| FOURTEENTH ANNUAL
NORTHEAST SURETY AND FIDELITY
CLAIMS CONFERENCE

SEPTEMBER 18-19, 2003

WALLOWING IN AMBIGUOUS COVERAGES - SHOULD
AMBIGUITIES IN A SURETY BOND OR A FIDELITY POLICY
NECESSARILY BE CONSTRUED AGAINST THE SURETY OR
FIDELITY CARRIER?

MATTHEW HOROWITZ
WOLF, HOROWITZ, ETLINGER, & CASE, LLC
93 Praft Street, Suite 401
Hartford, Ct. 06103
Phone: 860 724-8667

‘Facsimile: 860- 283-1979 '
E-mail: Mhorowitz@wolthorowitz. com » |




introduction

. The doctrine of contra proferentem (“the Contra Doctrine™) is a rule of contract
interpretation, which counseis that ambiguities in a contract are to be construed against the
drafter.! The courts have stated different rationales for the rule though many of these rationales
substantially overlap. These inciude the foliowing:

» Ambiguities should be resoived against the drafter since the drafter will be
guided by his/her own interests and will likely choose shadings of expression to
conform to his/her own interests, including word choices whose significance may

 not be fully comprehended or intended by the other contracting party.?

e Ambiguities should be rescived against the drafter since the drafter is best
situated to avoid uncertain meanings and therefore should bear the burden of
his/her failure to do so0.’

* The Contra Doctrine poses an impediment to litigating coverage issues under fidelity
policies and sursty bonds gince policy or bond terms are often drafted or selected by the fidelity
carrier or the surety. However, in some jurisdictions, the applzcatton of the Contra Doctrine in
insurance coverage cases is referred fo as the “contra-insurer nule,™ reflecting decisions on
the part of some courts to apply the doctrine especially strictly against insurers in a manner
that may have litle relevance to the doctring’s underying rationale. Courts that apply a
heightened Contra Doctrine against insurers tend to shift the rationale of the ruie to adhesion
principles; i.e., the alleged unfair bargaining leverage that an insurer wields over the insured.’
This additional overlay to the Contra Doctring, where applicable, may result in courts
construing policy or bond terms in ways that are at war with the history of the policy or bond,
create inconsistencies with other terms of the same document, or yield a resuit which is
inconsistent with the practices and expectations of either the insurance industry or the
insured’s line of business.®

There is no reasonabie possibility that the Conira Doctrine will be abandoned by the
courts.” However, it is possible to identify litigation strategies that can, in some contexts, limit
its impact as applied to insurers and sureties to traditional contract construction considerations
. and away from “adhesion” factors. This paper will suggest approaches that may be useful to
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a surety or fidelity carrier in minimizing some of the more onerous implications of the Contra |
Doctrine in fidelity or surety coverage disputes.

Limiting the Scope of the Doctrine to its Traditional Underlying Purpcse

If the traditional purpose of the Contra Doctrine is {o counter-balance the advantages

. that may accrue io the drafter of a contract, the doctrine shouid only be applicable to the extent

that one party drafted the policy or bond or determined its terms to the exclusion of input from
the other party.

This seif-limiting principle is fustrated in many decisions where the courts are asked
to construe policy provisions, which are dictated by statute or government entities.® In such
cases, the true question should be the intent of the legislature or the sponsoring public agency
and not the intent of the parties {o the contract or whether either party benefited itself through
the drafting process.® Many courts have reached this conclusion and have refused fo apply the
Contra Doctrine to construe policy terms, which are dictated by statute or administrative edict.’
In contrast, there are cases where courts have applied the Contra Doctrine against an insurer
even where the allegedly ambiguous policy provision is imposed by statute.! These decisions
pose significant policy concerns since automatically construing government-dictated language
against the carmier fo find coverage for an insured can result in negating the legisiative or
govemmental intent underlying the required terms or leading to inconsistent applications of
laws or administrative decision-making.™

The courts have also refused to apply the Contra Doctrine in contexts where aninsured
actually negotiates and/or jointly drafts an insurance policy.  Some of these cases can be read
for the proposition that the Contra Doctrine should be less applicable where the insured is a
large, sophisticated company.” However, the key issue should not be the size and
sophistication of the insured, but rather whether the insured drafted and negotiated in regard
to policy terms. That the insured is large and sophisticated is properly relevant solely as
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H hi | e, 147 N.H. 396, 401-2, 781 A2d 175, 178 (2002); Pappas Entemrises v.
Commerce & industry insurance Co., 422 Mass. 80, 83 861N.E.2d 81, 83 {1996}, Paul Revere Insurance Co. v.
Heas, 137 N.J. 180, 199, 645 A2d 136 (1904); Siate Farm Muiugl Auto Insurance Co. v. Messinger, 232

Cai.App 3d 508, 518 283 Cal.R 493 (1981); Midwest T.P. Warks Ing. v. Firemen'’s insurence Co., 35 il.App.2d.
65, 69, 183 N.E.2d 562 (1962).

*id.

¥ |d. See Restatement of Contracts Seoond § 206 at p. 105 ("The rule that language is interpreted against the
party ‘who chose it has no direct application o cases where the language is prescribed by law, as is sometimes
true with respect to insurance policies, bilis of lading and other standardized documents.”™).

¥ 24 Corbin on Contracts, §24.27 at p. 295, See HMoekstra v. Farm Byreau Mutual insurance Co., 382 N.W.2d 100
(lowa 1986); Oft v. American Fidelity and Ca: Casusity Co., 161 8. C 314 159 $.E, 635 (1931); Cottingham v.
insurance Co_, 168 N.C. 259, 265 {1915); Matthews ¥ Ame nsyrance Co., 154 N.Y. 448, 456-7. 48
'EE 751 (1897),

13 g_‘ Pittson Company v. Allianz Insurance Company, 124 F.3d 508, 520-21 (3" Cir. 1997); New Casile County
v. Hariford Accident & indemnity Co., 933 F.2d 1162, 1188 (3™ Cir. 1991) Oweng-Hlingi V. United insuran
%‘, 625 AZd 1,15 (N, Supaf.App Div. 1983}, ravid on other grounds, 650 A.2d 874 {N.J. 1984},

C e




evidence of the fact that it knowingly participated in the drafting of the allegedly ambiguous
policy or bond.™ _ '

In sum, one tactic for limiting the adverse consegquences of the Contra Doctrine is to
argue the doctrine’s inapplicability in contexts where either the insured participated in
negotiating and drafting the allegedly ambiguous policy or bond or where neither the insured
nor the insurer drafted the policy or bond at issue.

Argui enm f; Ambigu

Courts have differing thresholds for determining when a policy or bond ferm is
“ambiguous,” theraby invoking the Contra Doctrine. In some cases, courts apply the Contra
Daoctrine simply because a policy or bond term is unclear on face and would require an
analysis going beyond a facial reading in order to determine its true meaning. Where courts
use the Contra Doctrine in leu of conduciing a reasoned analysis, they generally set out very
minimai prerequisites for invoking the doctrine. For example, consider the following
formulations of the doctrine which are commonly reflected in the case law:

[1)f there are two reasonable interpretations to-be given to the language of an
insurance comdract, a court must apply the interpretation that sustains
coverage.'®

When the meaning of terms in an insurance policy is susceptible
to two interpretations, the one favoring the insured is adopted.”

[Wlhere the terms of an insurance policy are susceptible of
two interpretations, that interpretation that sustains the claim for indemnity or
which allows the great[est] indemnity will be adopted.®

The construction of an exclusionary clause urged by the insured must be
adopted as long as the consiruction is not itself unreasonable and even i the
construction urged by the insurer appears fo be more reasonable or a more
accurate reflection of the intent of the parties.'

This language is suggestive of an intent to level the playing field between insured and
insurer rather than attempting o ascertain the most sensible interpretation of the policy or bond
terms. Presumably under these formuiations, an insured's interpretation of a policy or bond
provision may prevails over a carrier's construction that makes more sense and is more
consistent with the other terms of coverage and the practices in the insurance industry and the
insured’s line of business. The unfortunate result may be that any term that is not explicit on

*® |d, See Eastern Associated Coal v. Aetna Casuaity & Surety Co,, 632 F.2d 1068, 1075 (3" Cir. 1980); AlU

Ingurance Co, v. Superior Court, 51 Cal.3d 807, 822-23, 789 P.2d 1253 (1990); Colg Bottling Co. v.
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Ameri alty Co. v. Continsio, 819 F.Supp. 385 (D.N.J.1993).
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7 See Amco Insurance Co. v. Rossman, 518 N.W.2d 333, 334 (lowa 1994); North Star Mut, Ins. v. Holty, 402
N.W.2d 452, 454 (lowa 1987).
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" Adrian Associates General Confractors v. National Surety Corp., 638 S.W.2d 138, 140 {Tex.App. 1982).
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face is construed against the insurer or surety, very possibly significantly distorting the
meaning of the bond or policy in the process.

Properly applied, the Contra Doctrine is not intended as a substitute for careful analysis
and a fair evaluation of the scope of coverage. Courts which apply the doctrine as a too! of
contract construction rather than as an "adhesion” principle set out a much higher threshold
for identifying “an ambiguity” that must be construed in the insured’s favor. Consider the

foliowing language:

We agree with the disfrict court that the phrase...[is ambiguous]...when
considered in isolation..

We are not charged, however, with considering the phrase in isolation. Rather,
“the language of an insurance policy must be construed with referencs to the
risk, subject matter and purpose of the policy.” S8how Car Speed Shop, Ing. v,
Linited States Fidelity & Guarantee Co., 192 A.D.2d 1063, 1064, 596 N.Y.8.2d
608, 609 (4" Dept. 1993).. Wewill find a word or phrase ambiguous and, hence,
subject to rules of construction against the drafier only

When it is capable of more than a single meaning when viewed
objectively by a reasonably intelligent person who has examined the
context of the entire integrated agreement and who is cognizant of the
customs, practices, usages and terminology as generaily understood in
the particular trade or business.

United States Fire %ngurgnce Co v. General Reinsurance Corp., 949 F.2d 560,
572 {2d Cir. 1891)...

This kind of formulation provides far greater assurances that a court will carerﬁ.zily
analyze the policy or bond terms and adoptthe msnrad’s construction only where there are two
equally proper constructions fo select from.

in addition, the Contra Doctrine should only be operative whers a policy dr bond term
remains “ambiguous” afier applying all of the other standard principles of contract

% Sea insurance Co._v. Westchester Fire Insurance Co.. 51 F.3d 22, 26 (2d Cir. 1995). See Sharp v. Federal
Savings and Loan insurance Corp., 858 F.2d 1042, 1046 (5% Cir. 1988) ("The special rules of interpretation do

indead apply only when thers is an ambiguity; courts cught not o strain {o find such ambiguities, i, in doing so,
they defeat probable mtentmns of the parlies. This is 3o even: when the resuit is an epparertly harsh conseguence

to the insured.”), quoting Calcasiey-Marine National Bank v. American Employers’ Insurance Co., 533 F.2d 290,
296 (5" Cir.), gert; denied, 428 U.S, 822 (1976).



interpretation.?' The rule is a kind of “tie-breaker,” to be applied only where substantial
uncertainty remains following a full and complete analysis and consideration of all of the
- principles of contractinterpretation.® Therefore, a court should not invoke the Contra Doctrine

untit it has:

taken into account established customs and business practices;

given effect to every clause of the policy or bond to create a consistent
whole;

discarded absurdities of interprefation; and

gwen a reasonable, fair and practical construction and meaning to every
term.® .

The Contra Doctrine is far less harsh where the preference accorded the insured is
invoked only after the court has carefuily evaluated the text of the term at issue, its interplay
with other policy and bond terms, the history of the policy or bond form, the standands and
practices in the insurance or surety industry, and the standards and practices in the insured’s.
industry and has concluded that there are two entirely sens;bie constructions of the policy or
bond term at issue.

In sum, the harsh effects of the Contra Doctrine can be substantially minimized where
the doctrine is applied as a rule of construction rather than as an adhesion principle and where
the rule is invoked only where a court has concluded after a fair, complete and thorough
analysis that there are two entirely sensible interpretations of the policy term in dispute.

2 See Todd v. AIG Life Insurence Co., 47 F.3d 1448 1451 (5™ Cir. 1898); Yardiley Driling Co., inc. v. Erickson
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Refining Co. v. Home Indemnity Co., 78 F 2d 842, 843-44 (8" Cir. 1935); Nationalcare Co [.Paul Prope:

& Casualty, 22 F.Supp.2d 858, 564, n. 11 (8.D.Miss. 1998).; Empacadora Pu%u&na De Camgg, Lw v,

Alterman Transport Line Inc., 303 F.Supp. 474, 479 {D.P.R, 1969); Indiana-Kenfucky Electric Corp. v. Green,
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P.2d 380 (1983) Beck v. Hogl-Steffen Qggstmctzcm Co., 605 S5.W.2d 810, 813 (Mo.App. 1880). Acgcord 17A
Am.Jur.2d Contracts §348 atp 360-83; Foruim, supra, atp 8?
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Kentucky Electric Corn. v. gggm, sUDrs, 476 N.E2d at 146,
# Forum, supra, af 87.



The Cortra Doctrine is commonly invoked in coverage litigation regarding the scope of
the terms of fidelity policies.

The applicability of the Contra Doctrine to construing provisions of the Banker's Blanket
Bond is particularly problematic. Proposed changes to the form are typically drafied by the
Surety Association of America and then submitted to the American Banker's Association for
its review and comment.” The two associations have liaison committees which meet to discuss
the bond's language and proposed coverage changes. While the surety industry is not
obligated to accept the views of the bankers, the bankers’ suggestions are often accounted for
in the final document and there is a documented history of a collaborative process between
the two industries in connection with the text of the bond.*®

Based on this history, fidelity carriers have argued that the Contra Doctrine is
inapplicable in coverage disputes regarding the terms of the Banker's Blanket Bond since the
language is the produce of a collaborative effort between fidelity carriers and the insureds.
Some courts have rejected this argument based on the conclusions that the plaintiff insured
had not participated directly in any such negotiations with the defendant carrier regarding the
policy at issus, the plaintiff insured was not a member of the American Bankers Association,
and/or that the American Bankers Association did not exercise sufficient leverage over the final
language of the bond to warmrant a conclusion that it had meaningfully participated in the
drafting process.¥ In contrast, the better reasoned cases have determined that the banking
industry has and continues to exercise a significant impact on the drafting of the Blanket
Banker's Bond and that, therefore, the Contra Docirine does not apply in coverage litigation
regarding the terms of the bond form.%

# See, a.0., Pitison Company v, Allianz Insurance Co., 124 F.3d 508, 520-21 (3d Cir. 1887); Iransamerica
Premier Insurance Co. v. Miller, 41 F.3d 438-441 (8" Cir. 1994}, Oritani Savings and Loan v, Fideli

Co., 989 F.2d 635, 638 (3™ Cir. 1983); United States Fire Insurance Co. v, ED.1L.C., 981 F.2d 850, 851 (5% Cir.
1993); Sharpv. F.5.L.1.C., 858 F.2d 1042, 1046 (5" Cir. 1988); First Nattonai Bank V. lNA, 424 F,zd 312,317 (7™
Cir. 1970}, cert. denied, 398 U1.S 939 (1970); ationa i eo Co., 416
F.2d 52, 56 (5" Cir. 1969); Wﬁ&@,{mﬁd io. 819 F. Supp 385 {D.N.J, ‘2993) Fedm Savings

and Loan insurame Co ‘A Transmanm Insurance Co., 681 F. Supp. 246, 250 (C.D.Cal. 1987);
A rst Contine Ban 579F.Supp.1305,1309-13 (W.D. Mo. 1984); Shoais

National Bank v. Home zndemng Co,, 384 F Supp. 40 (N.D.Ala. 1974); Bankers Life Co. v. Aetna Casyalty and
Surety Co., 366 N.W.2d 166 (lowa 1985); Siate Bank v. Capitol indemnity, 61 Wis. 2d 699, 214 N.W.2d 42, 43,
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See Oritani Sawn and Loan v. Fidelity & D it Co., 989 F.2d 635, 642 (3“’ Cir. 1993); United States Fire
Insurance Co. v. F.D.LC. 981 F.2d 850, 851 (5 Cir. 1993); Shamp v. F.8.L.1.C., 858 F.2d 1042, 1046 (5° Cir.

1988) ShearsonlAman%n Express v. Tirst Confinental Bank, 579 F. Supp. '1305 (W.D. Mo, 1884); State Bank
Y.Gankol Indemnity, 61 Wis. 2d €99, 214 N.W.2d 42, 43, n.1 (1674).
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A_leicatim of the Contra Doctrm_e in Surety Cases

There are many reported instances where the Contra Doctrine has been invoked in
litigation involving the scope of coverage afforded under a surety bond.®

There is precedent for the proposition that the Contra Doctrine is not applicable in
circumstances where the obligee or some other party besides the surety chose or drafted the
bond form.® In many circumstances, the obligee presents the surety with either a
manuscrpted bond form or a form that it has selected from the universe of standard bond
forms. Inregard to statutory bonds, the required text of the bond may be set out in the statutes
or the public obligee may draft a required form as a means of implementing the statute. Under
any of these circurnstances, the Contra Doctrine should not be apposite.®®

On the other hand, the impact of the Contrg Doctrine in surety cases may be
exacsrbated by loose language in many decisions to the effect that a compensated surety is
not a favorite of the law and therefore its bonds should be construed in a manner most
favorable to the claimant. When confronted with such language, it is critical that the surety
put the interpretative analysis in the proper context; that is, that a preference shouid not be
afforded to the claimant until the court has applied all other contract construction rules, has

carefully evaiuated the text of the bond, its interplay with other bond terms, the history of the
bond form, and the standards praciices in the surety and construction industry and has
concluded that there are two entirely sensible constructions of the clause at issue.

Lonclusion

A surety or fidelity camrier must carefully consider the implications of the Contra Doctrine
before opting for litigation regarding the scope of coverage of a bond or fidelity policy. The
viability of the doctrine in most jurisdictions is beyond dispute and there is a reasonable
liketihood in any coverage dispute that the doctrine will be invoked. If the insured or bond
claimant participated in the selection or drafting of the operative bend or policy, @ court shouid
find that the Doctrine is inapposiie. If the surety or fidelity camer solely drafted or selected the
bond or policy, it must persuade the court to fully analyze the interpretive issues rather than
using the Contra Doctrine as a substitute for reasoned analysis.

? See Favyettevile Investors v. Commercial Bujlders, Inc., 936 F.2d 1462 (4™ Cir. 1991); Unfted States Fide!
Q_g@wmgﬂ_ﬁm 218 F.Supp.2d 403, (8 DANY. 2002) L&L Bu:!dg_rs_ Co v, Maﬁ
Associgied Senvices, 46 F. Supp 2d 875 {N.D.lowa 1899}, Marshall Contrach ess ;
E.Supp. 91 (D.R.. 1983); Eadle Fire v. First Indemnity, 280 N.J Super 430 438 (1995) Amer:c:an Bondmg Co.
v. Nelson, 763 P.2d 814 {Utah App. 1988); Town Of Scotland Neck v. Surety Co., 307 N.C. 331, 271 8.E.2d 501
{1 S80); Joint Administrative Board v. Fallon, 89 Wn.2d 90, 569 £.2d 1144 (1977); Board of Local Improvements
v.. St Paul Fire Insurance Co., 38 lll.App.3d 255, 257-58, 350 N.E.2d 38 {1978).

% Ses Guif Refining Co- v. Home Indemnity Co., 78 F.2d 842, 843-44 (8™ Cir. 1935); National Bank A Eguity
invesi , 86 Wash 2d 545, 655, 548 P 2d 440 (1976).

Engingering and Construction, 777 F.2d 918 (4™ Cir. 1985) {concurring opinion
igggefsts v;'rthoui decid?ng_thai the Conira Doctrine may be applicable against a surety writing on a standard FHA
ng form :

% Ses, e.0., Cam-Ful industries v. Fidelity & Deposit Co., 922 F.2d 156, 163 {2d Cir. 1991}

Eazgle agie Fire v. First Indemnity, 280 N.J. Super. 430, 438 (1 995) State Fx Rej. Mt States Mut Cas. V. Knc, 106 N.M.
140, 740 F.2d 890 (1987,




Matthew M, Horowitz |
Wolf, Horowitz, Etlinger & Case, L.L.C.
99 Pratt Street

Hartford, Ct 06703

Phone: (860) 724-6667

Facsimile: (860) 293-1979

E-Mail: mhorowitz@wolthorowitz.com

Matt Horowilz is a pariner in the Hartford, Connecticut law firm of Wolf, Horowitz, Etlinger
& Case, LLC. Mr. Horowitz graduated from Tufts University in 1973 and New York University
School of Law in 1976. He is a member of the Connecticut and Massachusetts Bars, Over
the last 25 years, he has engaged in a varied litigation praciice. For the past fifteen years, his
practice has focused primarily on fidelity and surety issues. He has presented papers at the
ABA Fidelity and Surety Mid-Year Meeling, the Northeast Surety and Fidelity Conference, the
National Bond Claims Association Conference, and the Surety Claims institute. He is the
Communications Director and a Co-Chair for the ABA Fidelity and Surety Committee, and has
parficipated in the drafting of the TIPS Miscellaneous Bond Monograph; the Law of
Miscellaneous & Commercial Surety Bonds and The Law of Payment Bond Manual.



