of Reading, Pa.,17

the FDIC successfully steered clear of the existing unfavorable Tenth Cir-
cuit precedent rejecting prior public policy attacks on regulatory exclu-

10. Reding v. Fed. Deposit Ins. Corp., 942 F.2d 1254, 1257–58 (8th Cir. 1991).
11. Id.; Diaz v. McAllen State Bank, 975 F.2d 1145, 1148–49 (5th Cir. 1992).
12. E.g., Fed. Deposit Ins. Corp. v. Oldenburg, 34 F.3d 1529, 1554 (10th Cir. 1994).
13. Nichols, 885 F.2d at 636–37; Fed. Deposit Ins. Corp. v. Braemoor Assocs., 686 F.2d

550, 552–53 (7th Cir. 1982).
14. E.g., Dweck v. Japan CBM Corp., 877 F.2d 790, 792 (9th Cir. 1989).
15. E.g., Resolution Trust Corp. v. Fid. & Deposit Co. of Md., 205 F.3d 615, 627 (3d Cir.

2000) (noting that most such coverage actions have been decided by federal courts).
16. E.g., Fed. Deposit Ins. Corp. v. Am. Cas. Co. of Reading, Pa., 843 P.2d 1285, 1290

(Colo. 1992) (garnishment action under directors and officers (D&O) liability policy);
Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Fed. Deposit Ins. Corp., 1990 WL 50721
(Tenn. Ct. App. Apr. 25, 1990), aff ’d, 837 S.W.2d 373 (Tenn. 1992) (coverage question cer-
tified by federal court for review by Tennessee Supreme Court notwithstanding that D’Oench
defense was involved).
17. 843 P.2d 1285 (Colo. 1992).
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sions in directors and officers liability policies.18 By pursuing the action
exclusively in Colorado state court, the agency successfully challenged a
regulatory exclusion under state law.19

In such instances, the carrier may consider removal at the outset of the
case if it deems the federal court for that district a more favorable forum.
However, the liberal removal allowed by FIRREA is a door that swings
only in one direction.20 As the First Circuit Court of Appeals recognized
in Federal Deposit Insurance Corp. v. Cabral, the broad and unusual removal
provisions of FIRREA are only intended for the benefit of the bank reg-
ulatory authorities.21 Normally, an insurer may only remove when it is a
defendant, at the inception of the litigation, when there is a recognized basis
to remove.22 Since federal question subject matter jurisdiction exists
under § 1819 whenever the FDIC is a plaintiff suing in any capacity, an
insurer will be able to remove a new coverage action brought by the
FDIC as receiver in state court if it so chooses.23

However, that removal right pales in comparison to that of the FDIC
under FIRREA. Under § 1819(b)(2)(B), the FDIC may remove a case in
which it is joined as a party, whether it is a defendant or a successor plaintiff
to the institution.24 Moreover, the agency is not constrained by the nor-
mal rule of removal within thirty days from filing of the initial pleading.25

The agency is afforded ninety days to remove from the time the suit is
filed or “the Corporation is substituted as a party.”26 This means the
FDIC can file an intervention motion in any state court coverage action
both long after the case is filed and long after it is appointed as receiver.27

As a result, the agency has successfully sought removal as late as the time
judgment has already been entered after trial.28 In a recent case, the
FDIC, as receiver for Washington Mutual, successfully removed a case
to federal district court after the underlying collection case had been
fully prosecuted and was pending on appeal before the Ohio Supreme
Court.29 The fact that diversity or federal subject matter jurisdiction

18. Id. at 1291, 1296 n.2 (Erickson, J., concurring and dissenting) (citing Fed. Deposit Ins.
Corp. v. Am. Cas. Co. of Reading, Pa., 975 F.2d 677 (10th Cir. 1992) (upholding regulatory
exclusion as not violating federal public policy)).
19. Id. at 1294–95.
20. Fed. Deposit Ins. Corp. v. Cabral, 989 F.2d 525, 526 (1st Cir. 1992).
21. Id.
22. Id.
23. Id. (citing 28 U.S.C. § 1441).
24. Id.
25. 28 U.S.C. § 1446(b) (2011).
26. 12 U.S.C. § 1819(b)(2)(B) (2011).
27. Buczkowski v. Fed. Deposit Ins. Corp., 415 F.3d 594, 595 (7th Cir. 2005); Heaton v.

Monogram Credit Card Bank of Ga., 297 F.3d 416, 425–26 (5th Cir. 2002).
28. J.E. Dunn Nw., Inc. v. Salpare Bay, LLC, 2009 WL 3571354 (D. Or. Oct. 26, 2009).
29. Fed. Deposit Ins. Corp. v. Beatley, 2011 WL 665448, at *5 (S.D. Ohio Feb. 11, 2011).
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was absent at the time of filing is irrelevant.30 Further, once the federal
district court assumes jurisdiction, its jurisdiction covers the entire case
and controversy.31

B. Exhaustion of Administrative Remedies

Another unique jurisdictional question that arises after the appointment
of a receiver is whether the administrative exhaustion procedures of
12 U.S.C. § 1821(d)(13) apply. The provision requires that claims that
seek to determine rights in the assets of the failed institution be prose-
cuted through the administrative claims allowance protocol.32 There is
limited authority on point. In practical fact, dozens of declaratory relief
actions against the bank regulatory agencies have been litigated to conclu-
sion with no indication the issue was ever raised.33 Yet, the potential de-
fense of waiver of the exhaustion requirement by the agency has only been
recognized in the case of actions that were already pending when the
receiver was appointed.34

In National Union Fire Insurance Company of Pittsburgh, Pa. v. City Sav-
ings, F.S.B., two financial institution bond insurers attempted unsuccess-
fully to sue for rescission in a declaratory relief action filed in federal dis-
trict court.35 The district court held that there was no jurisdiction in light
of the exhaustion provisions.36

The Third Circuit Court of Appeals affirmed. The court reasoned that,
because the bonds were assets of the failed institution and the rescission
actions sought to terminate the policies as assets of the institution, in ex-
change for a refund of premium, administrative exhaustion was re-
quired.37 Though the declaratory relief actions were essentially defensive
to the receiver’s proofs of claim under the bonds, the claim allowance pro-
tocol was held to apply and precluded filing in court.38

In light of this authority, the safest course of action in declining a
bond claim may be to file administratively and wait out the 180-day

30. Vill. of Oakwood v. State Bank & Trust Co., 481 F.3d 364, 368–69 (6th Cir. 2007).
31. Fed. Sav. & Loan Ins. Corp. v. Frumenti Dev. Corp., 857 F.2d 665, 666–67 n.1 (9th

Cir. 1988) (comprehensive federal jurisdiction arises as to all claims).
32. 12 U.S.C. § 1821(d)(13)(D) (2011).
33. E.g., Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 39 F.3d 633 (6th Cir.

1994) (interpreting regulatory exclusion in D&O policy); Am. Cas. Co. of Reading, Pa. v.
Fed. Deposit Ins. Corp., 16 F.3d 152 (7th Cir. 1994) (interpreting regulatory exclusion in
D&O policy).
34. Fed. Deposit Ins. Corp. v. Lacentra Trucking, Inc., 157 F.3d 1292, 1306–07 (11th

Cir. 1998).
35. 28 F.3d 376, 381 (3d Cir. 1994).
36. Id.
37. Id. at 388.
38. Id. at 390–93.
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disallowance period for resolving claims.39 However, several courts have
refused to follow City Savings. In National Union Fire Insurance Co. of Pitts-
burgh, Pa. v. Midland Bancor, Inc.,40 the district court initially dismissed a
rescission count based on failure to exhaust administrative remedies and
then reversed itself on a motion to reconsider under Rule 59.41 Compar-
ing the post-receivership claims allowance protocol to similar provisions
under the Bankruptcy Code, the court held that the procedure was limited
to claims by creditors seeking affirmative recoveries against the assets
of the defunct institution.42 Requiring an insurance company to pursue
“claims” that coverage was not available was held akin to requiring
the prosecution of affirmative defenses through the claims adjustment
procedure.43 Relying on the Tenth Circuit Court of Appeals decision in
Homeland Stores, Inc. v. Resolution Trust Corp.,44 the court noted the claims
allowance procedure was not intended to cover such actions.45 The court
concluded the City Savings court inadequately addressed due process
issues:

[t]he problem with applying such a rationale to a case such as this is that a
claim on the policy may be made against National Union by a party other
than the RTC [Resolution Trust Corp.]. In that situation, National Union
would be able to raise its defense, but would be unable to bring in all the par-
ties which have an interest in the policy. As a result, National Union would
face the prospect of piecemeal litigation and possible inconsistent judgments,
the very hazards that declaratory judgment actions are intended to avoid.46

Although this observation was legitimate, the district court overlooked
a significant difference between the policy before it and the bonds that
were the subject of City Savings. It could not be reasonably disputed
that the bonds were assets of the estate because the bank’s losses were in-
sured directly under the bonds. The bonds provided first-party insurance
coverage. However, the district court in Midland Bancor treated the direc-
tors and officers liability policy, a third-party liability policy, as a receiver-
ship asset. The court failed to consider that the Resolution Trust Cor-
poration (RTC) was an anticipated adverse third-party claimant and not
an insured.47 At best, there is an argument that administrative exhaustion
is required when an insurer contests its obligation to defend the FDIC as

39. See, e.g., Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Midland Bancor, Inc., 854 F.
Supp. 782, 787 (D. Kan. 1994) (maximum 180-day period expired after notice of rescission).
40. 869 F. Supp. 880 (D. Kan. 1994).
41. Id. at 888.
42. Id. at 885–86 (citing In re Parker N. Am. Corp., 24 F.3d 1145, 1148 (9th Cir. 1994)).
43. Id. at 866–67.
44. 17 F.3d 1269 (10th Cir.), cert den., 513 U.S. 928 (1994).
45. Midland Bancor, 869 F. Supp. at 887–88.
46. Id. at 887.
47. Id. at 884.
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to third-party claims for which it is potentially insured as a successor to
the institution.48 Where the receiver is not the insured but an anticipated
claimant, there is no basis to treat a third-party policy as an asset and thus
subject to the claims allowance protocol.49

Nevertheless, in the case of bonds and other first-party policies, the
reasoning of Midland Bancor is sound.50

Finally, there has been unanimity that administrative exhaustion does
not apply to affirmative defenses an insurer may raise when it is a defen-
dant, a principle acknowledged by the City Savings court as well.51

iii. standing

A. Bond Claims

The FDIC has the right to seek recovery of the proceeds of bond or other
first-party insurance or claims that are perfected as of the time of take-
over.52 As discussed in Part V, infra, provisions for termination at the
time of a takeover prospectively eliminate financial institution bond cov-
erage for regulators or other successors as substitute involuntary insureds.
They are not intended to create a windfall to the surety of avoiding pay-
ment on a loss the bank had actually discovered prior to closure and for
which the institution might have otherwise been indemnified had it not
failed.

In Federal Deposit Insurance Corp. v. St. Paul Companies, the insurer ap-
peared to argue, based on standard language in the “Notice/Proof ” pro-
visions of a financial institution bond, that only the named insured could
recover on loss discovered prior to closure.53 The question of whether the
bank actually discovered the loss prior to the takeover was close in that
case. However, the court recognized the termination provisions of the

48. See, e.g., In re Minoco Group of Cos., 799 F.2d 517, 519 (9th Cir. 1986) (third-party
claimants have no rights under liability policies; to the extent D&O policy may reduce un-
secured claims against debtor, policy may be treated as estate asset). See also In re Vitek, Inc.,
51 F.3d 530, 534 (5th Cir. 1995) (policy that only insures directors and officers is not an asset
of the corporation).
49. Id.
50. In American Casualty Co. of Reading, Pa. v. Sentry Federal Savings Bank, 1995 WL

170037 (D. Mass. 1995), the court also declined to follow City Savings on similar grounds.
That court failed to recognize the flaw in assuming the policy was an asset and disagreed
with City Savings on the subject of constitutionality as well. The court held that forcing a
declaratory relief claim through the administrative claims protocol placed a carrier at an
undue peril of waiver. Therefore, requiring administration exhaustion violated due process.
Id. at *6.
51. Resolution Trust Corp. v. Love, 36 F.3d 97 (10th Cir. 1994); Nat’l Union Fire Ins.

Co. of Pittsburgh, Pa. v. City Sav., F.S.B., 38 F.3d 376 (3d Cir. 1994); Resolution Trust
Corp. v. Midwest Fed. Sav. Bank of Minot, 36 F.3d 785 (9th Cir. 1993).
52. Fed. Deposit Ins. Corp. v. St. Paul Cos., 634 F. Supp. 2d 1213, 1219 (D. Colo. 2008).
53. Id.
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bond were not designed to result in a post hoc forfeiture of bond proceeds
the institution itself might have recovered.54 In theory, such a retrospec-
tive forfeiture provision could be enforced.

Thus, financial institution bonds are exempt from the prohibitions on
so-called ipso facto provisions, which extinguish contractual rights on
insolvency or receivership.55 There would be a serious question as to
whether a bond with such evaporating coverage would be marketable.
Moreover, a bond with such restrictive provisions might not be viewed
by the bank regulatory authorities as satisfying requirements that federally
insured institutions maintain fidelity coverage.56

Nevertheless, new standing questions have arisen in the latest wave of
failures. The use of bank holding companies was on the rise before 1999.
However, since the enactment of the Gramm-Leach-Bliley Act, also known
as the Financial Services Modernization Act of 1999,57 most banks are
owned by bank holding companies.58 These new bank holding companies
are independent entities. They may own other banks or nonbank assets as
a result of the deconstruction of the so-called Glass-Steagall firewall, which
historically had prohibited banks from engaging in bank and nonbank
activities such as the sale of insurance and securities.59 As a result, some
holding companies have continued to operate after a receivership.60 The
holding companies may seek bankruptcy protection to reorganize or seek
an orderly liquidation of their assets.61

This scenario creates a situation in which the FDIC, bankruptcy trust-
ees, and bankruptcy creditor committees find themselves dueling for the
same assets, including insurance recoveries.62

54. Id.
55. 12 U.S.C. § 1821(e)(13) (2011); Fed. Deposit Ins. Corp. v. Aetna Cas. & Sur. Co., 903

F.2d 1073, 1078 (6th Cir. 1990).
56. See 12 C.F.R. § 563.190(a) (2011). Thus, even in the case of uncontested claims, the

investigation and adjustment of a complex bond claim can take months to years to complete.
There would be no rational basis for a termination provision that allowed the surety to es-
cape indemnification substantially after a loss was discovered and reported.
57. Financial Services Modernization Act of 1999, Pub. L. No. 106-102, 113 Stat. 1338.
58. According to the Federal Reserve Bank’s Partnership for Progress website, 84% of all

commercial banks were owned by bank holding companies by the end of 2007. See Bank
Holding Companies, P’SHIP FOR PROGRESS, http://www.fedpartnership.gov/bank-life-cycle/
manage-transition/bank-holding-companies.cfm (last visited Feb. 27, 2012). For banks
with assets less than $100 million, the bank holding company ownership was 75% and for
banks with assets more than $10 billion, the bank company ownership was 100%. Id.
59. 12 U.S.C. § 1843(c)(8) (2011); Indep. Ins. Agents of Am., Inc. v. Bd. of Governors of

the Fed. Reserve Sys., 890 F.2d 1275, 1284 (2d Cir. 1989).
60. E.g., Tex. Am. Bancshares, Inc. v. Clarke, 740 F. Supp. 1243, 1245 (N.D. Tex. 1990),

aff ’d, 954 F.2d 329 (5th Cir. 1992).
61. In re Wash. Mut., Inc., 461 B.R. 200, 211 (D. Del. 2011).
62. E.g., In re Bank United Fin. Corp., 442 B.R. 49, 52–53 (Bankr. S.D. Fla. 2010). Cases

have also dealt with disputes between shareholders of a bank holding company and the FDIC
as to who had standing to pursue actions for derivative liability. Broughton-Irving v. Saphir,
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The case of Lubin v. Cincinnati Insurance Co.63 illustrates how the battle
lines between the FDIC successors of the holding company may be drawn.
Lubin arose out of the failure of Integrity Bank.64 After the FDIC was
appointed receiver, both the FDIC and the trustee for Integrity Bank
attempted to press for employee dishonesty coverage based on insider
fraud that allegedly caused certain loan losses.65 The trustee first sued to
recover on the bond and the FDIC intervened.66 To resolve the claims,
the bankruptcy court entertained cross-motions for dismissal and summary
judgment.67

The FDIC had two significant obstacles to overcome in Lubin. First,
the parent company was the first named insured.68 The trustee con-
tended that a provision designating the first named insured as the sole
insured granted exclusive standing to the trustee to recover under the
bond.69 Complicating matters further for the FDIC, through an appar-
ent underwriting error, Integrity Bank was inadvertently omitted from
the subsidiary schedule.70 Thus, having failed to name the bank as an in-
sured, the trustee claimed that he alone had standing to sue. Allegedly,
the holding company was not merely the named insured but the sole
insured.71

In dealing first with the reformation issue, the court had no problem
dispensing with the argument that, because the bank had not been
named as an insured, the FDIC had no standing to sue for reformation.72

All parties involved in the underwriting process including the insurer and
the broker for the holding company agreed the omission of the bank was a
mistake.73 Relying on Georgia law and the circularity of the argument
that an inadvertently omitted party lacked standing to seek reformation,
the FDIC was found to have standing to sue for reformation.74

As to the question of which successor could rightfully pursue the em-
ployee dishonesty coverage claim, the court was clearly influenced by the

2010 WL 4810605 (N.D. Ill. Nov. 18, 2010); Lubin v. Skow, 2009 WL 4641761 (N.D. Ga.
Nov. 30, 2009), aff ’d, 382 F. App’x 866 (11th Cir. 2010). The obvious objective of such dis-
putes, not involving insurance coverage, has been to eliminate competing claims to available
directors and officers liability coverage.
63. 2010 WL 5313754 (N.D. Ga. Dec. 17, 2010).
64. Id. at *1.
65. Id. at *2.
66. Id. at *3.
67. Id. at *3–4.
68. Id. at *6.
69. Id.
70. Id. at *7–10.
71. Id. at *8.
72. Id. at *7–9.
73. Id.
74. Id. at *10.
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outcome of earlier litigation between the FDIC and the trustee.75 That
action dealt with the issue of which party, as between the FDIC and
the trustee, had superior standing to pursue breach of fiduciary duty
claims based on the alleged mismanagement that led to the demise of
the bank. Thus, in Lubin v. Skow,76 the Eleventh Circuit Court of Appeals
was called upon to determine whether a breach of fiduciary duty claim
brought on behalf of the holding company was an asset of the receivership
estate, which the FDIC alone could prosecute.77 The FDIC intervened
in an action against the officers and directors of the holding company
and sought dismissal of the claim.78 The agency relied on its exclusive
and preemptive authority under 12 U.S.C. § 1821(d)(2)(A) to pursue not
only the pre-receivership claims of the bank, but also those of shareholders
and creditors.79 The trustee claimed that the mismanagement that led to
the failure occurred at both the parent and the subsidiary levels. The trustee
emphasized that the mismanagement had caused damage at the holding
company level because the holding company itself took on inordinate
debt to keep the bank afloat.80 The district court dismissed the trustee’s
case based on the FDIC’s preemptive right to pursue shareholders’ deriva-
tive claims.81

In affirming, the court of appeals held that the injury at the holding
company level was not intrinsic but derivative of the underlying wrongful
conduct in mismanaging the bank.82 As such, the claim was exclusively
that of the FDIC to pursue under FIRREA.83

Similarly, in Lubin v. Cincinnati Insurance Co., the trustee argued that its
status as named insured rendered it the real party in interest in pursuing
coverage.84 However, because the receiver alone had the legal right and
ability to pursue claims for losses suffered directly by the bank under
FIRREA, the FDIC was deemed the real party in interest.85 The Eleventh
Circuit Court of Appeals affirmed the holding that, though the trustee
might be entitled to recover as the first named insured, it did so as an
agent for the subsidiary and not because the proceeds were property of
the bankruptcy estate.86

75. Lubin v. Skow, 2009 WL 4641761 (N.D. Ga. Nov. 30, 2009), aff ’d, 382 F. App’x 866
(11th Cir. 2010).
76. 382 F. App’x 866 (11th Cir. 2010).
77. Id. at 869–70.
78. Id.
79. Id. at 870 (citing Pareto v. Fed. Deposit Ins. Corp., 139 F.3d 696, 700 (9th Cir. 1998)).
80. Id. at 871–72.
81. Id. at 872.
82. Id. at 872–73.
83. Id.
84. 2010 WL 5313754, at *12 (N.D. Ga. Dec. 17, 2010).
85. Id.
86. Lubin v. Cincinnati, 677 F.3d 1039, 1042 (11th Cir. 2012).
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These rulings harmonize with the general principle that only direct
losses are covered by financial institution bonds.87 When the insured in-
stitutions seek indemnification for coverage for loss on a joint and coor-
dinated basis, as is the norm, the holding company is clearly entitled to
direct payment. However, when the entities are in competition for the
same recovery, the holding company is clearly more akin to a third-
party claimant or an insured who has suffered only an indirect loss in
the form of diminution in assets as opposed to loss of its owned prop-
erty.88 The loans are made by the bank and not the holding company.
Thus, owned property of the bank is normally lost in the first instance.

B. Liability Insurance Claims

As to third-party liability insurance, there is limited precedent on the sub-
ject of the FDIC’s standing to sue. The FDIC was a party to dozens of
coverage actions dealing with directors and officers liability insurance
during the prior bank failure crisis. Yet, as a general rule, third-party claim-
ants have no standing to sue for coverage pending the resolution of the
underlying liability claims.89

Although certain states allow direct actions against insurers by statute,
those claims are generally limited to personal injury or property damage
claims under general liability policies.90 Moreover, several courts have ex-
plicitly recognized that directors and officers liability policies do not af-
ford third-party claimants or noninsured parties direct benefits or
claims.91 Moreover, most directors and officers liability policies generally
have so-called no-action clauses that prohibit litigation against the insurer
prior to the resolution of the underlying liability claim.92

The case of Zaborac v. American Casualty Company of Reading, Pa.93 pro-
vides an example of a case where the FDIC was held to have no right to
prosecute a third-party coverage action pending the resolution of the un-
derlying case. In Zaborac, the FDIC and the insured directors attempted

87. See Vons v. Fed. Ins. Co., 212 F.3d 489, 491 (9th Cir. 2000); Auto Lenders Acceptance
Corp. v. Gentili Ford, Inc., 816 A.2d 1068, 1073 (N.J. 2003).
88. See Cincinnati Ins. Co. v. Star Fin. Bank, 35 F.3d 1186, 1191 (7th Cir. 1994) (bond

does not cover indirect bookkeeping losses).
89. 2 ALAN D. WINDT, INSURANCE CLAIMS AND DISPUTES § 9:11 n.1 (5th ed. West 2007);

Ex Parte Lammon, 688 So. 2d 836, 838 n.2 (Ala. Civ. App. 1996).
90. See First Nat’l Bank of Louisville v. Lustig, 975 F.2d 1165, 1167 (5th Cir. 1992) (di-

rect action by third-party claimant under fidelity bond issued to savings and loan not within
direct action statute).
91. In re Vitek, Inc., 51 F.3d 530, 537–38 (5th Cir. 1995); In re Minoco Group of Cos.,

799 F.2d 517, 519 (9th Cir. 1986).
92. See, e.g., Batsakis v. Fed. Deposit Ins. Corp., 670 F. Supp. 749, 759 (W.D. Mich.

1987); Zaborac v. Am. Cas. Co. of Reading, Pa., 663 F. Supp. 330, 333 (C.D. Ill. 1987).
93. 663 F. Supp. 330.
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to pursue a declaratory relief action before the underlying shareholder
derivative case was resolved. The coverage action was dismissed based
on both the no-action clause and the court’s finding that there was no
ripe case or controversy as of the time the declaratory relief action was
first filed. Subsequently, after the directors and officers failed to respond
to the complaint, a default judgment was entered.94 At that point, an ac-
tion challenging the application of the regulatory exclusion and the
insured-versus-insured exclusion was allowed to proceed pursuant to a sec-
ond post-judgment garnishment action.95

Similarly, in Foster v. Mutual Fire, Marine & Inland Insurance Co.,96 a
successor rehabilitator was barred from bringing a declaratory judgment
under a directors and officers liability policy filed before the underlying
liability case was concluded.97 The court held that, whereas it did not in-
terpret the no-action clause of the policy as barring the coverage action,
there was also no ripe case or controversy to support standing pending
the resolution of a lawsuit against the directors and officers.98

Notwithstanding potential standing questions, there were a number of
“friendly” declaratory relief decisions during the prior bank failure crisis
in which the FDIC participated as a party before the underlying liability
case was resolved.99 In some cases the FDIC intervened in pending cover-
age actions between the insurer and the directors and officers and the in-
tervention appears never to have been challenged.100 These decisions con-
tain boilerplate jurisdictional recitals without specific analyses of whether
the FDIC should have been a party.101

The lack of comment and dispute over jurisdiction and standing in
these cases likely reflects a mutual interest in resolving coverage issues,
such as the effect of a regulatory exclusion, early on. Thus, the FDIC

94. Fed. Deposit Ins. Corp. v. Zaborac, 773 F. Supp. 137, 138 (C.D. Ill. 1991).
95. Id.
96. 623 A.2d 928 (Pa. Commw. Ct. 1993).
97. Id. at 930–31.
98. Id.; see also Fed. Deposit Ins. Corp. v. Cont’l Cas. Co., 796 F. Supp. 1344, 1349

(D. Or. 1991) (rejecting FDIC’s claim that it had “its own independent standing” to sue
under a D&O policy).

99. Am. Casualty Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 39 F.3d 633, 636 (6th
Cir. 1994) (insurer intervened in underlying liability case); St. Paul Fire & Marine Ins. Co. v.
Fed. Deposit Ins. Corp., 968 F.2d 695, 699 (8th Cir. 1992) (liability insurer sued FDIC for
declaratory relief in anticipation of third-party action against directors and officers that was
later brought and reduced to stipulated judgment); Am. Casualty Co. of Reading, Pa. v. Fed.
Deposit Ins. Corp., 16 F.3d 152, 153 (7th Cir. 1994) (liability insurer sued FDIC for declara-
tory relief after filing of underlying state court action against officers and directors that was
stayed pending outcome of coverage case).
100. E.g., Fid. & Deposit Co. of Md. v. Conner, 973 F.2d 1236, 1240 (5th Cir. 1992);

Fid. & Deposit Co. of Md. v. Zandstra, 756 F. Supp. 429, 432–33 (N.D. Cal. 1990).
101. Zandstra, 756 F. Supp. at 429.
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has historically been cognizant of the need to evaluate the ability to collect
any post-receivership FIRREA liability claims it prosecutes.102

Nevertheless, contemporary federal courts closely scrutinize jurisdic-
tional, standing, and case-or-controversy questions.103 Several courts
have challenged and rejected efforts by the FDIC to use intervention mo-
tions as a platform to create federal jurisdiction where there would be no
original jurisdiction.104 Thus, even if all concerned stipulated to such
“friendly” coverage actions in the past, there may be closer scrutiny by
federal courts of standing and jurisdiction in the future.

One early trial court decision upheld the FDIC’s right to intervene in a
pending coverage action between the insurer and the directors and officers.
In Crosby v. St. Paul Fire & Marine Insurance Co.,105 the court allowed the
FDIC to intervene in a declaratory relief action. Crosby is one of the few
published cases in which intervention by the FDIC was opposed. The
court held that the intervention was appropriate under Rule 24 of the Fed-
eral Rules of Civil Procedure under Ninth Circuit standards.106 The FDIC
successfully argued that it had satisfied three basic requirements relating
to its interest in intervening.107 To intervene, the receiver had to establish
an interest in the subject matter of the coverage action, that its interests
might be prejudiced if intervention was denied, and that the existing parties
to the litigation would not adequately represent the agency’s interest.108

The summary of the claim provided in the opinion raises questions as
to whether the requirements for intervention were satisfied. The court
held that there could be prejudice if the intervention were not allowed be-
cause insurance proceeds might be the only recoverable source of recov-
ery.109 Why the directors and officers themselves were not competent to
protect their rights under the policy was never explained.

Further, the reason the so-called contingent interest rule110 was held
inapplicable appears doubtful. The court cited authority holding that

102. See FED. DEPOSIT INS. CORP., MANAGING THE CRISIS: THE FDIC AND RTC EXPERI-

ENCE 266 (1998) (“No claim is pursued by the FDIC unless it meets both requirements of
a two-part test. First, the claim must be sound on its merits, and the receiver must be
more than likely to succeed in any litigation necessary to collect the claim. Second, it
must be probable that any necessary litigation will be cost-effective, considering liability in-
surance coverage and personal assets held by the defendants.” (emphasis added)).
103. E.g., Vill. of Oakwood v. State Bank & Trust Co., 481 F.3d 364, 368–69 (6th Cir.

2007); Broughton-Irving v. Saphir, 2010 WL 4810605 (N.D. Ill. Nov 18, 2010).
104. Vill. of Oakwood, 481 F.3d at 368–69; Broughton-Irving, 2010 WL 4810605, at *4.
105. 138 F.R.D. 570 (W.D. Wash. 1991), aff ’d, 15 F.3d 1084 (9th Cir. 1994).
106. Id. at 572–73 (citing United States v. Oregon, 839 F.2d 635, 638 (9th Cir. 1988)).
107. Id.
108. Id. at 572.
109. Id. at 573.
110. See, e.g., In reHealthSouth Ins. Litig., 219 F.R.D. 688, 692 (N.D. Ala. 2004); Liberty

Mut. Ins. Co. v. Treesdale Inc., 419 F.3d 216, 223–24 (3d Cir. 2005).
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intervention may be allowed to avoid depletion and forfeiture of a recov-
ery from a discrete identifiable fund that might otherwise be depleted.111

If there were competing claims that could have depleted the directors
and officers liability policy in Crosby, those claims were not described.

The Crosby decision sought to distinguish Liberty Mutual Insurance Co.
v. Pacific Indemnity Co.,112 a case applying the contingent interest rule, on
the grounds that the FDIC had a “substantial interest” as opposed to a
mere contingent interest.113 Liberty Mutual held that a third-party liability
claimant that has not established a liability claim against an insured holds
a contingent interest, which is legally insufficient to support interven-
tion.114 The Crosby court relied upon an Eighth Circuit Court of Appeals
decision supporting this ruling.115 Any other interpretation of Rule 24
would conflict with state law in that a third-party claimant generally
does not have standing to sue a liability carrier while its claim is still con-
tingent and unliquidated.116 Thus, a procedural rule would essentially
substitute for that which can normally only be accomplished through en-
actment of a direct action statute.

Because a coverage action was already pending, the Crosby court never
discussed whether an original claim by the FDIC may have been barred
by a no-action clause. As noted, cases interpreting and applying such pro-
visions have held that they bar direct claims by the FDIC for declaratory
judgment.117

There are ways for the FDIC to participate in coverage litigation in
conformity with state law. A no-action clause may be waived. Direct ac-
tions by third-party claimants may be authorized under state law.118

Moreover, a claim may be pursued under an assignment of rights with
or without the cooperation of the insurer.119 In any event, the Crosby de-

111. Crosby, 138 F.R.D. at 573 (citing Nat’l Union Fire Ins. Co. v. Cont’l Ill. Corp., 113
F.R.D. 532, 535 (N.D. Ill. 1986)).
112. 76 F.R.D. 656, 658 (W.D. Pa. 1977).
113. Crosby, 138 F.R.D. at 573.
114. Liberty Mutual, 76 F.R.D. at 658.
115. Crosby, 138 F.R.D. at 572–73 (citing J&N Logging Co. v. Rockwood Ins. Co., 848

F.2d 1438, 1440 (8th Cir. 1988)). See also Liberty Mut. Ins. Co. v. Teasdale Inc., 419 F.3d
216, 223–24 (3d Cir. 2005) (holding third parties had no right to pursue coverage actions
until underlying personal injury actions were resolved).
116. See, e.g., Am. Cas. Co. v. Glaskin, 805 F. Supp. 866, 870 (D. Colo. 1992) (RTC as

receiver did not have right to bring coverage claim as alleged third-party beneficiary of lia-
bility policy).
117. Batsakis v. Fed. Deposit Ins. Corp., 670 F. Supp. 749, 759 (W.D. Mich. 1987);

Zaborac v. Am. Cas. Co. of Reading, Pa., 663 F. Supp. 330, 333 (C.D. Ill. 1987).
118. W Holding Co. v. Chartis Ins. Co.-P.R., 2012 WL 620717, at *4 (D.P.R. Feb. 24,

2012).
119. 2 WINDT, supra note 89, §§ 9-15–16; see, e.g., Maneikis v. St. Paul Ins. Co. of Ill., 655

F.2d 818, 826 (7th Cir. 1981); Biltmore Assocs. LLC v. Twin City Fire Ins. Co., 572 F.3d
663, 667 (9th Cir. 2009).

606 Tort Trial & Insurance Practice Law Journal, Winter 2012 (47:2)



cision is doubtful precedent in light of higher authority recognizing that
claimants with unliquidated liability claims cannot intervene in coverage
actions between a defendant and a third-party liability carrier.

A second argument in support of successor standing initially appears
reasonable under contract law principles. In Federal Savings & Loan Insur-
ance Corp. v. Oldenburg,120 the court held that, as a successor, the Federal
Savings & Loan Insurance Corporation (FSLIC) had standing to seek de-
claratory judgment as to liability coverage in lieu of the failed savings
institution.121 The court determined the directors and officers were
third-party beneficiaries of a liability insurance policy and the savings in-
stitution, as the primary contracting party, had standing to bring a cover-
age action.122 As such, the court concluded the FSLIC had standing to sue
to establish the coverage for the directors and officers.123

Similarly, inWedtech Corp v. Federal Insurance Co.,124 the court cited the
Oldenburg decision for the proposition that a “promisee” under a contract,
namely the insolvent business, had primary standing to sue under princi-
ples of privity of contract.125 As in Oldenburg, the court relied on the doc-
trine that a “promisee” may always sue to enforce rights bargained for the
benefit of third parties.126

In fact, these decisions are flawed in two respects. First, under contract
law, the “promisee” is not the party that cuts the premium check. A promi-
see is the party the contract identifies as entitled to enforce directly a given
promise or covenant.127 If the promisee were determined on a “follow the
money” basis, in most cases the holding company would be considered the
sole promisee. Both the bank and the directors and officers would be con-
sidered subordinate third-party beneficiaries. Rather, the party to whom a
contractual obligation is expressly made is not a mere beneficiary but the
obligee with primary standing to sue for breach of contract.128

Second, the characterization of the bank as the primary beneficiary and
the directors and officers as mere third-party beneficiaries cannot be re-
conciled with standard policy language.129

120. 671 F. Supp. 720 (D. Utah 1987) (applying New Mexico law).
121. Id. at 725.
122. Id.
123. Id.
124. 740 F. Supp. 214, 220 (S.D.N.Y. 1990).
125. Id.
126. Id. at 219.
127. E.g., United Steelworkers of Am. v. Rawson, 495 U.S. 362, 363 (1990); Lovell Land,

Inc. v. State Hwy Admin., 952 A.2d 414, 429 (Md. Ct. Spec. App. 2008), vacated on other
grounds, 969 A.2d 284 (Md. 2009).
128. Lovell Land, 952 A.2d at 429.
129. WILLIAM E. KNEPPER ET AL., LIABILITY OF CORPORATE OFFICERS AND DIRECTORS

§ 23.02 (8th ed. 2009) (overview of the directors and officers liability policy).
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A directors and officers liability policy is not an ordinary contract exe-
cuted by two principal contracting parties. Thus, in consideration of the
premium and the representations and warranties made separately in the
application, the policy is issued.130 Under a standard policy the “insured
persons” or insureds are the directors and officers.131 It is well established
that only the named insured under a contract has standing to sue for pol-
icy benefits unless a noninsured can establish the policy was issued for his
or her sole benefit.132 To strengthen this principle, many policies have so-
called sole benefit provisions.133 Some states have enacted the sole benefit
provisions by statute.134

The source of confusion in the case of directors and officers policies
may be that the typical dual form contains both an insurance contract
for the sole benefit of the directors and officers, known as the “direct”
form, as well as an indemnification or reimbursement form.135 The insti-
tution qualifies for “indemnification” or “reimbursement” coverage. Under
that agreement, the institution itself is entitled to be reimbursed for insured
defense costs and other loss it might otherwise be required to indemnify
under corporate law.136 Undoubtedly, the corporation and the insured di-
rectors and officers are both intended beneficiaries of that form of liability
coverage.137

However, after a receivership or other insolvency, the so-called direct
form applies to insure defense costs and other loss the institution cannot
pay. This serves as insolvency insurance after a receivership. The direct
form applies because the bank is no longer in a position to pay any claim
by any creditor. The institution is not insured under the direct form and

130. Id. § 23.07 (citing Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Xerox Corp., 792
N.Y.S.2d 772, 773–74 (Sup. Ct. 2004), aff ’d, 807 N.Y.S.2d 344 (App. Div. 2006)) (describing
mechanics of application process leading up to issuance).
131. In re Vitek, 51 F.3d 530, 534–35 (5th Cir. 1995); In re Downey Fin. Corp., 428 B.R.

595, 600 (Bankr. D. Del. 2010).
132. Maxon v. Camden Fire Ins. Ass’n, 389 S.E.2d 743, 745 (W. Va. 1990); McDivitt v.

Pymatuning Mut. Fire Ins. Co., 449 A.2d 612, 614–15 (Pa. Super. Ct. 1982) (quoting For-
syth County v. Plemmons, 163 S.E.2d 97, 99 (N.C. Ct. App. 1968)). See generally 17 COUCH

ON INSURANCE § 242:32 (3d ed. 2011) (Nonparty to Insurance Contract, Generally).
133. E.g., In re Downey Fin. Corp., 428 B.R. at 600.
134. E.g., Executive Risk Indem., Inc. v. Charleston Area Med. Ctr., Inc., 681 F. Supp. 2d

694, 721 (S.D. W. Va. 2009).
135. KNEPPER ET AL., supra note 129, § 23.02.
136. Id.; see also In re Minoco Group of Cos.,799 F.2d 517, 519 (9th Cir. 1986) (explaining

manner in which liability insurance may still apply to indemnify contingent unliquidated lia-
bility claims made by parties other than the debtor corporation after bankruptcy).
137. In re Minoco, 799 F.2d at 519; Bird v. Penn Cent. Co., 334 F. Supp. 255, 261 (E.D.

Pa. 1971). In addition, the corporation obviously intended the beneficiary of “entity cov-
erages” that are now popular in directors and officers policies. In re Vitek, 51 F.3d 530,
535 (5th Cir. 1995).
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plainly is not a beneficiary.138 Neither the bank nor any successor has any
right or interest as to direct coverage.139

Further, in a coverage action arising out of a FIRREA action, the
FDIC does not approach the controversy as a successor seeking to protect
the officers from third-party claims brought by shareholders or others
through insurance. It comes to the dispute as the adverse claimant. Thus,
in one published decision, the FDIC attempted to avoid the prohibition
against adverse parties intervening in coverage actions.140 The receiver
claimed it might fund both sides of the case and pay the defense costs of
the officers and directors in the breach of fiduciary duty cases it was prose-
cuting.141 The court granted summary judgment, noting that such a circu-
lar indemnification was legally impossible and factually unsupported.142

In conclusion, the FDIC generally has no right to participate in lia-
bility coverage litigation before it prevails on a claim or receives an assign-
ment of rights.143 Any such intervention before the liability claim is
resolved is strictly permissive and consensual as among the parties or the
product of an assignment.

iv. rescission

A. The Secret Agreement Defense

The FDIC may inherit the unfavorable consequences of misrepresenta-
tions made by former management in acquiring insurance policies.
Thus, material application errors may result in the rescission of a financial
institution bond or directors and officers liability policy after the receiver
is appointed.144 However, FIRREA may preempt rescission rights that
would otherwise lie under state law in certain limited circumstances.

Under 12 U.S.C. § 1823(e), the receiver may not be subject to defenses
based on facts that are not recorded in the books and records of the insti-
tution.145 Section 1823(e) represents the codification of the so-called

138. In re Vitek, 51 F.3d at 533–35; In re Downey Fin., 428 B.R. at 603; In re Allied Digital
Techs. Corp., 306 B.R. 505, 512–13 (Bankr. D. Del. 2004).
139. In re Vitek, 51 F.3d at 535 (corporation and successor have no insured interest in

directors and officers liability policy after insolvency).
140. Fed. Deposit Ins. Corp. v. Cont’l Cas. Co., 796 F. Supp. 1344, 1349 (D. Or. 1991).
141. Id.
142. Id.
143. Id.; Am. Cas. Co. v. Glaskin, 805 F. Supp. 866, 870 (D. Colo. 1992).
144. E.g., Fed. Deposit Ins. Corp. v. Aetna Cas. & Sur. Co., 947 F.2d 196, 208 (6th Cir.

1991) (fidelity bond); Fed. Deposit Ins. Corp. v. Great Am. Ins. Co., 607 F.3d 288, 296 (2d
Cir. 2010) (fidelity bond); Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Fed. Deposit Ins.
Corp., 837 S.W.2d 373, 381–82 (Tenn. 1992) (directors and officers liability policy).
145. Fed. Deposit Ins. Corp. v. Oldenburg, 34 F.3d 1529, 1550 (10th Cir. 1994) (citing

12 U.S.C. § 1823(e)).
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D’Oench Duhme doctrine.146 The doctrine is similar to the so-called
strong-arm powers afforded to bankruptcy trustees under 11 U.S.C.
§ 544.147 A bankruptcy trustee takes the assets of a debtor as they appear
as a matter of record title and free and clear of unrecorded liens and en-
cumbrances.148 Similarly, under § 1823(e), the receiver is entitled to take
the assets of the institution free and clear of “secret agreements” not
documented in the files the receiver may review after closure.149

Since the FDIC first raised the D’Oench doctrine successfully in Federal
Deposit Insurance Corp. v. Oldenburg,150 commentators have referred to a
“split” of authority as to whether a defense can be legitimately raised.151

In fact, three different tests have emerged in three federal circuits that
have considered how the statute applies to rescission actions.

Oldenburg applied a two-part test to the question of whether false infor-
mation submitted in a bond application could support a rescission defense
in a suit to enforce the bond brought by the FDIC after closure.152 First,
the Oldenburg court considered whether the bond was an “agreement” and
thus an asset falling within the scope of § 1823(e).153 The Oldenburg court
found unpersuasive arguments that the term “agreement” in the statute
applied narrowly to loans, security agreements, and other agreements re-
lated to extensions of credit to which the doctrine had been traditionally
applied prior to the enactment of FIRREA.154 The court acknowledged
that the legislative history was wholly unclear as to how broadly § 1823(e)
was to be construed.155 However, the court noted that there was no ex-
press limitation indicating an intent to eliminate insurance policies from
the scope of the statute and that bonds had traditionally been considered
“assets” of the FDIC as receiver.156

As to the question of whether the misrepresentations would allow the
insurer to set up a rescission defense against the FDIC, the court noted
that the bond application was not part of the bond itself.157 It held further
that, even if the application had been encompassed within the bond, it
did not meet the strict requirements of § 1823(e).158 This included the

146. Id. (citing D’Oench, Duhme & Co. v. Fed. Deposit Ins. Corp., 315 U.S. 447 (1942)).
147. In re Halabi, 184 F.3d 1335, 1337 (11th Cir. 1999).
148. Id.
149. Oldenburg, 34 F.3d at 1550.
150. Id. at 1529.
151. E.g., Cynthia H. Young, Misrepresentations in the Financial Institution Bond Application,

2 FID. L. ASS’N J. 21, 41 (1996).
152. 34 F.3d at 1551.
153. Id.
154. Id. at 1552–53.
155. Id. at 1552 n.29.
156. Id. at 1552–53.
157. Id. at 1551.
158. Id.
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requirements that any agreement impairing the rights of the institution be
in writing, approved by the board of directors, and continuously on file in
the records of the institution.159

In Federal Deposit Insurance Corp. v. Aetna Casualty & Surety Co.,160 the
Sixth Circuit Court of Appeals found that a financial institution bond did
not fall within the scope of § 1823(e).161 The court conducted an exten-
sive evaluation of the types of cases that fell within the D’Oench doctrine
prior to the enactment of § 1823(e).162 The court discussed the fact that
the D’Oench doctrine was consistently applied to loans, security agree-
ments, guarantees, and the like.163 As in the case of a bankruptcy trustee’s
strong-arm powers, the intent was to provide the agency with clear title
and holder-in-due-course status to the bank’s loan portfolio and security
interests.164

The court observed that a financial institution bond is wholly dissim-
ilar to the bulk of an institution’s loan portfolio and other assets in that it
is a “bilateral agreement.”165 Unlike a simple note, the financial institu-
tion bond establishes a series of mutual obligations as between the insurer
and the insured including the requirement to submit a truthful bond ap-
plication.166 The court held that, to interpret the statute to cover such
agreements would be equivalent to engrafting “a holder-in-due-course
doctrine onto insurance law.”167 The court found no basis in the legisla-
tive history of the statute to federalize state insurance law after a receiver-
ship in that fashion.168

The Aetna Casualty & Surety court also provided an additional ratio-
nale. It held that, even if the D’Oench doctrine applied, the so-called secret
agreement criteria could not be met. It noted that the bond application
was in fact included in the bank’s records.169 However, the court con-
ceded that the bond itself contained no warranty that the contract
would be void if the application proved false.170 Thus, the Aetna Casualty &
Surety court ruled as it did primarily because it concluded bonds do not
fall within the scope of § 1823(e).

159. Id. at 1550 (citing 12 U.S.C. § 1823(e)).
160. 947 F.2d 196 (6th Cir. 1991).
161. Id. at 206–07.
162. Id. at 201–07.
163. Id.
164. Id.
165. Id.
166. Id. at 206–07.
167. Id. at 207.
168. Id. at 203–04.
169. Id. at 202.
170. Id. at 206–07.
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The Second Circuit Court of Appeals also held that the rescission
defense was available to a financial institution bond insurer in Federal De-
posit Insurance Corp. v. Great American Insurance Co.171 In that decision, the
court disagreed with the Sixth Circuit on the threshold question of
whether the bond was an asset that fell within the scope of § 1823(e).172

The court agreed with the Oldenburg court’s finding that a bond is an agree-
ment falling within the scope of § 1823(e).173 Notwithstanding that the
D’Oench doctrine had typically been applied primarily to loans, the court
could find nothing in the plain language of the statute to limit its coverage
to loan, security, and similar agreements.174

The court nevertheless ruled that the rescission defense was available
to the insurer in that case. Thus, there was a warranty within the bond
itself that the application was accurate.175 This provision in the Great
American bond was substantially identical to the language in the first
clause of General Agreement D of the current 2004 version of Standard
Form No. 24, which states:

REPRESENTATION OF INSURED

D. The insured represents that the information furnished in the application
for this bond is complete, true and correct. Such application constitutes
part of this bond.

Any intentional misrepresentation, omission, concealment or incorrect
statement of a material fact, in the application or otherwise, shall be
grounds for the rescission of the bond.176

Now that the standard financial institution bond contains an express in-
corporation of the warranties in the application, one commentator has
concluded that the ruling of Oldenburg should not be applied in any
case.177 With the warranty now so prominent within the bond, certainly
the policy rationale behind the statute in the Oldenburg decision does not
fit the facts of a typical rescission case.178 However, Oldenburg also applied
a rigid approach to all elements of the four-part test for setting aside a
“secret agreement.” The court held that express board approval was re-

171. 607 F.3d 288, 293–95 (2d Cir. 2010).
172. Id. at 293.
173. Id.
174. Id.
175. Id. at 294.
176. Id. at 294; FINANCIAL INSTITUTION BOND, STANDARD FORM NO. 24, General Agree-

ments, D (rev. Apr. 2004), reprinted in THE SUR. & FID. ASS’N OF AMERICA, STANDARD

FORMS (Wolters Kluwer Financial Services, Waltham, MA) [hereinafter 2004 Bond].
177. Michael Keeley et al., “Superpowers” of the Federal Regulators: The Subprime Mortgage

Crisis and Bond Claim Issues Arising from Takeover by the FDIC, 16 FID. L.J. 1, 67–68 (2010).
178. See, e.g., Fed. Deposit Ins. Corp. v. Moskowitz, 946 F. Supp. 322, 325, 329–30 (D.N.J.

1996) (upholding rescission under 1986 warranty language and applying state law).
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quired as to all agreements falling within the statute.179 A board resolu-
tion approving every bond or other policy application is still not the
norm today. As one court put it, if all elements of the statute had to be
satisfied as to insurance applications, such a rule would be “giving the
FDIC the ability to transmute lead into gold.”180

One court declined to recognize a D’Oench defense in a context similar
to that of the Great American Insurance case. In National Union Fire Insur-
ance Co. of Pittsburgh, Pa. v. Federal Deposit Insurance Corp., the Supreme
Court of Tennessee held that § 1823(e) did not bar the assertion of a re-
scission defense in a situation where the policy explicitly referred to the
warranties made in the application.181 As in Great American Insurance,
the court did not conduct a point-by-point evaluation of whether the
four prongs of § 1823(e) had been met. Rather, it noted that, with the
warranties as to the truthfulness of the application set forth within
the policy itself, there simply could be no credible claim that such limita-
tions on coverage constituted a “secret agreement.”182

However, the court in National Union Fire Insurance missed a critical
point that distinguishes third-party insurance policies from first-party poli-
cies such as bonds. The court held a directors and officers liability policy
was an asset merely because the warranties respecting application fraud
might tend to diminish or defeat the FDIC’s interest in the asset.183 As dis-
cussed in the previous section, as an adverse claimant the FDIC generally
does not have an established interest in a third-party liability insurance con-
tract under state law before it prevails on the claim against the insured.184

The interpretation of § 1823(e) by the Oldenburg court also implicitly
conflicts with the general principle that the receiver’s rights are derivative
of those of the failed bank. As one commentator noted in an extensive ar-
ticle on rescission of financial institution bonds, in most states rescission is
authorized under common law principles of uberrimae fidei and by stat-
ute.185 Thus, the right to rescind under the terms of the policy is usually
supplemental to that provided for under state law. Utah, for example, pro-
hibits application fraud under statutes that were enacted well before the
Oldenburg case was decided.186 Thus, to the extent the D’Oench doctrine

179. Fed. Deposit Ins. Corp. v. Oldenburg, 34 F.3d 1529, 1554 (10th Cir. 1994).
180. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Fed. Deposit Ins. Corp., 837 S.W.2d

373, 382 (Tenn. 1992).
181. Id. at 381.
182. Id. at 381–82.
183. Id. at 381.
184. See text accompanying Part III, supra notes 90 to 95.
185. Young, supra note 151, at 22–23.
186. UTAH CODE ANN. § 31 A-21-105 (LexisNexis 1994). SeeHome Sav. & Loan v. Aetna

Cas. & Sur. Co., 817 P.2d 341, 358 (Utah Ct. App. 1991) (applying predecessor version of
existing statute). Oldenburg was decided under Utah law and recognized that state law would
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is raised in the future, the principle in Oldenburg explicitly acknowledged
(that FIRREA is not intended to supplant state law with federal common
law) should be more carefully studied.187 Section 1823(e) voids secret
agreements. It does not purport to modify rescission rights that would
otherwise exist under state law as to policies that conform to the require-
ments of state statutes.188

After the previous bank failure crisis the FDIC adopted detailed guide-
lines on the circumstances under which pre-receivership agreements
should be challenged under the D’Oench doctrine and 12 U.S.C. Section
1823(e).189 The agency observed that rigid and aggressive application of
the secret agreement defense “could lead to inequitable and inconsistent
results in particular cases.”190 The FDIC now requires approval by the
Legal Division of the FDIC in Washington, D.C. before the defense
may be asserted in certain instances.191 Specifically, Washington approval
is now required before the secret agreement defense may be raised to
challenge the enforceability of a bilateral agreement.192 As discussed, cer-
tain federal courts have refused to extend the doctrine to insurance poli-
cies precisely because they are bilateral agreements.193

This additional procedural hurdle has not deterred the FDIC from
continuing to raise the secret agreement defense in recent coverage litiga-
tion. In FDIC v. OneBeacon Midwest Insurance Co.,194 the FDIC moved
to strike rescission as affirmative defense in a case challenging a declina-
tion of coverage under a financial institution bond issued to Wheatland

control construction of the policy. Fed. Deposit Ins. Corp. v. Oldenburg, 34 F.3d 1529, 1537
(10th Cir. 1994).
187. Oldenburg acknowledged the general principle that FIRREA should not be read to

preempt state law unless there is some important federal policy at stake. 34 F.3d at 1538 (cit-
ing O’Melveny & Myers v. Fed. Deposit Ins. Corp., 512 U.S. 79, 87 (1994)). The failure of
the Tenth Circuit Court of Appeals to consider that the right to rescind under Utah law was
not merely the subject of private agreement but independently supported by state statute
constitutes a significant flaw in the decision given the Supreme Court’s ruling in the O’Mel-
veny case.
188. E.g., Fed. Deposit Ins. Corp. v. Moskowitz, 946 F. Supp. 322, 325, 329–30 (D.N.J.

1996) (FDIC did not raise D’Oench defense under bond with 1986 version of Form 24 con-
taining warranty language). Some states such as Illinois require incorporation and attach-
ment of the application. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Cont’l Ill. Corp.,
685 F. Supp. 781, 788 (N.D. Ill. 1987). The net effect of Oldenburg would be to federalize
the rigid statutes of states like Illinois in states that do not impose such requirements.
189. FDIC, STATEMENT OF POLICY REGARDING FEDERAL COMMON LAW AND STATUTORY

PROVISIONS PROTECTING FDIC, AS RECEIVER OR CORPORATE LIQUIDATOR, AGAINST UNRE-

CORDED AGREEMENTS OR ARRANGEMENTS OF A DEPOSITORY INSTITUTION PRIOR TO RECEIVER-

SHIP, 62 Fed. Reg. 5984 (2/10/97).
190. Id. at 5986.
191. Id.
192. Id. at 5987.
193. Fed. Deposit Ins. Corp. v. Aetna Cas. & Surety Co., 947 F.2d 196, 206-07 (6th Cir.

1991).
194. 2012 WL 2814393 (N.D. Ill. 7/10/12).
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Bank.195 Noting that the Seventh Circuit Court of Appeals had never pre-
viously considered the applicability of the defense to rescission cases, the
court considered both the Tenth Circuit decision in Oldenburg applying
the doctrine and the Sixth Circuit decision in Aetna Casualty & Surety, re-
jecting the defense.196 The district court declined to strike the rescission
defense concluding that the Seventh Circuit was unlikely to apply either
§ 1823(e) or the D’Oench doctrine in such an insurance coverage dis-
pute.197 The court expressed doubt that the doctrine could still be viable
in that context based upon more recent Supreme Court decisions cur-
tailing federal common law.198 As discussed above, an overly broad ap-
plication of the law governing unrecorded agreements would ultimately
supplant state insurance law in many instances.

B. Standards for Rescission Under Financial Institution Bonds

The failure to disclose the circumstances leading to a closure may itself
support rescission. An issue that arises after a receivership is the question
of whether the circumstances leading up to closure were adequately dis-
closed within applications submitted during the time the institution was
struggling. It is common for a standard bond application to query whether
any recent regulatory criticisms remain unresolved. In Federal Deposit In-
surance Corp. v. Moskowitz, the FDIC unsuccessfully attempted to chal-
lenge an application question that stated: “Was there any criticism of
your operations in either the last State or Federal examination? If ‘Yes,’
explain.199

The bank answered “No” to the question when in fact there was a long
history of criticisms leading up to closure.200 The FDIC challenged the
question as being so inherently subjective as to be ambiguous and thus
unenforceable.201

The district court agreed that the question was facially subjective. The
court disagreed that the subjective component made the question too am-
biguous to apply in all circumstances.202 The court observed, “Under cer-
tain circumstances, however, a response to a subjective question may be
objectively false.”

Given the repeated and detailed criticisms that led to the failure in
Moskowitz, the court held that there was no reasonable question of fact

195. Id. at *9.
196. Id. at *10.
197. Id. at *13.
198. Id. at *12, citing, Murphy v. Fed. Deposit Ins. Corp., 61 F.3d 34, 38-40 (D.C. Cir.

1995).
199. Moskowitz, 946 F. Supp. at 323.
200. Id. at 325–27.
201. Id. at 329.
202. Id. at 330.
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as to whether the operations of the institution had been criticized.203

Similarly, the elements of materiality and reliance were established.204

Materiality was established based on the very fact that the question was
standard and asked as a matter of course.205 An uncontroverted affidavit
from the underwriter averred that she would not have issued the bond
had she known of these regulatory problems. This supported favorable
findings in favor of the carrier on the elements of both materiality and
reliance.206

In prevailing on summary judgment, the carrier also had to show the
misrepresentation was knowing under New Jersey law.207 The case was
decided under the 1986 version of Form 24, which did not expressly con-
tain the term “intentional misrepresentation” in the second paragraph of
General Agreement D.208 The court again found the FDIC failed to raise
an issue of fact in light of undisputed documentary evidence that the full
board was aware of the key regulatory directives and criticisms.209

As noted, the requirement under the 2004 version of General Agree-
ment D of establishing an “intentional” misrepresentation conforms
with the statutory and common law requirements of many states.210

The 2004 revision ensures uniformity in applying the higher standard
in all states in which the bond is issued. In addition, the current warranty
language may be construed to eliminate the requirement of showing
materiality.211

However, for those insurers that continue to use the 1986 version of
the bond, a lesser showing of scienter could suffice to support rescission.212

Thus, in National Bank of Andover v. Kansas Bankers Surety Co.,213 the court
of appeals had reversed a trial court ruling that the surety had to prove
intentional fraud in the application process to rescind the bond.214 The
Supreme Court of Kansas upheld this ruling. The bond application had

203. Id.
204. Id. at 330–32.
205. Id. at 331–32.
206. Id.
207. Id. at 329–30.
208. Id. at 325.
209. Id. at 330–31.
210. 2 WINDT, supra note 89, § 2:26 nn.11, 15 & 18 (collecting cases in states applying

intentional fraud standard).
211. E.g., Vlastos v. Sumitomo Marine & Fire Ins. Co. (Europe), 707 F.2d 775, 777 (3d

Cir. 1983). See generally Young, supra note 151, at 23–24 (discussing potential advantages of
using warranty language in pursuing rescission).
212. See 2WINDT, supra note 89, § 2:26 n.11 (collecting cases allowing rescission based on

innocent misrepresentation).
213. 225 P.3d 707 (Kan. 2010).
214. Id. at 716–18.
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language that was very similar to the 1986 version of Form 24 in containing
both warranty and simple misrepresentation language:

The insured represents that the information furnished in this application is
complete, true and correct. Any misrepresentation, omission, concealment
or any incorrect statement of a material fact, in this application or otherwise,
shall be grounds for the rescission of any bond issued or renewed in reliance
upon such information.215

The Kansas Supreme Court disagreed that an intentional fraud standard
based on common law elements of fraud and rescission should be read
into the bond when the bond itself did not adopt that standard.216

The court observed that rescission for negligent misrepresentation or
omission was actionable under Kansas law.217 The court noted that
the bond was a contract between “two sophisticated commercial enti-
ties.”218 Provisions that allow for rescission based on unintentional mis-
representations do not violate public policy and should be enforced as
written.219

As such, the use of the current version of Form 24 could result in the
insurer self-imposing a higher level of scienter to support rescission than
might otherwise be required under state law.

C. Severability Provisions in Directors and Officers Liability Policies

In the case of third-party insurance, variations in policy language raise dif-
ferent issues on the availability of the rescission defense. Rescission can
create harsh consequences for officers and directors who were not in-
volved in application inaccuracies and have no knowledge that they oc-
curred. The problem can be particularly poignant in the case of outside
directors. For example, an outside director might not know of a threa-
tened liability claim because it failed to reach the level of materiality for
presentment to the full board at the time it was first made.

As a general rule, when there is a right to rescind, the rescission is ef-
fective against all insureds including those not involved in the misrepre-
sentation.220 To avoid this harsh result, so-called severability clauses
have been introduced to directors and officers and professional liability
policies.221 An “any insured” severability provision was construed in the

215. Id. at 712.
216. Id. at 715–17.
217. Id. (citing Scott v. Nat’l Reserve Life Ins. Co., 143 Kan. 678, 680 (1936)).
218. Id. at 718.
219. Id.
220. TIG Ins. Co. of Mich. v. Homestore Inc., 137 Cal. App. 4th 749, 758–59 (2006).
221. Id.
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directors and officers policy at issue in Wedtech Corp. v. Federal Insur-
ance Co.:222

The written application for coverage shall be construed as a separate applica-
tion for coverage by each of the Insured Persons. With respect to the declara-
tions and statements contained in such written application for coverage, no
statement in the application or knowledge possessed by any Insured Person(s)
shall be imputed to any other Insured Person(s) for the purpose of determin-
ing the availability of coverage with respect to claims made against any Insured
Person(s) whether or not the Insured Organization grants indemnification.

In Wedtech, the rescission defense was based on the failure to disclose a
government investigation that led to a series of lawsuits.223 However,
one director, Cavazos, joined the board of directors after the application
had already been submitted. He also rejoined the company after it filed
bankruptcy.

The insurer attempted to rely on common law principles that a con-
tract may be void ab initio under New York law based on application
fraud.224 It reasoned that, since none of the actual board members who
were associated with the company at the time of the application was
filed could rely upon the severability provisions, the policy should be can-
celed in its entirety. The court disagreed, relying upon a similar Massa-
chusetts case.225 The court held that the severability provisions should
be applied on an insured-by-insured basis.226 A final ruling on the ques-
tion of whether the late appointment of Cavazos to the board could revive
a policy that might have been voided before he joined the organization
was ultimately deferred by the court as raising an issue of fact.227

The case of In re HealthSouth Corp. Insurance Litigation228 illustrates the
risks associated with a broad form “any insured” severability provision.
There, the severability provision provided:

Such written application(s) for coverage shall be construed as a separate ap-
plication for coverage by each of the Insured Persons. With respect to the
declarations and statements contained in such written application(s) for cov-
erage, no statement in the application or knowledge possessed by any In-
sured Person shall be imputed to any other Insured Person for the purpose
of determining if coverage is available.229

222. 740 F. Supp. 214, 217 (S.D.N.Y. 1990).
223. Id. at 216–17.
224. Id. at 216.
225. Id. at 218–19 (discussing Shapiro v. Am. Home Assurance Co., 616 F. Supp. 900,

903–05 (D. Mass. 1984)).
226. Id. at 219.
227. Id.
228. 308 F. Supp. 2d 1253 (N.D. Ala. 2004).
229. Id. at 1261.
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The facts of the case were not uncommon in that the fraud went beyond
the four corners of the application. Thus, the carriers contended that they
had been subject to a broader scheme of fraud in the inducement than that
represented by misstatements in the application.230 They urged that the
legal right to rescind under ordinary common law principles for the over-
all fraud in the procurement of the policies should not be limited by
severability language of the policies.231 Those provisions, the insurers ar-
gued, only governed misrepresentations in the application.232 The fraud
committed by the corporation outside of the application should be im-
puted to all insured officers and directors.233

The court rejected the argument. It held that the intent of the severabil-
ity clause was to completely insulate the insureds from imputation of all
forms of fraud in which individual insureds were not personally involved.234

Thus, the severability clause was held to govern the right to rescind based
not merely on application fraud, but the right to rescind generally.

In order to maintain the right to rescind in cases of clear and deliberate
procurement of a policy under false pretenses, many carriers have devel-
oped a hybrid severability clause. One such provision was construed in the
case of Cutter & Buck Inc. v. Genesis Insurance Co.235 The clause in Cutter &
Buck created an exception to the severability provisions.236 In particular,
the carrier had the right to rescind in the case of misrepresentations
made with an actual intent to deceive and/or those that might materially
affect the acceptance of the risk.237 Instead of granting blanket severability
to those who did not sign the application, the application allowed for re-
scission without qualification if the information that was concealed and
misrepresented was “known to the person or persons who signed the Ap-
plication.”238 Against an argument that the provision was ambiguous, the
court described the objective of the exception to severability as follows:

This clearly implies that when the signor knows that there are misrepresen-
tations in the application materials, that knowledge is imputed to all other
directors or officers. The result is that innocent directors or officers retain
coverage unless the application’s signor knows of a misrepresentation within
the application, in which case even innocent directors and officers lose
coverage.239

230. Id. at 1281–85.
231. Id. at 1283–84.
232. Id.
233. Id.
234. Id. at 1286–88.
235. 306 F. Supp. 2d 988 (W.D. Wash. 2004).
236. Id. at 1011.
237. Id.
238. Id.
239. Id. at 1012.
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There are a number of good reasons for such modified severability pro-
visions. First, allowing the acquisition of insurance based on deliberate
misrepresentation and concealment raises public policy problems. Speci-
fically, it contravenes the public policy against purchasing insurance for a
known loss.240 Second, severability provisions are designed to preserve
the benefit of the bargain for innocent insureds that may lose coverage
through the negligence and inattentiveness of the corporate officer that
prepares the application. To apply severability in the case of deliberate
misrepresentations, in effect, provides the innocent insured the unfair
windfall of insurance coverage that would have never been placed but
for knowing fraud. There is a reasonable argument that, even in the
case of a broad form severability provision, such as that found in Health-
South, the limitation in the clause found in Cutter & Buck should be im-
plied as a matter of sound public policy.

v. termination provisions

The termination provisions of financial institution bonds and directors
and officers liability policies are similar in that both provide for the auto-
matic lapse of coverage at the time of closure. Coverage under the 2004
Bond terminates “immediately upon the taking over of the insured by a
receiver or other liquidator or by State or Federal officials.”241 A typical
directors and officers liability policy specifies that coverage shall cease
when the bank “has ceased to engage in the active banking business or
to accept deposits.”242

A. Automatic Termination of a Financial Institution Bond

The earliest efforts to challenge the automatic termination provisions in
financial institution bonds were based on alleged ambiguities in the policy
language.243 As in the case of the current version of § 12 of the 2004 Bond,
the bond in Sharp v. Federal Savings & Loan Insurance Corp.244 provided for
automatic termination in the event of a takeover.245 The FDIC relied on a
notice provision applicable to cancellations by the bank or the carrier. The
agency argued that the notice provision either modified the termination

240. See generally 2 WINDT, supra note 89, § 3:18.
241. 2004 Bond, supra note 176, Conditions and Limitations § 12 (Termination or

Cancellation).
242. E.g., Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 33 F.3d 62 (10th Cir.

1994); Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 821 F. Supp. 655, 661
(W.D. Okla. 1993).
243. E.g., Sharp v. Fed. Sav. & Loan Ins. Corp., 858 F.2d 1042, 1047–48 (5th Cir. 1988);

U.S. Fire Ins. Co. v. Fed. Deposit Ins. Corp., 981 F.2d 850, 851–52 (5th Cir. 1993).
244. 858 F.2d 1042.
245. Id. at 1045.
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provision or, alternatively, created an ambiguity as to the effective date of
termination. In particular, there was a ten-day hold on cancellation until re-
ceipt of notice of the termination by the Federal Home Loan Bank of which
the savings institution was a member.246

The Fifth Circuit Court of Appeals held that said qualification only ap-
plied to voluntary terminations by the parties and not to the automatic
termination provision.247 The court noted that the agency was effectively
attempting to modify the bond to mirror the termination provisions of an
earlier version of the standard form used for savings institutions.248 The
court carefully scrutinized the drafting history. It found that the intention
to eliminate a notice provision with respect to takeover of the institution
was clear from the drafting history. The court ruled that the language im-
plementing that change was unambiguous.249

The court observed that automatic termination was entirely reasonable
under the circumstances of a takeover.250 Insuring the institution after a
takeover represented a materially different risk because the officials who
had purchased the bond to ensure their own honesty were no longer in
control of the institution. Thus, to continue coverage after a receivership
would substantially alter the character of the risk covered by the policy.251

In Mutual Security Life Insurance Co. v. Fidelity & Deposit of Maryland,252

a successor liquidator argued that both an automatic termination provi-
sion and a fidelity bond violated public policy and a statute that required
thirty days’ notice of cancellation or termination of a policy. The court
rejected both arguments.253 As to the cancellation argument, the court
held that the cancellation statute covered only a discretionary decision
to cancel coverage.254 Cancellation provisions have no application when
a policy lapses in the event of certain defined events such as a takeover.255

Because takeover is not defined, several early cases dealt with disputes
as to the precise date of automatic termination. In United States Fire Insur-
ance Co. v. Federal Deposit Insurance Corp.,256 the FDIC argued that only an
involuntary assumption of control by regulators met the definition of
a “takeover.”257 The bank in that case had entered into a voluntary

246. Id.
247. Id. at 1046–47.
248. Id.
249. Id.
250. Id. at 1045–46.
251. Id.
252. 659 N.E.2d 1096 (Ind. Ct. App. 1996).
253. Id. at 1101.
254. Id.
255. Id.
256. 981 F.2d 850 (5th Cir. 1993).
257. Id. at 851.
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supervisory agreement with the state savings association regulator. The
court consulted Black’s Law Dictionary and determined that there was
nothing in the ordinary interpretation of takeover to limit the word to
only hostile or involuntary changes in control.258 Similarly, in Federal
Savings & Loan Insurance Corp. v. TransAmerica Insurance Co.,259 the
FSLIC urged that a “physical possession of the institution” requirement
was implied in the automatic takeover provision. The FSLIC sent a notice
of loss under the bond on the date it was appointed receiver, and thus cov-
erage terminated.260 As a result, the agency sought an expedient argument
to advance the discovery and notice provision a single day forward before
the date of termination. Looking to the law of receivership, the court
found that legal right to possession and control was effective immediately
at the time of appointment.261 Physically entering the premises of the in-
stitution was not necessary to effectuate a takeover.262

The court in TransAmerica Insurance also rejected a public policy argu-
ment that was first discussed in the 1987 case of Federal Savings & Loan
Insurance Corp. v. Oldenburg.263 Oldenburg held that the automatic termi-
nation provision was void as against public policy because it interfered
with the FSLIC’s normal rights and powers of successor to enforce the
contracts of the institution.264 This rationale was later adopted by other
district courts265 until a series of federal appellate decisions uniformly
held that these decisions had improperly applied public policy criteria
and ignored a provision in FIRREA that qualified successor rights.266

In the first such case, Federal Deposit Insurance Corp. v. Aetna Casualty &
Surety Co.,267 the Sixth Circuit Court of Appeals emphasized that rights
governed by contract should not be lightly modified by the courts to
conform with “general considerations” of public policy.268 Rather,
under Supreme Court standards, the terms of a contract may not be dis-
turbed unless the offending provision conflicts with a well-defined and

258. Id. (citing BLACK’S LAW DICTIONARY 1454 (6th ed. 1990)).
259. 705 F. Supp. 1328 (N.D. Ill. 1989).
260. Id. at 1337.
261. Id.
262. Id.
263. 671 F. Supp. 720 (D. Utah 1987).
264. Id. at 722–24.
265. E.g., Fed. Sav. & Loan Ins. Corp. v. Aetna Cas. & Sur. Co., 701 F. Supp. 1357, 1363

(E.D. Tenn. 1988); Branning v. CNA Ins. Cos., 721 F. Supp. 1180, 1183–84 (W.D. Wash.
1989).
266. E.g., Cal. Union Ins. Co. v. Am. Diversified Sav. Bank, 948 F.2d 556, 562 (9th Cir.

1991); St. Paul Fire & Marine Ins. Co. v. Fed. Deposit Ins. Corp., 968 F.2d 695, 702 (8th
Cir. 1992); Fid. & Deposit Co. of Md. v. Connor, 973 F.2d 1236, 1241–43 (5th Cir. 1992).
267. 903 F.2d 1073 (6th Cir. 1990).
268. Id. at 1077–78.
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dominant policy that can be ascertained from existing law and legal
precedent.269

Not only were the general powers of the regulator as receiver not held
sufficient to abrogate the termination provision under this analysis, but
the court found statutory support for the opposite conclusion under
FIRREA. Thus, under § 1821(e) of the statute, contractual acceleration
and forfeiture on insolvency clauses are invalidated.270 However, both
directors and officers liability policies and financial institution bonds
were expressly exempted from this general prohibition on impairing the
receiver’s rights as a contractual successor.271 Based on this provision,
the requirement of an explicit law or precedent could not be satisfied.
Rather, the statute was explicit that bonds were exempted from the anti-
forfeiture law.272 Thus, the automatic termination provision was held
fully enforceable against a receiver.273

B. Automatic Cessation of Directors and Officers Liability Coverage

In the case of directors and officers liability policies, there has been one
reported challenge to an automatic termination provision, but not on
public policy grounds.274 In American Casualty Co. of Reading, Pa. v. Federal
Deposit Insurance Corp.,275 the court was called on to determine whether an
automatic termination provision terminated coverage after the institution
had purchased so-called discovery period coverage after the policy had
been nonrenewed.276 The FDIC argued that the provision “coverage
shall cease” only served to terminate the policy during the original policy
period.277 The agency argued that the discovery period was an independent
right and agreement under the policy allowing reporting of claims notwith-
standing that coverage had ceased on the actual expiration of the policy.278

The agency urged that, at best, there was an ambiguity as to whether the
termination clause terminated rights under the original policy to purchase
such additional coverage.279

The district court rejected this argument on the grounds that the inter-
pretation could not be reconciled with other provisions of the cessation of

269. Id. at 1077 (citations omitted).
270. Id. at 1078 (citing 12 U.S.C. § 1821(e)).
271. Id.
272. Id.
273. Id.
274. Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 821 F. Supp. 655 (W.D.

Okla. 1993), aff ’d, 33 F.3d 62, 1994 WL 387891 (10th Cir. July 26, 1994).
275. 821 F. Supp. 655 (W.D. Okla. 1993).
276. Id. at 659–60. This coverage is also sometimes referred to as “extended tail” or

“extended reporting” coverage.
277. Id. at 661.
278. Id. at 661–62.
279. Id.
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business clause. In particular, the provision stated that, after cessation of
business, “the bank shall not be entitled to obtain the extended coverage
provided for in Clause 2(b)” (which referred back to the discovery
clause).280 The court noted that the discovery period coverage was a
form of insurance coverage and thus had to terminate once all coverage
ceased.281 Since the very right to purchase discovery period coverage ter-
minated at closure, it was illogical to conclude that the identical coverage
would continue if purchased prior to closure.282

The Tenth Circuit Court of Appeals affirmed the decision in an un-
published opinion.283 The court entertained additional legal arguments
regarding the termination provision. This included an argument that the
institution did not receive sufficient advance notice of the import of
the clause at the time the policy was purchased.284 As to this argument,
the court noted that the reorganization clause had been added by endorse-
ment.285 The endorsement was separately scheduled at the time of renewal.
Since there had never been a misrepresentation that the prior policy was
being renewed without material modification, the court found the provision
was conspicuous enough to satisfy Oklahoma law in the case of insureds
who were “sophisticated bankers.”286

Second, the court of appeals considered the argument that the right to
terminate had been waived because the insurer had never returned pro
rata premium for the time after which coverage had ceased.287 The
court rejected this argument on the grounds that there is no obligation
to return premium in the case of a policy that automatically lapses in
the event of specified events.288 An insured who purchases such coverage
assumes the risk that the policy may lapse and its premium might cover a
shorter period due to the cessation of business.289

vi. discovery provisions

A. General Considerations

As a general matter, rights under the discovery and reporting provisions
of bonds and liability policies are neither enhanced nor impaired up to

280. Id. at 659.
281. Id. at 661.
282. Id.
283. Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 33 F.3d 62, 1994 WL

387891 (10th Cir. July 26, 1994).
284. Id. at *2.
285. Id.
286. Id. at *2–3.
287. Id. at *4.
288. Id.
289. Id.
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the time of the appointment of a receiver. However, the automatic termi-
nation provisions of both forms of insurance create practical difficulties
for the agency in its efforts to preserve and maximize the institution’s
rights under the policies as they may exist on the eve of closure.

In neither case are the time constraints so severe as to completely un-
dermine the agency’s ability to preserve the status quo. The 2004 Bond
requires reporting “at the earliest practicable moment, not to exceed
30 days.”290 The better practice in the case of any financial institution
bond is for the agency and the institution to both develop the necessary
factual record to report a bond claim and to report the loss before or
close to the time of closure.291 In the states that may still apply a
“notice/prejudice” approach to the period of reporting after closure, the
notice of loss will still be deemed timely as long as the FDIC can establish
that noninvolved employees discovered facts supporting a reasonable be-
lief that there might be a covered claim before termination.292

However, a decision to wait any longer than the normal thirty-day
maximum period from discovery specified in the 2004 Bond has substan-
tial risks. First, many jurisdictions have declined to superimpose a notice/
prejudice standard on the thirty-day period within which to report.293

Moreover, many of the notice/prejudice cases were decided under finan-
cial institution bonds issued before 1986 and 2004 respectively. The 2004
Bond and its predecessor form published in 1986 included the “not to ex-
ceed thirty days” provision.294 In Federal Deposit Insurance Corp. v. Olden-
burg,295 the Tenth Circuit Court of Appeals, applying Utah law, deter-
mined that even the “not to exceed” language was subject to a notice/
prejudice standard. However, later cases have declined to follow Olden-
burg.296 Thus, once the facts appear objectively to support the tender of
a claim, it is dangerous to wait more than thirty days in any state.

290. 2004 Bond, supra note 176, Conditions and Limitations § 5(a).
291. E.g., Cal. Union Ins. Co. v. Am. Diversified Sav. Bank, 948 F.2d 556, 564–65 (9th

Cir. 1990) (faulting the FSLIC for not bringing evidence of dishonesty to attention of
non-wrongdoing employees before termination of bond); Fed. Sav. & Loan Ins. Corp. v.
Aetna Cas. & Sur. Co., 785 F. Supp. 867 (D. Mont. 1990) (reporting found untimely
where Federal Home Loan Bank Board waited a year from discovery to direct management
to file bond claim).
292. Fed. Deposit Ins. Corp. v. Oldenburg, 34 F.3d 1529, 1546 (10th Cir. 1994) (collect-

ing cases allowing for reporting under notice/prejudice standards).
293. Aetna Cas., 785 F. Supp. at 871 (applying Montana law); Fed. Deposit Ins. Corp. v.

St. Paul Cos., 634 F. Supp. 2d 1213, 1224 (D. Colo. 2008) (applying Montana law).
294. FINANCIAL INSTITUTION BOND, STANDARD FORM NO. 24, General Agreements, F (rev.

Jan. 1986), reprinted in THE SUR. & FID. ASS’N OF AMERICA, STANDARD FORMS (Wolters
Kluwer Financial Services, Waltham, MA) [hereinafter “1986 Bond”].
295. 34 F.3d at 1546.
296. See, e.g., Fed. Deposit Ins. Corp. v. Ins. Co. of N. Am., 105 F.3d 778, 783–87 (1st

Cir. 1997); St. Paul Cos., 634 F. Supp. 2d at 1223–25.
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As to directors and officers liability policies, the potential claims notice
provisions of contemporary policies generally provide a grace period
of thirty days or more after expiration to report a potential claim.297

However, as in the case of bonds, these deadlines are normally strictly
enforced.298

These time constraints create difficulties for the regulators that lead to
disputes as to the timing of discovery, the timeliness of reporting, and the
methods the FDIC often uses to attempt to preserve coverage near the
time of closure. If the institution itself is not diligent in preserving its rights
before a closure, there may be little the regulators can do prior to that time
to preserve coverage.

Thus, in the period before closure, the regulators’ attention and re-
sources are divided among many competing priorities. The FDIC’s eval-
uation of what it characterizes as “professional liability claims” is a post-
closure aspect of the overall resolution process.299 In the period before
closure, resources are devoted to forward-looking issues with respect to
institutions on the “problem” bank watch list.300 With over 800 banks
now in that category, the resources of the regulatory agencies are spread
thin. The focus before closure is generally not to look back for scapegoats,
but to determine whether the institution has sufficient capital and per-
forming assets to survive as a going concern.301 Even when closure is im-
minent, there are a host of complex resolution tasks that may take prece-
dence over investigating insured losses and liability claims.302 Given these
exigencies, efforts to preserve insured claims are often hastily developed
on the eve of closure. The FDIC in many instances attempts to accom-
plish that which only the insured institution is in a position to undertake.
Thus, the agency itself has conceded:

. . . Professional liability claims are complex and contentious and often re-
quire many years and substantial investments in investigation and litigation
before any actual recovery is realized.303

297. BancInsure, Inc. v. Park Bank, 318 F. Supp. 2d 746, 748 (W.D. Wis. 2004).
298. E.g., Cal. Union Ins. Co. v. Am. Diversified Sav. Bank, 914 F.2d 1271, 1278 (9th Cir.

1990) (notice of regulatory activity by regulators did not suffice to satisfy potential claim re-
porting provisions); Fed. Deposit Ins. Corp. v. Barham, 995 F.2d 600, 605 (5th Cir. 1993)
(awareness of regulatory compliance directive by insurer’s agent did not satisfy potential
claim reporting provisions of policy).
299. FDIC, MANAGING THE CRISIS, supra note 102, at 265–67.
300. FED. DEPOSIT INS. CORP., QUARTERLY BANKING PROFILE, at 3 (Dec. 31, 2011), avail-

able at http://www2.fdic.gov/qbp/qbpSelect.asp?menuItem=QBP (reporting 813 institutions
identified as problem banks).
301. See FED. DEPOSIT INS. CORP., FDIC RESOLUTIONS HANDBOOK 47–66 (2003), available

at http://www.fdic.gov/bank/historical/reshandbook.
302. FDIC, MANAGING THE CRISIS, supra note 102, at 55–61.
303. Id. at 266.
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Moreover, in the case of bond claims, investigating dishonesty claims,
not previously uncovered in regular examinations, can be a doubtful in-
vestment of resources. This is not surprising, given the high levels of
proof needed to establish a covered bond claim. In the prior bank failure
crisis, of the $2.5 billion in recoveries indemnified by all insurance, the
bank regulatory agencies only succeeded in recovering $300 million in
financial institution bond recoveries.304

B. Perfecting a Bond Claim on the Eve of Closure

Where management and the regulators develop a detailed and well-
documented record to support a notice of a loss by or near the time of
closure, the opportunities to perfect collectible bond claims are best.
The case of Resolution Trust Corp. v. Fidelity & Deposit of Maryland305 pro-
vides an example. The claim was made just before the failure of City
Federal Savings Bank, a savings institution eventually taken over by the Re-
solution Trust Corporation (RTC).306 There dishonest insiders arranged
for the covering up of losses associated with the extension of a $30 million
warehouse line of credit to Northwest Mortgage Company.307 Northwest
was a mortgage broker that originated and resold mortgages to investors
and investment pools.308 This concealment went on until Northwest’s
owner, Movroydis, confessed that Northwest was substantially in default
and that he had misappropriated loan proceeds over which the institution
believed it had perfected a security interest.309 The fraud began in early
1988 and was not discovered until February 1989.310

Based on this confession and employee interviews, bank officers and
the institution’s in-house attorney suspected but could not fully confirm
that these losses were the product of insider collusion with Movroydis.311

The bank’s fidelity bond contained language somewhat similar to that
found in § 3 of the current 2004 Bond.

Section 4. This bond applies to loss discovered by the Insured during the
bond period. Discovery occurs when the Insured becomes aware of facts
which would cause a reasonable person to assume that a loss covered by
the bond has been or will be incurred, even though the exact amount or de-
tails of loss may not then be known.312

304. Id. at 285.
305. 205 F.3d 615 (3d Cir. 2000).
306. Id. at 625.
307. Id. at 620–21.
308. Id.
309. Id. at 624–25.
310. Id.
311. Id.
312. Id. at 615; see also 2004 Bond, supra note 176, § 3. The 2004 Bond substituted the

phrase “loss of the type covered by the bond” to underscore that the discovery provision
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As the court recognized, the provision contains both an objective stan-
dard, that is, the requirement that specific facts be discovered, and a
hypothetical subjective standard, that is, that the facts would lead a rea-
sonable person to conclude a covered loss might be experienced.313

Under this standard, the trier of fact must first evaluate the facts known
respecting the underlying wrongful conduct and then determine whether
a reasonable person would assume that a loss potentially covered by the
bond may have resulted.314

The insurer moved for summary judgment on the grounds that the in-
formation available to the employees that discovered and reported the
claim was insufficient to meet the first prong of the test.315 The carrier
urged that the employees had no hard and fast information that insiders
had facilitated the loss in the period before the bond expired in March
1989.316 The district court agreed and granted summary judgment.317

In reversing, the Third Circuit Court of Appeals first noted that the
RTC stood in the shoes of the institution.318 If the discovery clause
had been satisfied before closure, the RTC could seek indemnification
for the loss.319 After surveying existing precedent on the discovery stan-
dard, the court of appeals emphasized that the discovery standard under
contemporary financial institution bonds was expressly formulated to es-
tablish a low and early standard of discovery and reporting.320 This objec-
tive of requiring reporting sooner rather than later is designed to avoid
prejudice to the insurer that results from delay and the incident staleness
and unreliability of the record needed to investigate the claim.321

The facts learned must lead to a reasonable suspicion, rather than an
actual belief that a loss covered by the bond may have occurred.322

There was no claim that the district court had applied the wrong stan-
dard.323 However, the court faulted the trial court for misapplying that
standard.324 The lower court evaluated the separate reasons the institu-
tion determined to file the notice of loss on a fact-by-fact basis, rather

does not require the insured to recognize the loss is actually covered. See MICHAEL KEELEY,
ANNOTATED FINANCIAL INSTITUTION BOND 423 (2d ed. 2004) (emphasis added).
313. Fid. & Deposit of Md., 205 F.3d at 630 (citing U.S. Fid. & Guar. Co. v. Empire State

Bank, 448 F.2d 360, 365 (8th Cir. 1971)).
314. Id.
315. Id. at 625–26.
316. Id.
317. Id.
318. Id. at 627.
319. Id.
320. Id. at 630–31.
321. Utica Mut. Ins. Co. v. Fireman’s Fund Ins. Cos., 748 F.2d 118, 121 (2d Cir. 1984).
322. Fid. & Deposit of Md., 205 F.3d at 632–33.
323. Id.
324. Id.
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than considering the “totality of the information the management of
the institution had before it.”325

Thus, a last minute change in the terms of a major acquisition just
before the fraud was discovered was a major factor considered by the gen-
eral counsel of the association in reporting the claim.326 HonFed Bank
had purchased a subsidiary of the institution.327 On the eve of closing,
HonFed insisted that the Northwest loan be eliminated from the subsidi-
ary’s portfolio and remain with the parent company, City Federal. Coin-
cidentally, former insiders of City Federal, who had been involved in the
cover-up of the Northwest problems, secured positions with HonFed in
connection with the sale of the subsidiary.328

Similarly, the general counsel found it suspicious that a remaining loan
officer, DeVany, admitted knowledge of Northwest’s substantial default
by December 1988 and halted further funding of the credit line at that
time.329 However, DeVany had no explanation as to why, contrary to
bank policy, he had never reported his findings to the legal department
before Movroydis made his own confession several months later.330

Factors as subtle as DeVany’s demeanor during interviews by the legal
department were considered by the court of appeals in combination with
other information.331 Also critical was the general counsel’s incredulity
that an outside institution, HonFed, had singled out the disastrous line
of credit for elimination from the acquisition, but City Federal insiders
somehow were unaware of the identical problems.332 Based on all the
foregoing factors, the court found there was a reasonable question of
fact as to whether the facts known met the discovery clause standards.333

The court of appeals emphasized that the discovery clause criteria are
highly factual.334 This fact-intensive test naturally opens the door for the
FDIC to identify speculative badges of fraud in the limited time that may
be available near or after closure to perfect a claim. If more definitive evi-
dence is not available, a common tactic is to construct a “laundry list” of
loans that had early default histories, that were substantially under-
collateralized, or that otherwise should have raised red flags. Evidence
that a particular loan officer had a high frequency of defaults, independent

325. Id.
326. Id.
327. Id.
328. Id.
329. Id.
330. Id. at 622–28.
331. Id.
332. Id. at 627–28.
333. Id. at 630–31.
334. Id. at 631 (“Inevitably, a court must assess each case on its own facts, keeping in mind

the general principle that the ‘discovery threshold is low.’ ”) (citations omitted).
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relationships with borrowers that may have created conflicts of interest, or
poorly documented loan files may also support claims notices. Further,
third-party claims by borrowers alleging fraud or other improper conduct
may be cited as grounds for reporting.335

However, none of these efforts is likely to succeed unless the agency
can ultimately confirm that insiders had reasonable familiarity with the re-
levant facts before the bond terminated.336 When the best an employee
can say is that he or she suspected fraud based on regulatory criticisms
or the general decline of the bank, courts have held that the discovery
standard is not satisfied.337

To avoid this problem the agency may undertake to enlist an innocent
official and educate that individual to the agency’s suspicions and support-
ing evidence on the eve of closure. One such recent decision dealt with a
claim arising out of just such an effort. The decision in St. Paul Mercury
Insurance Co. v. Federal Deposit Insurance Corp.338 might aptly be described
as the case of The Wrong Man.339 The bank failure at issue, that of Hamil-
ton Bank, occurred in 2002 and was thus unrelated to the mortgage
meltdown.340 The failure was allegedly precipitated by a series of highly
questionable loans to foreign borrowers and alleged efforts to cover up
loan losses by Hamilton Bank’s chief executive officer, Eduardo Masferrer,
through loan swaps.341

On the eve of closure, the Office of the Comptroller of the Currency
(OCC) enlisted the bank’s chief financial officer, Timothy Harris, to
sign a notice of loss.342 To support the institution’s discovery of miscon-
duct by Masferrer in connection with a loan known as the Golden Vision
loan, the OCC representatives showed Harris the Golden Vision loan
file.343 The agency representatives showed Harris that the loan file had

335. See Fed. Deposit Ins. Corp. v. Ins. Co. of N. Am., 105 F.3d 778, 782 (1st Cir. 1997)
(third-party borrower claims trigger discovery—FDIC’s claim of deferred discovery
rejected).
336. E.g., Fed. Deposit Ins. Corp. v. N.H. Ins. Co., 953 F.2d 478, 485 (9th Cir. 1991)

(grand jury indictment corroborated that insider had discovered dishonest employee’s con-
duct before bond expired).
337. E.g., Cal. Union Ins. Co. v. Am. Diversified Sav. Bank, 948 F.2d 556, 564–65 (9th

Cir. 1991) (mere knowledge of extensive regulatory criticism and alleged banking regulation
violations not equivalent to facts supporting suspicion of fraud); Fed. Deposit Ins. Corp. v.
Aetna Cas. & Sur. Co., 953 F.2d 478, 485 (9th Cir. 1991) (subjective suspicions of fraud not
corroborated by specific evidence of fraudulent conduct not sufficient to satisfy discovery
clause).
338. 2011 WL 1195402 (S.D. Fla. Mar. 29, 2011).
339. This was an Alfred Hitchcock film based on a case of mistaken identity. ALFRED

HITCHCOCK, The Wrong Man (Warner Bros. 1956).
340. St. Paul Mercury, 2011 WL 1195402, at *1.
341. United States v. Masferrer, 514 F.3d 1158 (11th Cir. 2008).
342. St. Paul Mercury, 2011 WL 1195402, at *2.
343. Id.
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virtually no documentation.344 They further provided evidence that the
loan had been funded through a suspiciously circuitous series of wire
transfers for an acquisition of distressed assets from a bank in El Salvador,
Unibanco.345 Masferrer was known to own shares in Unibanco.346 The
OCC showed Harris that its investigation established that no security in-
terest in the loan had been perfected.347 The OCC also pointed out that
Golden Vision was a newly formed British Virgin Islands company with
no track record from which the bank could readily confirm an indepen-
dent financial ability to repay the loan.348

In the ultimate notice of loss, Harris asserted that this factual evidence
had led him to reasonably assume Masferrer had masterminded and bene-
fited from the alleged sham loan transactions.349 In its ensuing investiga-
tion, the FDIC learned that the dishonest party who had concocted and
stood to benefit from the scheme was in fact Ronald Lacayo, a Hamilton
director.

St. Paul moved for summary judgment based on the disconnect be-
tween the belief formed by Harris at the time he reviewed the evidence
provided by the OCC and the actual claim of dishonesty based on the dis-
honesty of a completely different employee, Lacayo.350 St. Paul reasoned
that, if the facts led Harris to suspect dishonesty other than that actually
committed, there could be no coverage.351

The court rejected St. Paul’s argument on several grounds. First, the
court dealt with St. Paul’s assertion that it was necessary that Harris as-
sume that the right man, Lacayo, was engaged in dishonesty of a type cov-
ered by the bond. The court noted that Harris was confronted with nine
separate facts that would have led him to believe that there was employee
dishonesty on the part of some insider.352 The court rejected the argu-
ment that Harris had to correctly identify the dishonest employee to
reach the discovery threshold provided under the bond.353 It held that
to do so would be equivalent to imposing a nonexistent requirement
that the innocent employee correctly interpret all the facts presented to
him when in fact the test is whether a reasonable person could make
the assumptions Harris made based on the facts before him.354

344. Id. at *2–4.
345. Id.
346. Id.
347. Id.
348. Id.
349. Id. at *4.
350. Id.
351. Id. at *4–5.
352. Id. at *4.
353. Id.
354. Id.
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Second, St. Paul argued that the “covered by the bond” test had not
been satisfied because the facts known to Harris could only support an
awareness or suspicion of poor or irregular business activities.355 The
court acknowledged that unsafe and unsound lending practices in and
of themselves would not objectively support such suspicions.356 The
court first noted that the cases relied upon by St. Paul in support of its
arguments were not authoritative in light of the bond language before
it.357 As the court correctly observed, many of these cases, dating from
the late nineteenth century Supreme Court case of American Surety Co.
of New York v. Pauly, contained provisions that required a showing that
the insured was actually satisfied and/or reasonably believed covered dis-
honesty had transpired.358

Under the provision before the court, it was not necessary that the
insured pass the threshold of suspicion to a point where the employee rea-
sonably believed the employee could be charged with fraud or dishon-
esty.359 Rather, relying on a prior Eleventh Circuit decision, Royal Trust
Bank, N.A. v. National Union & Fire Insurance Co. of Pittsburgh, Pa., the
court held that the suspicion standard applied in the Eleventh Circuit re-
quired no element of satisfaction, belief, or confirmation.360 The court
ruled that, unless no reasonable juror could conclude Harris’s suspicions
were justified, summary judgment could not be granted:

That Harris was mistaken about who actually masterminded the fraud and
benefited therefrom does not diminish the point that a fact-finder could con-
clude that a reasonable person would have assumed that the losses incurred
by reason of the Golden Vision loan were due to an employee’s fraudulent or
dishonest conduct and that that employee had benefited therefrom. The
Court cannot say that, as a matter of law, this suite of facts would cause a
reasonable person to, at most, merely suspect that fraudulent or dishonest
conduct was afoot.361

St. Paul Mercury provides a good example of how a successor may poten-
tially perfect (although not necessarily establish) a bond claim. The actual
feasibility of developing the quantum of proof put before Harris in
St. Paul Mercury will not be easy to duplicate in many cases. However,
the decision shows that evidence supporting a reasonable suspicion of

355. Id. at *5.
356. Id. at *5 (citing Resolution Trust Corp. v. Fid. & Deposit of Md., 205 F.3d 615, 630

(3d Cir. 2000)).
357. Id.
358. Id. (citing Am. Sur. Co. of N.Y. v. Pauly, 170 U.S. 133 (1898)).
359. Id. at *6.
360. Id. (citing Royal Trust Bank, N.A. v. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa.,

788 F.2d 719 (11th Cir. 1986)).
361. Id. at *6.
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fraud can suffice even if the specific assumptions made at the time notice
is provided prove erroneous in the long run.

On the other hand, other decisions establish that a lucky guess that is
corroborated over the long run will not save an untimely claim. When the
factual record has not been fully developed to satisfy the standards of the
clause before the bond terminates, there will be no coverage.

C. The Perils and Possibilities of Laundry Listing Under a Liability Policy

Similar issues and disputes arise under the potential claims notice provi-
sions of directors and officers liability policies. However, the FDIC has
some advantages in preserving potential coverage under this type of pol-
icy. First, the level of misconduct to support liability is lower under
FIRREA at a standard potentially no lower than that of a gross negligence
standard.362 Financial institution bonds by contrast generally cover crim-
inal wrongdoing and conduct involving no less than an intent to de-
ceive.363 Thus, the FDIC must have reasonable grounds to suspect and
report more serious wrongdoing to perfect a bond claim. Moreover, as
to breach of fiduciary duty claims, the FDIC receives the benefit of any
lower standard of care that applies under state corporate law.364 Second,
as the likely adverse claimant, the FDIC is in a position to control its own
destiny by placing the directors and officers on notice of potential claims
at or near the time of closure.

This still leaves the question of whether a potential claim notice letter
from the agency to directors and officers satisfies the operative reporting
provisions of the policy.

Although the law is highly conflicting on the subject of the adequacy of
the notice, there are some points on which most courts agree. First, the
reporting requirements are not subject to notice/prejudice limitations.
Most courts agree that the potential claim notice must be timely sub-
mitted by the insured to the carrier before the time to report potential
claims expires.365 Similarly, the courts have generally rejected claims
that the insurer was on “constructive notice” based on information it re-
ceived through avenues other than a formal written notice specifying the

362. Atherton v. Fed. Deposit Ins. Corp., 519 U.S. 213, 230–31 (1997).
363. First Nat’l Bank of Manitowoc v. CNA Ins. Cos., 485 F.3d 971, 974 (7th Cir. 2007);

Eglin Nat’l Bank v. Home Indem. Co., 583 F.2d 1281, 1287–88 (5th Cir. 1978) (comparing
higher level of wrongdoing need to perfect coverage under a bond versus under directors and
officers liability policy).
364. E.g., Fed. Deposit Ins. Corp. v. Castetter, 184 F.3d 1040, 1043–44 (9th Cir. 1999)

(applying simple negligence standard under California law).
365. E.g., KPFF, Inc. v. Cal. Union Ins. Co., 56 Cal. App. 4th 963, 966 (1997); Fed. De-

posit Ins. Corp. v. Cont’l Cas. Co., 796 F. Supp. 1344, 1352 (D. Or. 1991) (applying Wis-
consin law); Campbell & Co. v. Utica Mut. Ins. Co., 820 S.W.2d 284, 286–87 (Ark. Ct. App.
1991).
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reasons a claim is anticipated.366 A common unsuccessful argument is that
information provided to the carrier in the course of underwriting the pol-
icy suffices to provide notice. One such case was American Casualty Co.
of Reading, Pa. v. Continisio.367 In rejecting the argument that information
in a renewal application satisfied the potential claim notice reporting
requirements, the court stated:

Because the notice of claim provision defines coverage under this policy, the
only reasonable interpretation of the policy provision is that the insureds
must regard the information they possess as a potential claim and formally
notify their insurer through its claims liability department that a claim
may be asserted.368

The court noted that it was joining “a growing line of cases prohibiting an
insured from insisting that its insurer’s underwriting department sift
through a renewal application and decide what should be forwarded to
the claims department on the insured’s behalf.”369

Continisio also illustrates another reason claim notices covering possible
regulatory claims may not trigger coverage. There are often material in-
consistencies between policy application answers and assertions in poten-
tial claim notices tendered near the time of closure. In that case, the signer
of the renewal application denied knowledge of circumstances that might
lead to the filing of a claim as of the time the application was submitted.
Yet the insureds later attempted to rely on documents submitted concur-
rently therewith in support of their claim that the insurer had notice of
circumstances satisfying the reporting provision.370 The inconsistency
did not escape the court’s attention as a “yes” answer would have been re-
quired to the application question regarding potential claims.371 The
court cited a series of decisions that held that such contradictions create
an estoppel supporting a declination of coverage.372

A subject on which there has been much less agreement is that of the
sufficiency of the potential claims notice itself. A significant problem lies

366. Resolution Trust Corp. v. Artley, 24 F.3d 1363, 1367 (11th Cir. 1994); Am. Cas. Co.
of Reading, Pa. v. Fed. Deposit Ins. Corp, 944 F.2d 455, 460 (8th Cir. 1991); Cal. Union Ins.
Co. v. Harbor Ins. Co., 914 F.2d 1271, 1278 (9th Cir. 1990).
367. 17 F.3d. 62 (3d Cir. 1994).
368. Id. at 69 (citing Fed. Deposit Ins. Corp v. Barham, 995 F.2d 600, 604 n.9 (5th Cir.

1993) (OCC settlement agreement in which bank promised to stop violating federal law was
inadequate notice of a claim)).
369. Id.
370. Id.
371. Id.
372. Id. (citing Fed. Deposit Ins. Corp. v. St. Paul Marine Ins. Co., 993 F.2d 155, 159–60

(8th Cir. 1993); Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 944 F.2d 455, 460
(8th Cir. 1991); Fed. Deposit Ins. Corp. v. Cont’l Cas. Co., 796 F. Supp. 1344, 1352–53
(D. Or. 1991)).

634 Tort Trial & Insurance Practice Law Journal, Winter 2012 (47:2)



in the fact that, unlike fidelity bond underwriters, directors and officers
liability insurers have not been consistent in drafting their potential claim
notice provisions. The problem was examined in Federal Savings & Loan In-
surance Corp. v. Heidrick.373 In that case, the provision stated that a potential
claim notice could be submitted if the insureds became aware of “any oc-
currence which may subsequently give rise to a claim” without any further
clarification.374 Although the information submitted by the directors and
officers was very vague in referring to “various loans and projects of the as-
sociation,” the court held that the reporting provision was equally vague
and ambiguous and had thus been satisfied.375

On the other hand, when the insurer conditions the right to report on
providing specific details regarding the grounds for reporting, an over-
broad or speculative laundry list generally will not suffice.376 In Resolution
Trust Corp. v. Artley,377 the insured provided a detailed description of the
institution’s financial and regulatory woes up to the time of closure but
made no effort to identify specific errors or wrongdoing that would po-
tentially support liability claims.378 The Eleventh Circuit Court of Ap-
peals found this generalized information as to the circumstances leading
to the demise of the bank was inadequate to satisfy the potential claims
notice provisions of the policy.379 Finding the reporting provision unam-
biguous, the court found no coverage in light of the failure of the direc-
tors and officers to describe specific instances of wrongdoing or the indi-
viduals involved and to provide supporting documentation.380

Similarly, in Federal Deposit Insurance Corp v. Caplan,381 the bank’s pre-
sident attempted to incorporate by reference the entire contents of an
FDIC examination report criticizing the bank’s officers for their “liberal
lending philosophy and inadequate supervision of the lending function.”
The report threatened civil penalties for additional violations and stated
the bank was a “problem institution that was likely to face additional reg-
ulatory enforcement.”382 The court held that the failure to describe the
claim in detail, including the practices alleged to be wrongful acts, the

373. 774 F. Supp. 352 (D. Md. 1991).
374. Id. at 357.
375. Id. at 358–59; see also Resolution Trust Corp. v. Am. Cas. Co. of Reading, Pa., 874

F. Supp. 961, 965 (E.D. Mo. 1995) (similar reporting provision found ambiguous under Mis-
souri law).
376. Resolution Trust Corp. v. Artley, 24 F.3d 1363 (11th Cir. 1994); Fed. Deposit Ins.

Corp v. Barham, 995 F.2d 600, 605 (5th Cir. 1993); McCullough v. Fid. & Deposit Co.,
2 F.3d 110, 113 (5th Cir. 1993).
377. 24 F.3d 1363 (applying Georgia law).
378. Id. at 1365–66.
379. Id. at 1367.
380. Id. at 1367–68.
381. 838 F. Supp. 1125 (W.D. La. 1993).
382. Id. at 1128–29.
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officers or directors involved in the wrongdoing, or the time period, sim-
ply was not sufficient to satisfy the notice requirements of the policy.383

Other courts have been less rigid construing such provisions. One such
case is Continental Insurance Co. v. Superior Court.384 In the case the insured
entity attempted to trigger coverage as to any and all claims that might arise
out of a series of leveraged buyout transactions.385 Before the policy ex-
pired, there was a specific litigation threat made by the unsecured creditors
committee of a bankrupt subsidiary previously owned by the parent cor-
poration.386 Two days before the policy expired, the risk manager of the
parent corporation forwarded an extremely broad laundry list that pre-
dicted potential claims of creditors and shareholders as to virtually all of
the major transactions undertaken by the parent company and its subsidi-
aries, including the two acquisitions in question.387 The details of the trans-
actions were identified, but no specific wrongful conduct was identified.388

The letter stated: “Claims in the future may be asserted challenging the
wisdom of these acquisitions or the management of these businesses after
they were acquired, or the distribution of the assets of these companies
upon their sale, liquidation, ceasing to do business or other disposition.”389

A subsequent breach of fiduciary claim against the directors and officers
of one of the subsidiaries ultimately was made. The insurer argued that
the broad letter in question was merely an exercise in speculation, parti-
cularly because it did not identify any objectively verifiable errors or
omissions.390 The court, however, applied what can be best characterized
as a “best efforts” approach to reporting. Since the insureds had “provided
all of the information they had,” the court found that the notice was
sufficient.391

Such an open-ended best efforts approach creates opportunities for
abuse. A common practice is for the FDIC to send its own potential
claim notice to the institution around the time of closure stating that
claims may be anticipated based on the history of regulatory criticisms.
Often a long list of the criticisms is set forth along with a description
of the most problematic loans or management practices. This information
is in turn forwarded to the carrier, sometimes with embellishment. Thus,

383. Id. at 1129–30; see also Fed. Deposit Ins. Corp. v. Barham, 995 F.2d 600, 605 (5th Cir.
1993) (applying Louisiana law and holding that reporting of regulatory criticisms does not
equate with reporting of specific wrongful acts).
384. 37 Cal. App. 4th 69 (1995).
385. Id. at 80.
386. Id. at 75.
387. Id. at 76.
388. Id.
389. Id.
390. Id. at 80.
391. Id.
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the forwarding transmittal letter may also predict that shareholders, cred-
itors, and other parties may also be expected to bring claims based on the
FDIC notice and a history of criticisms and negative performance.

The routine manner in which such notices are generated casts doubt
on their efficacy under objective standards. In 2009, 140 institutions
failed, approximately 1.7 percent of all insured institutions at the time.392

Virtually no institution has undergone examinations in the period before
closure without receiving criticisms in its final examination reports. Based
on the foregoing, reporting potential claims based on criticisms alone is
not supportable.

Moreover, the correlation between criticisms prior to closure and the
filing of actual claims does not even improve when the statistical data re-
specting failed banks is examined. Since 1986, the FDIC has brought
some form of litigation or enforcement action with respect to twenty-
four percent of the banks that have failed.393 In a March 2009 statement
to the House Financial Services Committee, FDIC Vice Chairman
Martin Gruenberg stated that the FDIC expected to pursue claims in
the future according to the same Professional Liability Claim program
it had developed in the early 1980s.394 Since the FDIC sends a letter sug-
gesting claims might be brought based on criticisms in virtually every
case, the argument that tendering these letters satisfies the claims report-
ing provisions is not much better as to failed banks. A court would have
to agree that the potential claims reporting provisions are satisfied when
the probability of an actual lawsuit is less than one in four. In essence,
the phrase “may lead to a claim” would be deemed satisfied in circum-
stances where history shows the probability is substantially less likely
than not.

Moreover, the statistics correlate with the practical reality that the
FDIC cannot bring claims in every case for which it merely suspects mis-
management contributed to a failure. Thus, the agency has to assess that
wrongdoing serious enough to support liability under FIRREA exists.
The agency’s resources are tested before closure and it cannot justify in-
vestigating FIRREA and bond claims as to institutions that may never fail.

392. CONGRESSIONAL OVERSIGHT PANEL, METRICS FOR THE TROUBLED ASSET RELIEF PRO-

GRAM (Sept. 16, 2010), available at http://cybercemetary.unt.edu/archive/2011/0401223205/
http:/www.cop.senate.gov/.
393. FED. DEPOSIT INS. CORP., STATEMENTS OF POLICY: STATEMENT CONCERNING THE RE-

SPONSIBILITIES OF BANK DIRECTORS AND OFFICERS (FIL-87-92) (Dec. 3, 1992), available at
http://www.fdic.gov/regulations/laws/rules/5000-3300.html. See generally FDIC, MANAGING

THE CRISIS, supra note 102, at 285–87.
394. Federal and State Enforcement of Financial Consumer and Investor Protection Laws: Hear-

ing Before the H. Comm. on Financial Services, 111th Cong. (2009) (statement of Martin J.
Gruenberg, vice chairman, FDIC), available at http://www2.fdic.gov/news/speeches/archives/
2009/spmar2009.html.
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The FDIC concedes it does not even begin to investigate professional lia-
bility claims until after closure.395

A professional liability investigation is conducted in the case of every
failed bank:

Immediately following the closing of every failed institution—regardless of size,
circumstances or primary federal regulator—our investigations staff and our
attorneys who specialize in professional liability issues together begin an in-
vestigation. The purpose of the investigation is to determine, among other
things, whether the failed institution’s directors, officers, and professionals,
such as accountants, appraisers and brokers, were responsible for its losses,
and, if so, to hold them accountable.

. . . .

At the closing, our investigators and attorneys will: determine the reason for
the bank’s failure; look for evidence of potential fraud that may have contrib-
uted to the institution’s failure; identify any cause of action against directors,
officers or other professionals who contributed to the failure; preserve Bank-
ers Bond and Director and Officer insurance coverage for any potential or
existing claim; maintain and protect the integrity of the bank’s records;
and establish the chain of custody for such records.396

Thus, by its own admission, at closure the FDIC has not even undertaken
to determine whether it either has grounds to pursue a claim or will ulti-
mately receive authority to proceed in light of a cost-benefit analysis. The
investigation begins at closure and takes time to complete.397

As such, FDIC notice letters circulated at closure are a weak indicator
of the likelihood of a claim. Moreover, the indiscriminate dissemination
of such notice letters serves to undermine their weight and credibility.
For that reason, insureds that pass such letters on without a candid self-
examination and disclosure of whether real versus hypothetical wrongful
conduct transpired are likely not in compliance with such provisions.

In any event, given the disparity between how certain jurisdictions in-
terpret and apply claims reporting provisions and the fact-intensive nature
of the criteria, this is bound to be a fertile area for future controversy and
new decisions.

vii. limitations provisions

FIRREA contains a special statute of limitations. It is designed to avoid
an inadvertent lapse of the statutes of limitations for contract and tort

395. FDIC, MANAGING THE CRISIS, supra note 102, at 265–66; FDIC, STATEMENTS OF POL-

ICY, supra note 393.
396. Federal and State Enforcement of Financial Consumer and Investor Protection Laws, supra

note 394, at 2–3 (emphasis added).
397. FDIC, MANAGING THE CRISIS, supra note 102, at 266.
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claims while the FDIC investigates the affairs of the institution.398 The
statute provides for alternative limitations periods of three years for tort
claims and six years for contract claims, unless state law provides for a
longer limitations period.399 The statute begins to run from the date of
appointment of the FDIC as receiver or the date the cause of action ac-
crues, whichever is earlier.400

Normally, the contractual limitations period applicable to bonds and
other first-party insurance trumps longer periods of time that apply
under state law.401 These abbreviated limitations periods assure that the in-
surer will have the ability to promptly investigate claims of fraudulent con-
duct while memories are fresh and pertinent information is available.402

Nevertheless, the extended six-year period applicable to breach of con-
tract claims under FIRREA has been held to trump the standard two-year
contract period of a financial institution bond.403 In Federal Deposit Insur-
ance Corp. v. New Hampshire Insurance Co.,404 the Ninth Circuit Court of
Appeals held that the limitations period under FIRREA is preemptive in
light of the legislative objectives of the statute.405 The court found that
Congress intended to preempt shorter state law limitations periods to
maximize the government’s recoveries.406 The court reasoned that en-
forcing contractual limitations periods also would interfere with that
objective.407

The six-year statute does not revive a bond claim that was stale before
the receiver was appointed.408 Thus, in Federal Deposit Insurance Corp. v.
BancInsure, Inc.409 the court held that the six-year statute did not apply
when the loss had been discovered more than two years before the ap-
pointment of a receiver.410

Nevertheless, the FDIC will often request a tolling agreement on
claims discovered and subject to notice prior to the appointment of a re-
ceiver. Even though it may result in premature litigation, given the ex-
tended period to bring suit, it is seldom wise to stipulate unconditionally

398. 12 U.S.C. § 1821(d)(14) (2011).
399. Id.
400. Id.
401. E.g., Friendly Farms v. Reliance Ins. Co., 79 F.3d 541, 545 (6th Cir. 1996) (strictly

enforcing one-year limitations period in commercial crime policy).
402. E.g., St. Paul Fire & Marine Ins. Co. v. Bank of Stockton, 213 F. Supp. 716, 722

(N.D. Cal. 1962).
403. See Fed. Deposit Ins. Corp. v. N.H. Ins. Co., 953 F.2d 478, 486–87 (9th Cir. 1991).
404. Id.
405. Id.
406. Id.
407. Id.
408. Fed. Deposit Ins. Corp. v. BancInsure, Inc., 770 F. Supp. 496, 499 (D. Minn. 1991).
409. Id.
410. Id.
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to such extensions. Once the institution fails, practical difficulties to in-
vestigating the claim outside of litigation arise. Employees move on to
other jobs, records may be more difficult to obtain, and the examination
under oath protocol is of no utility. Moreover, if discovery of the loss
prior to expiration is challenged, it may be considerably more difficult
to determine what was discovered prior to termination if the loss investi-
gation is put off too long.

There may be reasonable grounds to seek such a tolling agreement.
Thus, criminal investigations and prosecutions may require deferral of
the complete investigation of the loss. However, a better strategy in that sit-
uation is to agree to a last date to file litigation to avoid future disputes as
to the passage of the limitations period. Another option is to agree to such
an extension only if the parties agree on firm deadlines for submitting a
sworn proof of loss and otherwise investigating the loss. Thus, it is not un-
usual for the FDIC to seek and obtain extensions of time to file the proof of
loss. An agreement on that point can potentially mitigate the unfavorable
consequences of extending the time to file suit. Moreover, in some jurisdic-
tions the suit period is tolled while the carrier investigates the proof and
makes its coverage determination.411

To avoid the effects of a lapsed claim, the FDIC will often claim that
the institution was so impaired by the fraud of prior management that it
was incapable of effectively protecting its rights in perfecting a bond claim
before closure.412 The receiver reasons that the dishonest insiders cannot
be expected to blow the whistle on themselves and bring actions or, in the
case of bonds, file claims involving their own misconduct.413 Neverthe-
less, in practical fact, the instances in which this argument has been suc-
cessfully raised are limited. As the court recognized in Karen Kane, Inc. v.
Reliance Insurance Co.,414 the doctrine does not apply merely because a dis-
honest employee is capable of covering his tracks and concealing the fraud
from management.415 As occurred in the case of Admiralty Fund v. Peerless
Insurance Co.,416 a control group of high-ranking corporate officials must
have such pervasive control over the insured’s operations so as to make
the actual discovery and reporting of the wrongdoing impossible.417

411. Compare Fed. Deposit Ins. Corp. v. Hartford Accident & Indem. Co., 97 F.3d 1148,
1150 (8th Cir. 1996) (holding no tolling under state law), with Prudential-LMI Commercial
Ins. v. Superior Court, 51 Cal. 3d 674, 691 (1990) (applying minority rule of tolling).
412. E.g., Fed. Deposit Ins. Corp. v. Dawson, 4 F.3d 1303, 1309–10 (5th Cir. 1993); Fed.

Deposit Ins. Corp. v. Cocke, 7 F.3d 396, 402 (4th Cir. 1993).
413. Admiralty Fund v. Peerless Ins. Co., 191 Cal. Rptr. 753, 759 (Ct. App. 1983).
414. 202 F.3d 1180 (9th Cir. 2000).
415. Id. at 1189.
416. 143 Cal. App. 3d 379 (1983).
417. Id. at 389.
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The pervasive control exception is not easily invoked. In California
Union Insurance Co. v. American Diversified Savings Bank,418 the Ninth Cir-
cuit Court of Appeals distinguished the Admiralty Fund decision on the
facts before it. The court ruled that the adverse domination doctrine
did not apply merely because the wrongdoers were key persons within
the institution who owned substantial blocks of stock.419 The key persons
had to be so dominant as to render it impossible for uninvolved employees
to timely discover the losses supporting the bond claim before the take-
over.420 The court also noted that bank examiners had been investigating
the institution for several years and themselves could have brought the in-
formation to the attention of employees not involved in the wrongdoing
so as to allow for reporting of the loss.421

Given the makeup of most contemporary banks, it will be very difficult
for the FDIC to successfully raise the adverse domination argument in the
future. To comply with corporate governance standards it should be more
difficult for a dishonest control group to dominate. Thus, corporate gov-
ernance audit provisions apply under the Federal Deposit Insurance Act
for institutions with assets of $500 million or more.422 The FDIC and
other bank regulatory agencies have historically encouraged voluntary adop-
tion of corporate codes of ethics.423 Internal dishonesty reporting guidelines
to detect and prevent bribery and self-dealing have been encouraged by the
FDIC since the mid-1980s.424

Nevertheless, currently there is limited case law on the application of
the adverse domination doctrine in the context of post-receivership insur-
ance disputes. As a general proposition, the law is not well settled in other
contexts. For example, under Fifth Circuit precedent, the requirements of
the doctrine may be satisfied if the directors involved in the wrongdoing
constitute a majority of the board.425 However, as in the case of American
Diversified Savings Bank, most courts have required not merely a show-
ing of potential control. Rather, evidence is generally required that such

418. 948 F.2d 556 (9th Cir. 1991).
419. Id. at 565.
420. Id. at 565–66.
421. Id.
422. BD. OF GOVERNORS OF THE FED. RESERVE SYS., OFFICE OF THE COMPTROLLER OF THE

CURRENCY, OFFICE OF THRIFT SUPERVISION, STATEMENT ON APPLICATION OF RECENT CORPO-

RATE GOVERNANCE INITIATIVES TO NON-PUBLIC BANKING ORGANIZATIONS (May 6, 2003),
available at http://www.occ.treas.gov/news-issuances/bulletins/2003/bulletin-2003-21.html.
423. Id.; FED. DEPOSIT INS. CORP., CORPORATE GOVERNANCE, AUDITS AND REPORTING

REQUIREMENTS, FIL-17-2003 (Mar. 5, 2003), available at http://www.fdic.gov/news/news/
financial/2003/fil0317.html.
424. FED. DEPOSIT INS. CORP., STATEMENTS OF POLICY: GUIDELINES FOR COMPLIANCE WITH

THE FEDERAL BANK BRIBERY LAW (Nov. 10, 1987), available at http://www.fdic.gov/regulations/
laws/rules/5000-2300.html.
425. Fed. Deposit Ins. Corp. v. Dawson, 4 F.3d 1303, 1312 (5th Cir. 1993).
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control was exercised to the extent that it was “full, complete and
exclusive.”426

viii. cooperation and confidentiality agreements

Section 7 of Standard Form 24 contains cooperation provisions that are
similar to those of most first-party insurance policies.427 In addition to
general cooperation and assistance provisions, bonds contain express
covenants to provide relevant records and to submit to examinations
under oath.428 When there is an outright refusal to provide records in
conformity with such cooperation provisions, a forfeiture of coverage
may result.429 It is generally improper for an insured to condition coop-
eration on the execution of a blanket confidentiality agreement.430 There
also may be an implied waiver of certain privileges that might otherwise
apply as to information that is essential to adjust the claim.431 Thus,
although state privacy laws also now serve to reinforce this requirement,
there is an implied obligation between an insurer and an insured to share
and maintain the mutual confidentiality of information they exchange
under the common interest doctrine.432

A significant qualification to this rule is that the interests must be truly
common.433 The doctrine does not interfere with the right of an insurer
or an insured to maintain the confidentiality of advice of counsel on mat-
ters of dispute between the two parties.434 Another significant caveat is
that the insurer is normally required to prove significant prejudice from
the failure to cooperate.435 Thus, if an insurer has the ability to adjust
the claim or make a coverage determination through other sources of in-
formation, the breach will usually not support a forfeiture of coverage.436

426. Farmers &Merchants Nat’l Bank v. Bryan, 902 F.2d 1520, 1522–23 (10th Cir. 1990);
Resolution Trust Corp. v. Thomas, 837 F. Supp. 354, 358–59 (D. Kan. 1993) (noting that in
certain circumstances even a minority may effectively control).
427. 2004 Bond, supra note 176, § 7(d).
428. Id.
429. Pilgrim v. State Farm Fire & Cas. Co., 950 P.2d 479, 483 (Wash. Ct. App. 1997)

(refusal to provide financial records in adjustment of theft claim); Allstate Ins. Co. v. Hamler,
545 S.E.2d 12, 14–15 (Ga. App. Ct. 2001).
430. Pilgrim, 950 P.2d at 484.
431. Waste Mgmt., Inc. v. Int’l Surplus Lines Ins. Co., 579 N.E.2d 322, 328 (Ill. 1991);

Hamler, 545 S.E.2d at 14–15.
432. Waste Mgmt., 579 N.E.2d at 329. See generally 2 WINDT, supra note 89, § 3:2.
433. First Pac. Networks, Inc. v. Atl. Mut. Ins. Co., 163 F.R.D 574, 581 (N.D. Cal. 1995).
434. Id.; Rockwell Int’l Corp. v. Superior Court, 26 Cal. App. 4th 1255, 1261–64 (1994).

See generally Edward Donohue, Detective or Advisor—The Attorney-Client Privilege in the Cov-
erage Evaluation, 11 FID. L.J. 65, 75–83 (2005).
435. Ahmadi v. Allstate Ins. Co., 22 P.3d 576, 578 (Colo. Ct. App. 2001); Snyder v.

Chester County Mut. Ins. Co., 264 F. Supp. 2d 332, 337 (D. Md. 2003).
436. Snyder, 264 F. Supp. 2d at 340.
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The FDIC is bound as a successor to the provisions of the cooperation
clause.437 However, the leading case on cooperation by the FDIC deals
with forfeiture based on an impairment of subrogation rights and not
the records and information disclosure requirement.438 As discussed, an
ordinary insured may not condition cooperation on the execution of a
broad confidentiality agreement.439 In addition, insured institutions fre-
quently do not seek such agreements. Both the bank and the insurer are
normally constrained by a host of federal and state confidentiality and
privacy laws from disseminating information exchanged in the adjustment
process.440 Nevertheless, the FDIC routinely insists on the execution of a
confidentiality agreement in the context of adjusting bond claims after the
closure of a bank.441 The agency bases its right to seek such agreements
on regulations promulgated pursuant to its own rulemaking.442

In fact, the underlying enabling legislation supporting this rulemaking
does not provide a broad grant of authority to maintain secrecy with re-
spect to agency records, or those of the institution. Rather, such rules are
authorized based on exemptions found within the Sunshine Act of 1982.443

The objective of the Sunshine Act is to foster public transparency of fed-
eral agency activities.444 However, there are ten exceptions to this general
rule of open access.445 Exemption 8 of the statute deals most directly with
the records of the FDIC itself.446 Thus, exemption 8 protects “informa-
tion contained in or related to examination, operating, or condition re-
ports prepared by, on behalf of, or for the use of an agency responsible
for the regulation or supervision of financial institutions.”447

Nevertheless, there are several additional exemptions that may readily
apply to records maintained by the agency and the institution both before
and after a receivership. In particular, investigatory records compiled for

437. Fed. Deposit Ins. Corp. v. Fid. & Deposit Co. of Md., 132 F. App’x 139, 142 (9th
Cir. 2005).
438. Id.
439. Pilgrim v. State Farm Fire & Cas. Co., 950 P.2d 479, 483 (Wash. Ct. App. 1997).
440. See, e.g., Right to Financial Privacy Act of 1978, 12 U.S.C. §§ 3401–3422 (2011); Cal-

ifornia Financial Information Privacy Act, CAL. FIN. CODE §§ 4050–4060; Russell v. Am. Real
Estate Corp., 89 S.W.3d 204, 211–12 (Tex. App. 2002) (recognizing right of privacy under
Texas Constitution).
441. Keeley et al., supra note 177, at 95–99.
442. 12 C.F.R. §§ 308.147, 309.1–309.7 (2011).
443. 5 U.S.C. § 552b (2011); Gregory v. Fed. Deposit Ins. Corp., 631 F.2d 896, 897–98

(D.C. Cir. 1980).
444. 5 U.S.C. § 552b(c); Common Cause v. Nuclear Regulatory Comm’n, 674 F.2d 921,

928 n.14 (D.C. Cir. 1982) (“It is the purpose of this Act to provide the public with such in-
formation while protecting the rights of individuals and the ability of the Government to
carry out its responsibilities.”).
445. 5 U.S.C. § 552b(c).
446. Id. § 552b(c)(8).
447. Id.; see Gregory, 631 F.2d at 898.
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law enforcement purposes are exempt.448 Commercial and financial infor-
mation originally provided by a person on a confidential basis is pro-
tected, as is any information that would be subject to claims of invasion
of personal privacy.449 An exemption that may sometimes apply covers in-
formation potentially endangering the stability of a financial institu-
tion.450 Finally, there is an exemption regarding documents generated
by the government in the course of participating in civil litigation and ad-
ministrative proceedings.451 This exemption is essentially the equivalent
of the government work product immunity exception.452

In light of the open public access policy behind the Sunshine Act, the
exemptions in the statute are narrowly construed.453 No exemption is ab-
solute. A court reviewing a claim of exemption, at a minimum, will con-
sider the following factors:

1. The relevance of the evidence sought to be protected;
2. The availability of other evidence;
3. The seriousness of the litigation and the issues involved;
4. The role of the government in the litigation; and
5. The possible future timidity by government employees who will be forced

to recognize that their secrets are voidable.454

Conclusory assertions of an exemption will not be sustained. The agency
must provide supporting affidavits establishing both the existence of the
exemption and the need to maintain confidentiality in light of the fore-
going standards.455 If necessary, the court may conduct an in camera re-
view of the confidential government records.456 One option available to
balance the government’s interest with the policy of public disclosure
may be to redact portions of the documents.457 Another option is that
of entering into a protective order.458 Thus, in that respect, the confiden-

448. 5 U.S.C. § 552b(c)(7).
449. Id. § 552b(c)(4), (6).
450. Id. § 552b(c)(9); McKinley v. Fed. Deposit Ins. Corp., 756 F. Supp. 2d 105, 114–15

(D.D.C. 2010) (objection to alleged premature disclosure of documents related to govern-
ment’s response to global financial crisis not sustained).
451. 5 U.S.C. § 552b(c)(10).
452. E.g., Clark-Clowitz Joint Operating Agency v. Fed. Energy Regulatory Comm’n,

789 F.2d 499, 503–04 (D.C. Cir. 1986) (exemption serves same purpose as attorney-client
privilege and work product immunity).
453. Common Cause v. Nuclear Regulatory Comm’n, 674 F.2d 921, 932 (D.C. Cir. 1982).
454. First E. Corp v. Mainwaring, 21 F.3d 465, 468 (D.C. Cir. 1994).
455. Schreiber v. Soc’y for Sav. Bancorp, Inc., 11 F.3d 217, 220–21 (D.C. Cir. 1993);

McKinley, 756 F. Supp. 2d at 113–14 (agency failed to conduct adequate record search and
failed to provide factual support for exemption claims).
456. Schreiber, 11 F.3d at 221.
457. E.g., Principe v. Crossland Sav., 149 F.R.D. 444, 450 (E.D.N.Y. 1993).
458. Merchants Bank v. Vescio, 205 B.R. 37, 40–41 (D. Vt. 1997).
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tiality agreement accomplishes without judicial intervention the type of
relief the court might provide if there were no such stipulation.

One procedural obstacle that may arise in the absence of formal liti-
gation is the need to pursue administrative relief to obtain the docu-
ments.459 Given the blanket request for a confidentiality agreement in
post-receivership litigation, one would assume that the FDIC has gener-
ally prevailed in protecting records. That is not the case. For example, in
Merchants Bank v. Vescio,460 the FDIC failed to persuade the court that
bank records it obtained as successor could be withheld under regulations
promulgated by the FDIC and the Federal Reserve Board.461 The court
held that the bank examination privilege embodied in exemption 8 of
the Sunshine Act could not be used to shelter the underlying bank rec-
ords.462 The court relied upon the Sixth Circuit Court of Appeals deci-
sion in In re Bankers Trust Company.463 Bankers Trust established the gen-
eral rule that factual information in bank regulatory records as opposed to
commentaries and opinions in examination reports and similar documents
were not subject to the exemption.464 In addition, Bankers Trust held that
the exemption applicable to deliberative materials was not absolute. In
the appropriate case, examination reports could be produced in their
entirety.465

This principle was applied in Principe v. Crossland Savings, F.S.B.,466 In
that case, the court found no useful purpose in protecting examination re-
ports from production in a shareholder class action and derivative case be-
cause the bank had already failed and its assets had been sold to another
institution.467 Given that the agency essentially pursues the same theories
of breach of fiduciary duty against directors and officers under FIRREA, it
would be hard-pressed to distinguish Principe.

Finally, it is no longer clear that regulatory agencies have a blanket
right to object to the production of a Suspicious Activity Report (SAR),
once believed to be completely immune from discovery once filed with
the government. SARs were developed based on directives in the Bank Se-
crecy Act of 1970.468 The policies behind the legislation are discussed in

459. Denny v. Carey, 78 F.R.D. 370, 372 (E.D. Pa. 1978).
460. 205 B.R. 37.
461. Id. at 40–41.
462. Id.
463. 61 F.3d 465 (6th Cir. 1995).
464. Thus, the Vescio court ruled that the manner in which to balance the competing in-

terests involved was to conduct an in camera inspection and/or use the redaction method to
protect the portions of examination reports that were truly privileged. 205 B.R. at 43.
465. 61 F.3d at 472.
466. 149 F.R.D. 444 (E.D.N.Y. 1993).
467. Id. at 447.
468. 31 U.S.C. §§ 5311–5330 (2011).
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California Bankers A v. Schulz.469 The banking industry attempted unsuc-
cessfully to challenge the requirement that banks, in effect, participate
in surveillance of customers and other law enforcement activities.470

The legislative objective at the time was to detect and prevent domestic
banks from unwittingly facilitating laundering of funds by organized
crime and individuals involved in tax evasion through offshore “secrecy
jurisdictions.”471

There is no requirement within the statute itself that the reporting to
the Department of the Treasury by financial institutions be submitted
on a confidential basis. Instead, the statute prohibits disclosure of the
SAR to the customer or other person whose activities are covered by
the report.472 However, the ultimate reporting rules developed by the De-
partment of the Treasury contain extensive disclosure restrictions.473

The rationale for confidentiality regarding suspicious transactions sug-
gesting a potential violation of law474 is obvious. The information is used
for law enforcement purposes and any other rule could allow money laun-
dering suspects to learn they are under investigation.

However, given the rigor with which the Financial Crimes Enforce-
ment Network of the Department of the Treasury encourages banks to
file such reports, they have obvious utility when the same investigation
that results in the filing of a SAR also results in a financial institution
bond claim. Thus, a SAR can often be the best evidence of when and
how a financial crime was discovered, who discovered the information,
and the key initial documentation that supported the institution’s suspi-
cions. The institutions themselves have no right to disclose a SAR.475

As such, it was previously assumed that the reports were off limits for
all purposes. However, in Bizcapital Business & Industrial Development
Corp. v. Office of the Comptroller of the Currency,476 the Fifth Circuit Court
of Appeals ruled that there was no absolute prohibition on the disclosure
of a SAR by an administrative agency.477 The district court observed that
the OCC had established a detailed protocol for obtaining production
when the exigencies for disclosure were present.478 Thus, the court of

469. 416 U.S. 21, 21–22 (1974).
470. Id. at 27–29.
471. Id.
472. 31 U.S.C. § 5318(g)(2)(A).
473. E.g., 12 C.F.R. § 21.11(k) (confidentiality provisions applicable to thrifts) (2011); id.

§ 563.180(d)(12) (2011) (OCC confidentiality rules).
474. 31 C.F.R. § 103.18.
475. See Wuliger v. Office of the Comptroller of Currency, 394 F. Supp. 2d 1009, 1014

(N.D. Ohio 2005) (citing various regulations).
476. 467 F.3d 871 (5th Cir. 2006).
477. Id. at 874.
478. Bizcapital Bus. & Indus. Dev. Corp. v. Office of the Comptroller of the Currency,

406 F. Supp. 2d 688, 693 (E.D. La. 2005).
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appeals agreed that a SAR may be disclosed in certain circumstances, but
not because the OCC’s rules improperly banned disclosure in contraven-
tion of the Sunshine Act. Rather, the court recognized that the agency itself
had authorized a disclosure protocol (in all likelihood because a blanket
prohibition might violate the Sunshine Act).479

With the bank regulatory agencies so often losing disputes over the
withholding of agency and bank records, the question naturally arises as
to why any carrier would voluntarily enter into a confidentiality agree-
ment. One obvious rationale is simple expediency. As long as the confi-
dentiality agreement allows for an opt-out of its restrictions and indepen-
dent judicial review of disputed claims of confidentiality, such agreements
are more practical than other alternatives. Thus, insurers generally prefer
to identify and resolve clear cases of indemnifiable loss as quickly as pos-
sible through reliable information.

On the other hand, in closer cases, broad stipulations as to the secrecy
of documents can actually interfere with the otherwise smooth investiga-
tion and resolution of the claim. The governmental agencies are usually
more than willing to disclose information that the institution would ordi-
narily provide in the ordinary course under the umbrella of a confidenti-
ality agreement. On the other hand, a typical confidentiality agreement
does not stipulate that the agencies will automatically provide documents,
such as examination reports, that would otherwise be subject to discovery
and disclosure in the absence of the exemptions under the Sunshine Act.
This may leave the surety with the uneasy feeling that it is stipulating to
confidentiality respecting documents that are not confidential at all. A
carrier could receive sanitized records based on the ten “cloudy day” ex-
emptions on which regulators may rely in determining which records to
produce.480

However, there is a second rationale for confidentiality agreements
that make them a virtual necessity. Since 1976, the pendulum has swung
decidedly in the other direction on the subject of disclosure of bank records
of any kind. That holds true for all financial institutions, including insur-
ance companies. As both a successor and a government agency, the FDIC
wears many hats. As receiver, it must abide by laws such as the Right
to Financial Privacy Act,481 as well as rules governing customer pri-
vacy under the Fair Credit Reporting Act.482 The Financial Services

479. Bizcapital Bus. & Indus. Dev. Corp., 467 F.3d at 873–74 (citing 5 U.S.C. § 552b).
480. Schreiber v. Soc’y for Sav. Bancorp, Inc., 11 F.3d 217, 221–22 (D.C. Cir. 1993) (dis-

approving lower court’s reliance on unilateral and untested government claims of confiden-
tiality).
481. 12 U.S.C. §§ 3401–3422 (2011).
482. 15 U.S.C. §§ 1681–1693r (2011).
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Modernization Act of 1999 (also known as the Gramm-Leach-Bliley
Act)483 added still more restrictions on the disclosure of bank customer
information. Moreover, bills enhancing customer privacy still further
are under consideration by Congress.484 These and the many state finan-
cial privacy laws apply to the FDIC, the insurer, and also the assuming
successor bank that obtains substantially all of the customer records
needed to perform the assumption agreement. As a result, there appears
to be little choice but to stipulate to confidentiality as to records of the
defunct institution. As noted, the Sunshine Act specifically exempts pri-
vate consumer information.485

Because of privacy issues, proceeding without a confidentiality agree-
ment may not be an option in the adjustment of many claims. To the ex-
tent they contain mutual provisions to contest confidentiality and the
completeness of record productions, the standard forms used by the FDIC
appear adequate to protect all interests. As long as the burden is not shifted
to the carrier to disprove the application of an exemption, provisions reserv-
ing the right to contest confidentiality appear adequate.

There are, however, certain standard proposed provisions that can be
difficult to follow. This includes forms that require disclaimers to be
signed by representatives of the insurance company and the agency.486

In practical fact, the persons with the most relevant information needed
to adjust the bond claim after the institution fails are within the control
of neither the insurer nor the receiver. Thus, former bank officials may
be unwilling to cooperate in an investigation and abide by a confidential-
ity agreement, especially if they perceive they are targets of an investi-
gation. In that instance, the parties have little choice but to seek the as-
sistance of a court or administrative law judge in issuing a protective
order.

ix. liability policy exclusions applicable to
claims arising out of bank failures

In the prior bank failure crisis, there were certain policy exclusions that
were the subject of substantial litigation. Well before the bank and thrift
failure crisis peaked in 1989, certain so-called financial impairment exclu-
sions, including regulatory and classified loan exclusions, began appearing

483. Id. §§ 6801–6809 (2011).
484. E.g., Financial Information Privacy Act of 2011, H.R. 653, 112th Cong. (2011); Do

Not Track Me Online Act, H.R. 654, 112th Cong. (2011).
485. 5 U.S.C. § 552b(c)(6) (2011).
486. HANDLING FIDELITY BOND CLAIMS 538, app. A, Confidentiality Agreement (Michael

Keeley & Timothy Sukel, eds., 1st ed. 1999).
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in directors and officers and other professional liability policies. Thus, by
the time Continental Illinois National Bank & Trust failed in 1986, some
underwriters were already using exclusions designed to limit coverage
after a bank failure and takeover.487 However, such exclusions moved
from prevalent to virtually universal over a period of time. In addition,
as previously noted, unlike financial institution bonds, policy language
varies widely among directors and officers liability underwriters.488

Because of differences in language and differences in how such finan-
cial impairment exclusions were interpreted as between various jurisdic-
tions, these cases are still important in evaluating current claims. This
is so, despite the fact that, by the end of the last financial failure crisis,
most were upheld. State law controls the interpretation of such provi-
sions, but in more cases than not, the highest state court has never had
an opportunity to review these provisions, nor has any federal court.489

Moreover, given the extremely low failure rate of institutions between
1997 and 2007, it was not uncommon for underwriters to modify or re-
move financial impairment exclusions. For that reason as well, disputed
claims may be anticipated again.

A. Insured-versus-Insured Exclusions

As noted, even though financial impairment exclusions were introduced
in the 1980s, they were far more common by the time the prior bank
failure crisis peaked in the late 1980s. Thus, early coverage disputes fol-
lowing a takeover often involved the interpretation of the so-called
insured-versus-insured exclusion.490 As of the mid-1980s, a typical insured-
versus-insured exclusion provided:

It is understood and agreed that the Company shall not be liable to make any
payment for Loss in connection with any claim made against the Directors
and Officers by any other Director or Officer of the Bank/Association or

487. E.g., Fed. Deposit Ins. Corp. v. Mijalis, 800 F. Supp. 397 (W.D. La. 1992), aff ’d in
part and rev’d in part on other grounds, 15 F.3d 1314 (5th Cir. 1994) (policy issued effective
January 1984 had both regulatory and classified loan exclusions).
488. Compare, e.g., St. Paul Fire & Marine Ins.Co. v. Fed. Deposit Ins. Corp., 968 F.2d

695, 698 (8th Cir. 1992) (regulatory exclusion covering claims by regulatory agencies),
with Am. Cas. Co. of Reading, Pa. v. Baker, 758 F. Supp. 1340, 1343 (C.D. Cal. 1991),
aff ’d, 22 F.3d 880 (9th Cir. 1994) (broader form exclusion covering claims by receivers, con-
servators, and liquidators excluded claim by RTC notwithstanding reasonable argument that
RTC was not a regulatory agency).
489. See generally David J. Marchitelli, Validity, Construction and Effect of “Regulatory Exclu-

sion” in Directors’ and Officers’ Liability Insurance Policy, 21 A.L.R. 5th 292 (1994) (surveying
states that have decided the issue).
490. E.g., Am. Cas. Co. of Reading, Pa. v. Baker, 758 F. Supp. 1340, 1343 (C.D. Cal.

1991), aff ’d on other grounds, 22 F.3d 880 (9th Cir. 1994); Fed. Deposit Ins. Corp. v. Am.
Cas. Co. of Reading, Pa., 814 F. Supp. 1021, 1025–26 (D. Wyo. 1991); Am. Cas. Co. of
Reading, Pa. v. Sentry Fed. Sav. Bank, 867 F. Supp. 50, 59 (D. Mass. 1994).
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by the Bank/Association, except for a shareholders’ derivative action when such
action is brought by a shareholder who is neither a Director nor Officer of
the Bank/Association nor a beneficial holder of shares for a Director or
Officer of the Bank/Association.491

The exclusion was originally developed to address “friendly” collusive
lawsuits as between insured corporations and their own directors to re-
coup operational losses through liability insurance.492 In the context of
post-receivership FIRREA claims, the argument was made that the
bank regulatory agencies as assignees or successors should be treated no
differently than the insured bank or savings institution because the entities
“stand in the shoes” of the institution.493 Some courts accepted this ratio-
nale.494 However, many courts held the typical exclusion did not bar cov-
erage for post-receivership claims by regulators and/or entities established
to complete the resolution process, such as the RTC.495

The decisions holding that the exclusion did not bar post-receivership
claims by bank regulators relied on a variety of alternative rationales.
Some courts held that the exclusion did not apply because the successor
bank regulatory agency proceeded in one or more capacities other than
strictly as the successor to the institution.496 Other cases held that the ex-
clusion as it existed at the time was ambiguous as a matter of law.497 Yet
other decisions held that there were factual questions as to the meaning of
the exclusion so as to preclude summary judgment as to its application.498

Still others held that, although the exclusion was potentially ambiguous,
the more reasonable reading was that the term “institution” as used in
the exclusion referred only to the bank and not regulatory agencies.499

Some looked at the known underwriting objective of avoiding collusion
among insiders and found that, because the government agencies were

491. Fid. & Deposit Co. of Md. v. Conner, 973 F.2d 1236, 1238 (5th Cir. 1992).
492. Biltmore Assocs. LLC v. Twin City Fire Ins. Co., 572 F.3d 663, 668 (9th Cir. 2009);

see generally KNEPPER ET AL., supra note 129, § 25.08.
493. See, e.g., Branning v. CNA Ins. Cos., 721 F. Supp. 1180, 1184 (W.D. Wash. 1989).
494. E.g., Conner, 973 F.2d at 1244–45 (enforceability of companion regulatory exclu-

sion); Powell v. Am. Cas. Co. of Reading, Pa., 772 F. Supp. 1188, 1191 (W.D. Okla.
1991) (same); Hyde v. Fid. & Deposit Co. of Md., 23 F. Supp. 2d 630, 633–34 (D. Md.
1998) (same; however, also ruling regulatory investigation did not satisfy claim definition).
495. E.g., Baker, 758 F. Supp. at 1343; Fid. & Deposit of Md. v. Zandstra, 756 F. Supp.

429, 433 (N.D. Cal. 1990) (summarizing various cases refusing to apply exclusion); Sentry
Fed. Sav. Bank, 867 F. Supp. at 59.
496. Branning, 721 F. Supp. 1184–85 (decision based on fact that the FSLIC proceeds in

several capacities other than as successor).
497. Cont’l Cas. Co. v. Allen, 710 F. Supp. 1088, 1098 (N.D. Tex. 1989).
498. E.g., Am. Cas.Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 713 F. Supp. 311, 316

(N.D. Iowa 1988); Fed. Deposit Ins. Corp. v. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa.,
630 F. Supp. 1149, 1157 (W.D. La. 1986).
499. Sentry Fed. Sav. Bank, 867 F. Supp. at 59.
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plainly adverse parties, the exclusion was not intended to cover such
claims.500 In Fidelity and Deposit of Maryland v. Zandstra,501 the district
court reviewed the many different and conflicting interpretations of
the provisions in earlier cases.502 In finding the provision before it ambig-
uous, the court cited the conflicting interpretations of the courts on the
subject as evidence that, with so much disagreement, the provision had
to be ambiguous as applied to post-receivership claims by regulatory
agencies.

Nevertheless, since differences rather than uniformity often distinguish
professional liability underwriting, many of these cases may prove only to
have historical value. When the exclusion itself has been shown to cover
not merely collusive claims, but claims by successors, that language has
been upheld. Thus, in Mt. Hawley Insurance Co. v. Federal Savings &
Loan Insurance Corp.,503 the exclusion in question covered not only the
company and directors and officers, but legal representatives or assigns
of either the individual insureds or the company.504 Because the clause
was broader, the provision was found to bar a claim by the FSLIC.505

In light of the unfavorable precedent described above, some insurers
have expanded their provisions to explicitly exclude claims by succes-
sors.506 The underwriting rationale is self-evident. As the prior bank fail-
ure crisis illustrated, post-receivership risks are materially different. The
frequency and severity of claims against former insiders is materially
greater after an insolvency.

Thus, in TIG Specialty Insurance Co v. Koken, the court held that the li-
quidator of a health maintenance organization was plainly a “successor”
within the meaning of a directors and officers liability policy.507 Distin-
guishing Zandstra, the court rejected the notion that because a statutory
successor derives its authority to bring claims from a different source
than a voluntary successor, the exclusion did not apply.508 The court
noted the Zandstra exclusion did not contain a “successor” provision. In
Zandstra, the source of the FDIC’s powers was germane only to determine
whether, in legal effect, the FDIC was the “Association.”509 The court

500. E.g., Nat’l Union, 630 F. Supp. at 1157.
501. 756 F. Supp. 429 (N.D. Cal. 1990).
502. Id. at 434.
503. 695 F. Supp. 469 (C.D. Cal. 1987).
504. Id. at 483.
505. Id.
506. TIG Specialty Ins. Co. v. Koken, 855 A.2d 900, 912–14 (Pa. Commw. Ct. 2004).
507. Id.
508. Id. at 911–12 (citing Fid. & Deposit of Md. v. Zandstra, 756 F. Supp. 429, 433 (N.D.

Cal. 1990)).
509. Id. at 912 (citing Zandstra, 756 F. Supp. at 433).
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noted further that the Zandstra court implied it would have reached a
different result had the exclusion included successor language.510

A similar effort to avoid the effect of a regulatory exclusion that ex-
cluded claims by a liquidator was rejected inWagner v. United National In-
surance Co.511 There the liquidator argued he was acting in a dual capacity
as director and liquidator.512 However, since the exclusion plainly ex-
cluded claims by any liquidator, without limitation, the claim that the
suit was brought in an additional capacity was irrelevant.513

B. Regulatory Exclusions

The law is now virtually uniform and consistent that a so-called regulatory
exclusion is legally valid and unambiguous. These provisions exclude claims
by a regulatory agency, receiver, or other successor appointed to represent
the institution after closure. The FSLIC initially had some success in ar-
guing that a regulatory exclusion violated federal public policy because
it interfered with the statutory powers of the agency to resolve the claims
of insured institutions.514 However, the courts ultimately determined that
the enforceability and interpretation of standard provisions such as these
are governed by state law.515 The seven circuit courts of appeals ulti-
mately found such provisions enforceable and unambiguous under state
law.516

The only high court decision that struck down the exclusion on public
policy grounds is the Colorado Supreme Court’s decision in Federal
Deposit Insurance Corp. v. American Casualty Co. of Reading, Pa.517 The Colo-
rado Supreme Court in that case recognized the provision violated no
public policy under federal law.518 It also found the exclusion unambigu-
ous.519 However, the court held the exclusion violated the Colorado

510. Id.
511. 761 N.W.2d 916 (Neb. 2009).
512. Id. at 920.
513. Id.
514. Branning v. CNA Ins. Cos., 721 F. Supp. 1180, 1183 (W.D. Wash. 1989); Fed. Sav. &

Loan Ins. Corp. v. Oldenburg, 671 F. Supp. 720, 723 (D. Utah 1987).
515. Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 39 F.3d 633, 637–38 (6th

Cir. 1994); Fid. & Deposit Co. of Md. v. Conner, 973 F.2d 1236, 1243 (5th Cir. 1992).
516. Fed. Deposit Ins. Corp. v. Am. Cas. Co. of Reading, Pa., 995 F.2d 471, 473–74 (4th

Cir. 1993) (applying Maryland law); Conner, 973 F.2d at 1242–43 (applying Texas law); Am.
Cas., 39 F.3d at 636–39 (applying Michigan law); Am. Cas. Co. of Reading, Pa. v. Fed. De-
posit Ins. Corp., 16 F.3d 152, 154 (7th Cir. 1994) (applying Wisconsin law); St. Paul Fire &
Marine Ins. Co. v. Fed. Deposit Ins. Corp., 968 F.2d 695, 701-03 (8th Cir. 1992) (applying
Minnesota law); Am. Cas. Co. of Reading, Pa. v. Baker, 22 F.3d 880, 894–95 (9th Cir. 1994)
(applying California law); Fed. Deposit Ins. Corp. v. Am. Cas. Co. of Reading, Pa., 975 F.2d
677, 680 (10th Cir. 1992) (applying Oklahoma law).
517. 843 P.2d 1285, 1290 (Colo. 1992).
518. Id.
519. Id.
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Public Deposit Protection Act.520 Other state courts have not followed
Colorado’s lead.521

In rejecting public policy attacks, both state and federal courts have re-
lied upon a rationale first outlined in the Sixth Circuit Court of Appeals
decision in Federal Deposit Insurance Corp. v. Aetna Casualty & Surety Co.522

The case actually dealt with the automatic termination provision of a fi-
nancial institution bond. The court held that, under federal law, a public
policy violation cannot simply be conjured based on abstract concerns
over the overall fairness of a contract provision.523 Rather, the contract
must directly contravene some “explicit public policy,” that is, a policy
that can be ascertained by reference to specific statutes or legal precedents
and not “from general considerations of public interest.”524 The court
reviewed the legislative history of FIRREA and noted that, under the con-
tract enforcement provisions of the statute, Congress had explicitly
omitted financial institution bonds and directors and officers liability po-
licies from the provisions of the statute designed to codify the D’Oench
doctrine discussed in Part IV, above.525 The court noted that, if Congress
intended to override the termination provisions of the financial institution
bond and require the procurement of post-receivership coverage, it could
have explicitly done so.526

The rationale of this case was later adopted by decisions that dealt spe-
cifically with the regulatory exclusion.527

On the subject of ambiguity, the regulatory agencies also had initial
success in challenging regulatory exclusions only to later suffer a reversal
of fortune. For example, in American Casualty Co. of Reading, Pa. v. Federal
Savings & Loan Insurance Corp.,528 the court was called on to construe a
manuscripted regulatory exclusion.529 Instead of framing the exclusion
with reference to a regulatory agency or successor, the exclusion referred
to regulatory claims.530 Thus, claims for violation of the banking laws

520. Id. at 1294–95 (citing COLO. REV. STAT. §§ 11-10.5-101 to -112 (West <<year?>>)).
In 2003, the Colorado legislature adopted a statute expressly authorizing such exclusions in
bank directors and officers liability policies. COLO. REV. STAT. § 11-103-601 (West 2012).
521. E.g., State ex rel. Wagner v. United Nat’l Ins. Co., 761 N.W.2d 916, 921 (Neb.

2009); Finci v. Am. Cas. Co. of Reading, Pa., 593 A.2d 1069, 1075–80 (Md. 1991).
522. 903 F.2d 1073 (6th Cir. 1990).
523. Id. at 1077–78.
524. Id.
525. Id. at 1078 (citing 12 U.S.C. § 1828(e)(12)(a)).
526. Id.
527. E.g., St. Paul Fire & Marine Ins. Co. v. Fed. Deposit Ins. Corp., 968 F.2d 695 (8th

Cir. 1992); Fed. Deposit Ins. Corp. v. Am. Cas. Co. of Reading, Pa., 975 F.2d 677, 681–82
(10th Cir. 1992); Finci v. Am. Cas. Co. of Reading, Pa., 593 A.2d 1069, 1076–78 (Md. 1991).
528. 704 F. Supp. 898 (E.D. Ark. 1989).
529. Id. at 902.
530. Id.
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were excluded irrespective of the identity of the party bringing the claim.
That language was problematic in that successors may also bring breach
of fiduciary duty and other common law claims. Thus, the provision was
held ambiguous as applied to the facts of that case.531

Eventually, the most common provisions both excluded claims by state
and federal regulators and also excluded claims by any receiver, trustee,
liquidator, or other successor.532 The one trial court that originally con-
strued such broad form language as potentially ambiguous later reversed
itself on that position.533

Based on the foregoing track record, there is a question as to whether
any bank regulatory agency will continue to contest regulatory exclusions
in the future. A retrospective report on the poor track record of contesting
these provisions suggested that continued efforts to dispute such exclu-
sions were not cost-effective.

Until 1990, the agencies usually defeated regulatory exclusions by arguing that
they were vague, unenforceable, and contrary to public policy. After FIRREA’s
enactment, however, court decisions have largely upheld regulatory exclusions.
In fact, six U.S. Circuit Courts of Appeals cases eventually upheld regulatory
exclusions as sufficiently clear clauses negotiated as part of a contract between
two parties. In reaching their determinations, the courts relied in part on their
finding that Congress had expressed no public policy, in FIRREA or else-
where, against enforcing regulatory exclusion clauses. . . .

As regulatory exclusions vitiated liability insurance coverage, however, col-
lection efforts shifted to focus more on the particular liability of culpable in-
dividuals with accessible personal assets. Those persons usually were outside
directors, rather than former loan officers.534

C. Classified Loan Exclusion

Classified loan exclusions were not developed for the exclusive purpose of
excluding claims by regulators or successors of the failed institution. They
are typically added at renewal or in quoting a new account when the in-
stitution has a sufficient number of classified loans to place it in a higher
risk category. Thus, a troubled loan portfolio will not always lead to in-
solvency but often leads to a higher experience of lender liability claims.
The only published decision to date dealing with classified loans is Federal

531. Id. at 902–03.
532. E.g., Am. Cas. Co. of Reading, Pa. v. Baker, 758 F. Supp. 1340, 1344 (C.D. Cal.

1991), aff ’d, 22 F.3d 880 (9th Cir. 1994); Fed. Deposit Ins. Corp. v. Am. Cas. Co. of Read-
ing, Pa., 998 F.2d 404, 408 (7th Cir. 1993); Fed. Deposit Ins. Corp. v. Am. Cas. Co. of Read-
ing, Pa., 995 F.2d 471, 472–73 (4th Cir. 1993).
533. Am. Cas. Co. of Reading, Pa. v. Fed. Deposit Ins. Corp., 677 F. Supp. 600, 603–04

(N.D. Iowa 1987), rev’d, 1990 WL 66505 (N.D. Iowa Feb. 26, 1990).
534. FDIC, MANAGING THE CRISIS, supra note 102, at 272–73.
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Deposit Insurance Corp. v. Mijalis.535 In that case, the classified loan provi-
sion stated:

It is hereby understood and agreed that the Insurer shall not be liable to
make any payment for loss in connection with any claim made against the
Insured’s/Directors or Officers for or arising out of the granting of any
loan which shall be deemed classified by any regulatory body or authority.536

The decision is of interest in that the court actually found a regulatory
exclusion that might have barred coverage for a post-receivership breach
of fiduciary duty claim as ambiguous and thus unenforceable.537 Yet, the
classified loan exclusion was upheld against assertions that the provision
violated public policy and was ambiguous.538 Thus, although the law is
limited on this provision, it also may be effective to bar coverage in certain
cases.

x. conclusion

By the end of the prior bank failure crisis, insured losses associated with
closures began to decrease.539 As to claims pursued against insurers,
there were two basic reasons. First, the industry added financial impair-
ment provisions and also modified existing policy language to further
clarify provisions found to be ambiguous. Second, the circuit courts
reined in trial courts that arguably engaged in judicial activism in devel-
oping special exceptions for receiver claims that were not supported by
law or contract.

However, the receiver has preemptive rights in certain areas such as
statutory rights negating contractual limitations provisions. Moreover,
the discovery provisions of bonds and liability policies allow for coverage
of certain post-receivership loss and claims. The increased popularity of
bank holding companies has opened the door to new disputes regarding
standing. Finally, some coverage issues arising out of claims by regulators
were never resolved during the last wave of failures.

As such, new coverage disputes and litigation are likely. Hopefully,
they will be fewer in number as the health of the economy and that of
the financial services sector improve.

535. 800 F. Supp. 397 (W.D. La. 1992).
536. Id. at 403.
537. Id. at 402.
538. Id. at 404.
539. The year of highest recoveries by far was 1992 when the Drexel Burnham Lambert

and Michael Milken settlements were finalized. FDIC, MANAGING THE CRISIS, supra note
102, at 283–87.
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