RPN T PO Y TRPRY

American Bar Association

Fidelity and Surety Law Committee

First Party Fidelity Loss — The Inventory Grab

Ronald G. Mund
Travelers
Chicago, IL

D.M. Studler
Studler, Doyle & Company, LLC
Aurora, IL

Justin D. Wear
Manier & Herod
Nashville, TN

Presented at the Fall 2010 Meeting
Profiles In Greed:
A Study of Some Common Fidelity Loss Scenarios

November 3 to November 5, 2010
Fairmont Copley Hotel, Boston, Massachusetts

©2010 American Bar Association

L B L A [

TR T -

A

e

QT rE



bl

waddbt ca

1adky

[T T 1 SPY T VY P

FIRST PARTY FIDELITY LOSS ~
THE INVENTORY GRAB

Ronald G. Mund, D. M. Studler & Justin D. Wear!

L INTRODUCTION

Commercial businesses face various threats with regard to loss — employee dishonesty,
theft by a non-employee (shoplifting or burglary), waste, spoilage, inaccurate record-keeping,
etc. Regardless of what causes an insured’s loss, it will often be realized or discovered through
an inventory shortage (particularly when the loss involves a good or item rather than cash).? Not
surprisingly, after learning of a loss many businesses will use inventory data or profit and loss
calculations in an attempt to establish the amount of the loss. Although an insured business may
believe that an inventory or profit and loss computation is strong evidence in support of its claim,
it is extremely speculative evidence. As a result, the so-called “inventory computation
exclusion,” in one form or another, has been a part of fidelity policies for decades.” The purpose
of the exclusion is “to curb abuses by employers against employee dishonesty where the losses
were claimed on the basis of mere estimates, but where the losses might actually be the result of
bookkeeping errors, waste, or negligence.™ In Popeo v. Liberty Mutual Ins. Co.,” the
Massachusetts Supreme Court stated that:

"The clause reflected a belief that proof of an inventory shortage
does not establish either that there has been actual loss of goods or,
in the case of an actual loss, that it is due to employee dishonesty.
The clause is designed to protect the insurer against claims based
on erroneous or falsified computations.

! Ronald G. Mund is a Senior Claim Attorney with the St. Paul Fire and Marine Company. D.M. Studler is a
Member and Managing Officer of Studler, Doyle & Company, LLC. Justin D. Wear is a principal with Manier &
Herod, P.C. in Nashville, Tennessee.

2 See D.M. Studler & Dolores A. Parr, Inventory Loss Exclusion in ANNOTATED COMMERCIAL CRIME POLICY 265,
267-68 (Cole S. Kain & Lana M. Glovac eds., 2d ed. 2006) (discussing twe common scenarios in which fidelity
losses are discovered).

* Matt I. Farley & Paul Horvath, Exclusions in the Commercial Crime Policy, in COMMERCIAL CRIME POLICY 367,
424 (Randall I, Marmor & John J. Tomaine, eds., 2d ed. 2005),

*1d. (citing Reedy Indus., Inc. v. Hartford Ins. Co. of I1l., 715 N.E.2d 728 (1Il. App. Ct. 1999).

%343 N.E.2d 417 (Mass. 1976).

®Id. at 419. In that respect, the inventory computation exclusion appears to be a “belt and suspenders™ approach:
regardless of the exclusion, inventory and profit and loss computations are inherently unreliable indicators that the
insured has suffered a covered loss. Even without the exclusion, an insured cannot meet its burden of proof solely
by presenting an insurer with inventory or profit and loss computations.
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4 First Party Fidelity Loss — The Inventory Grab

Commentators ‘on the subject have cited studies identifying more than a hundred causes, other
than dishonest or fraudulent acts by an employee, which either physically or theoretically can
produce inventory shortages that insureds perceive to be or allege to be fidelity losses.”

Courts have generally recognized that inventory or profit and loss computations are not
reliable evidence in favor of fidelity coverage. In upholding a directed verdict for the insurer,
where the insured’s evidence consisted only of inventory shortages, the Fifth Circuit stated that:

The fact that the plaintiffs showed inventory shortages from time
to time in eight of their stores was not enough to establish that such
shortages were due to dishonesty of an employee or employees.
Under the bookkeeping system used by the plaintiffs, shortages
would be reflected by any number of things other than dishonest
conduct of employees.®

Similarly, in American Thermostat Corp. v. Aetna Casualty and Surety Co.,” the insured claimed
a loss of $123,000 worth of silver points and $125 worth of brass points, but the employee
confessed to taking only $1,600 of silver points, which were recovered, and the brass points.
Accordingly, the court upheld a judgment for the insured in the amount of $1235, stating that:

By its specific terms, the insurance policy clearly and explicitly
states that it does not apply to losses “the proof of which ... is
dependent upon an inventory computation or a profit and loss
computation” unless the insured can otherwise establish its loss
“through evidence wholly apart from such computations.” There
being so many factors aside from employee dishonesty which can
affect such computations, it is readﬂy understandable why such a
clause was inserted in the policy.'

Various policy forms have slightly different inventory exclusion language. Fidelity
practitioners therefore need to carefully review the case law to determine if the exclusionary
language in the opinion differs or is otherwise distinguishable from the exclusionary language in
the policy at issue. However, the history and the evolution of the inventory computation
exclusion has three (3) major components.

1. The “Conclusive Proof Standard,” which requires the insured to have “conclusive
proof’ that the loss was due to employee dishonesty if the loss involved a
shortage of inventory;

7 James E. Chelberg, The Inventory Computation Exclusion--The Latest View, FORUM, Summer 1980, cited in
Ronald G. Mund & D.M. Studler, The fnventory Computation and Profit Loss Exclusion: Separating the Wheat
ﬁom the Chaff, 7 FID. L. I. 165 (2001).

¥ Cobb v. Am, Bonding Co. of Baltimore, 118 F.2d 643, 644 (5th Cir. 1941).
? 399 N.Y.S5.2d 292 (N.Y. App. Div. 1977), appeal a’emed 374 N.E.2d 398 (N.Y. 1978).

° 7d a1 293.
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Ronald G. Mund, D.M. Studler & Justin D. Wear 5

2. The “Exclusion With Exception Standard,” which excludes inventory and profit
and loss computations except for losses that the insured can prove, by evidence
“wholly apart from” such computation, were sustained through fraudulent or
dishonest acts by an employee; and

3. The “Absolute Exclusion Standard,” which excludes a loss dependent as to its
existence or amount on an inventory computation or a profit and loss
computation.'! :

This paper will examine cases decided under each of these standards, as well as other factors that
insurers must consider while investigating a claim involving inventory or profit and loss
computations,

Until 1957, most fidelity policies provided coverage for loss “including that part of any
inventory shortage which the Assured shall conclusively prove to have been caused by the fraud
or dishonesty of any Employees ... .”'* As discussed below, the courts began to misapply this
provision by construing the word “conclusively” to mean “by a preponderance of the
evidence.”!? '

In response, the Surety Association of America (the “SAA™) in 1957 revised the
exclusionary language to exclude coverage for:

[L]oss, or to that part of any loss, as the case may be, the proof of
which, either as to its factual existence or as to its amount, is
dependent upon an inventory computation or a profit and loss
computation; provided, however, this paragraph shall not apply to
loss of Money, Securities or other property which the Insured can
prove, through evidence wholly apart from such computations, is
sustained by the Insured through any fraudulent or dishonesty act
or acts committed by any one or more of the Employees. ™

Over time, a split of authority developed over how to interpret this new provision, particularly
the “provided, however” half of the clause. One view held that the exclusion eliminated any use
of computations unless other evidence wholly apart from those computations verified the nature
and extent of loss. The second view held that such computations could be used so long as there
was some independent evidence relating to the nature and extent of loss.'

The third major reformation of the inventory computation exclusion was in response to
this split of authority. The current and most-common fidelity forms issued by the SAA and the
Insurance Services Office (the “ISO”) are slightly different but follow the intent and justification

""Mund & Studler, supra note 7, at 166.

2 Studler & Parr, supra note 2, at 268.

“1d. See also Carleton Burch, D.M. Studler & Amy L. White, The Inventory and Profit and Loss Computation
Exclusion — Practical Approaches to Issues Relating to the Exclusion, 15 FID.L.J. 312 (2009).

¥ Studler & Parr, supra note 2, at 268.

B1d.

v

“M

ST T



| TPRVE VR

6 First Party Fidelity Loss — The Inventory Grab

AR

behind the earlier versions. Namely, they exclude any loss where the insured uses inventory or
profit and loss computations to prove the loss because such computations are not reliable
evidence of a loss caused by a covered peril. The SAA form CR 00 01 10 90 states that the
following is excluded: '

Inventory Shortages: loss, or that part of any loss, the proof of
which as to its existence or amount is dependent upon:

(1)  Aninventory computation; or

{2) A profit and loss computation.

“ The ISO form CR 00 23 07 02 states that:

Insuring Agreement A.1 [Employee Theft| does not apply to: ...

Loss, or that part of any loss, proof of which as to its existence or
amount is dependent upon:

(1)  Aninventory computation; or
(2) A profit and loss computation.

However, where you establish wholly apart from such
computations that you have sustained a loss, then you may offer
your inventory records and actual physical account of inventory to
support the amount of loss claimed. '

Although the foregoing exclusions are the most common to be found in modern policy forms,
they can obviously be modified by endorsements or proprictary forms. The ISO form is

‘somewhat more forgiving for insureds, as it permits the use of inventory computations in limited

circumstances when the insured otherwise establishes that it sustained a covered loss.'®

¥ /A THE CASE LAW

A, The Conclusive Proof Standard

When dealing with claims involving inventory shortages, insurers must necessarily
determine what portion of the shortage was caused by the covered peril (such as employee
dishonesty) and what portion was caused by non-covered perils. In the context of “inventory
shortages,” the older policy forms required the insured to meet a higher standard of proof that the
loss was due to a covered peril. As noted above, the typical policy form provided coverage for
fidelity losses “including that part of any inventory shortage which the Insured shall
conclusively prove is caused by the dishonesty of any Employee or Employees” (emphasis
added). The Fifth Circuit addressed this issue: “By the terms of the contract, recovery was to be
allowed for ‘that part of any inventory shortage which the Insured shall conclusively prove is

' Note that the ISO form does not permit the use of profit and loss calculations even if the insured has otherwise
proven a covered loss,
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Ronald G. Mund, D.M. Studler & Justin D. Wear 7

caused by the dishonesty of any Employee or Employees.”'’ Likewise, the Mississippi

Supreme Court commented on similar language in a fidelity blanket position bond, which
provided coverage “‘against any loss of money or other property, real or personal, (including that
part of any inventory shortage which the insured shall conclusively prove has been caused by the
dishonesty of any employee or employees).””'® One would assume that the term “conclusive” is
straight-forward and would not be difficult for courts to interpret and enforce. Unfortunately, the
case law indicates otherwise.

The plaintiffs in Cobb v. American Bonding Co. of Baltimore'® owned several liquor
stores. Periodic inventory checks over a seven-month time span revealed shortages at eight
stores but also revealed some overages. The Fifth Circuit opinion does not indicate that any
employee was caught stealing inventory, and a claim may have been made for dishonest or
fraudulent acts by unidentified employees. Afier judgment was entered in favor of the insurer,
the plaintiff appealed and argued that the contractual provision requiring conclusive proof was

invalid. The Fifth Circuit did not rule on whether the contractual provision was invalid but.

upheld the judgment, stating:

Viewing all the evidence in the light most favorable to the
plaintiffs it, at most, creates no more than a surmise or suspicion
that some of the shortage reflected by the inventories might have
been due to' dishonesty on the part of an employer or employees,
Verdicts may not rest upon guess or conjecture, and where, as here,
the probative force of all the evidence of the plaintiff does not go
beyond the point of creating a mere surmise or suspicion, it
becomes the duty of the trial court to instruct a verdict for the
defendant.*®

In Gaytime Frock Co. v. Liberty Mutual Insurance Co.,*! the plaintiff operated women’s
apparel shops in several cities. It sued to recover for loss allegedly due to employee dishonesty
at five of its shops. At trial the plaintiff offered evidence of its daily inventory, bookkeeping,
and general controls. It also introduced evidence of measures it had taken to prevent burglary
and shoplifting. The plaintiff then introduced evidence of inventories taken on certain dates,
revealing shortages in specified dollar amounts and offered to introduce evidence of what
constitutes normal shrinkage at the locations. In addition, evidence was introduced indicating a
salesperson counted thirty-nine dresses in a locked storage area. While counting the dresses, the
salesperson noticed another employee just outside the locked storage area. After completing the

Y Cobb, 118 F.2d at 643 (emphasis added).

** Hartford Acc. & Indem. Co. of Hartford v. Hattiesburg Hardware Stores, 49 So. 2d 813 (Miss. 1951) (emphasis
added). See also Sucher Packing Co. v. Mfis. Cas. Ins. Co., 245 F.2d 513 (6th Cir. 1957); Leader Clothing Co. v.
Fid. & Cas. Co. of N.Y., 237 F.2d 7, 9 (10th Cir. 1956); New Amsterdam Cas. Co. v. W.D. Felder & Co., 214 F.2d
825 (5th Cir. 1954); Morrow Retail Stores, Inc. v. Hartford Acc. & Indem. Co., 111 F. Supp. 772 (D. Idaho 1953);
Nat’l Shirt & Hat Shops of Carolinas v. Am. Motorists Ins. Co., 68 S.E.2d 824, 825 (N.C. 1952). For a more
comprehensive review of the case law, see Mund & Studler, supra note 7.

"® 118 F.2d at 643 (5th Cir. 1941),

214 at 644.

1 148 F.2d 694 (7th Cir. 1945).
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8 First Party Fidelity Loss — The Inventory Grab

count, the salesperson locked the door and placed the key on the manager’s desk. A few minutes
later, the salesperson noticed that the door was unlocked and all the dresses were missing, The
employee was charged with the theft but was found not guilty. Judgment was entered for the
insurer; and the plaintiff appealed. Citing Cobb, the appellate court upheld the insurer’s
judgment, stating that:

To be sure, the fact that the shortages were caused by the
dishonesty of plaintiff’s employee or employees may be
established by circumstantial evidence, but the evidence to
establish that fact must be of such a nature that it is the only
conclusion that can fairly or reasonably be drawn, that is to say,
such evidence must fairly and reasonably exclude any other
explanation,®

Hartford Accident & Indemnity Co. of Hartford v. Hattiesburg Hardware Stores™ is an
excellent example of the importance of the insurer’s investigation of the claim in the context of
the “conclusive proof” standard. In Hariford, the insured asserted a loss of nine (9) items
resulting from the alleged dishonesty of its butane gas facility. Only the last two (2) components
of the loss — 1,550 gallons of butane gas and 28 butane gas tanks — involved inventory shortages.
The policy at issue contained a provision requiring the insured to “conclusively prove” that the
inventory shortage was caused by employee dishonesty. Although the insured proffered some
evidence that the loss resulted from employee dishonesty, the trial court granted the insurer’s
motion for a preemptory verdict with regard to the missing gas and gas tanks. The Mississippi
Supreme Court upheld the peremptory verdict instruction, noting that the proof offered failed to
connect the manager to the missing items.

The court’s analysis of the portion of the claim related to the missing butane tanks reveals

-an important consideration for insurers and fidelity practitioners: your analysis must include

whether the theft is the likely, or even feasible, cause of loss in light of the resources available to
the allegedly dishonest employee. In Hartford, the smallest of the missing butane tanks weighed
450 to 500 pounds and required three (3) men to load it into a truck. The difficulty in loading a
single butane tank, much less 28, had to be considered when determining whether the insured
conclusively proved that the loss resulted from employee dishonesty.”> Although this decision
involves policy language no longer used by the industry, the analysis is nonetheless helpful. It is
important to develop facts that “demonstrate the day to day operations of the insured’s business,
the method of the alleged theft, and the feasibility or difficulty of a loss occurring in a particular

manner.”?®

Of course, the intent of the “conclusive proof” policy language is to prevent insurers from
paying losses that were not caused by employee dishonesty. The foregoing cases, and the court’s

2 1d at 695.

3 49 So. 2d 813 (Miss. 1951).

2 Id. at 822.23.

B 14 at 823.

% Burch, Studler & White, supranote 13, at 317,
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Ronald G. Mund, D.M. Studler & Justin D. Wear 9

strict enforcement of the policy language, appear to comply with this intent. However, other
cases have failed to enforce the “conclusive proof” language. It may be distasteful for courts to
rule against coverage when there is at least some credible evidence of employee dishonesty, but
the “conclusive proof” standard — by its plan language — requires more than some evidence, or
even a preponderance of the evidence. One example of a court failing to enforce the “conclusive
proof * requirement is National Shirt & Hat Shops of Carolinas v. American Motorists Insurance
Co.,”” which involved an inventory shortage of clothes. The court relied, at least in part, on the
rules of evidence to not strictly enforce the provision. The accused employee was the store
manager. Evidence was introduced that it was the manager’s responsibility to record receipts of
all merchandise, to compare daily sales tickets from the cash register on which sales clerks were
to have written the article sold to the inventory record, and to subtract the items sold. The
manager was instructed to send a copy of the inventory record each week, which was done, and
to take a physical inventory every two weeks, which was not done. Previous inventories had
revealed normal shortages and overages. There was conflicting evidence as to whether the
manager had been instructed to maintain all cash register recelpts to compare to inventory and as
to whether he had offered to repay the amount of the shortage.®

The jury returned a verdict in favor of the insured, and the insurer moved for what was
labeled a “nonsuit.” The trial court denied the motions, and the insurer appealed. The North
Carolina Supreme Court upheld the denial of the motions for nonsuit and the verdict on the
grounds that the evidence, when cons1dered most favorably to the plaintiff, was sufficient to
warrant submission of the case to the jury.?’ The North Carolina Supreme Court stated:

However, it is not contended that the purpose of the bond with
respect to the conclusiveness of proof as to an inventory shortage
was designed for or could have the effect of altering, modifying, or
enlarging the rules of evidence. We think the contention is without
merit. It is settled with us that in a civil action containing an issue
including a criminal charge, the party required to carry the burden
of proof is only required to do so by a preponderance of the
evidence or by its greater welght

In short, the court held that where the loss involved a shortage of inventory, the insured
need only show by the greater weight of evidence that the loss was due to employee dishonesty
as opposed to showing beyond any reasonable doubt that the loss was caused by employee
dishonesty. This standard is in direct contradiction of the language in the policy.

In Morrow Retail Stores, Inc, v. Hartford Accident & Indemnity Co.,* the court failed to
apply the language of the policy on the grounds that it would render the coverage “practically
valveless.”* The insured sued to recover under a fidelity bond for an inventory shortage in two

7 68 S.E.2d 824 (N.C. 1952).

2 Id. at 826,

¥ Id at 828.

0 1d at 829 (citations omitted).

*' 111 F. Supp. 772 (D. Idaho 1953).
2 Id at 774
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10 First Party Fidelity Loss — The Inventory Grab

departments at one store, both which were managed by the same person. The manager had
resigned suddenly without explanation just prior to the discovery of the shortage, At trial, the
insured introduced evidence that a physical inventory was taken at the start of each accounting
period and priced at retail value. Purchases were then added to reflect retail price (cost plus
markup), and sales were subtracted together with markdowns in retail price and spoilage. The
insured acknowledged that there inevitably were shortages that represented bookkeeping errors,
errors in inventory taking, unreported markdowns and spoilage, and losses due to customer theft.
The insured even reduced its claim by an amount it attributed to these factors other than
employee dishonesty.”® The insured also submitted testimony from a CPA as an expert witness
that the loss was due to dishonest acts by an employee; whereas the defendant offered no expert
testimony to the contrary. In granting judgment for the insured, the court stated that:

Here, if the assured is to be held to the high degree of proof, which
defendant argues should be required, the insurance coverage of
inventory shortage, caused by dishonest acts of unknown
employees, would be practically valueless. Manifestly, it would be
out of the question for the assured to prove incontrovertibly, or
beyond the possibility of error, that a shortage of merchandise,
disclosed by the taking of a physical inventory, was due to the
dishonesty of some employee in a situation where the identity of
the culprit was unknown to the assured.>*

These cases serve as stark reminders that even if a fidelity policy unambiguously requires
an insured to establish “conclusive proof” of employee dishonesty, the policy may not always be
enforced as written, Fidelity practitioners and insurers must be mindful of such a risk as it
investigates a claim and develops the proof,

B. The “Exclusion With An Exception” Standard

As noted above, in response to certain courts failing to enforce the plain language of the
“conclusive proof” requirement, the SAA in 1957 altered the exclusionary language. The new
“inventory computation exclusion” excluded coverage for:

[L]oss, or to that part of any loss, as the case may be, the proof of
which, either as to its factual existence or as to its amount, is
dependent upon an inventory computation or a profit and loss
computation; provided however, this paragraph shall not apply to
loss of Money, Securities or other property which the Insured can
prove, through evidence wholly apart from such computations, is

® 1d. at 773,

* Id at 774. See also Savannah Wholesale Co. v. Cont’l Cas. Co., 279 F.2d 706 (5th Cir. 1960); Sucher Packing
Co. v. Mfis Cas. Ins. Co., 245 F.2d 513 (6th Cir. 1957); Leader Clothing Co. v. Fidelity & Casualty Co, of N.Y.,
237 F.2d 7 (10th Cir. 1956); New Amsterdam Cas. Co. v. W.D. Felder & Co., 214 F.2d 825 (5th Cir, 1954); Reese
Cadillac Corp. v. Glens Falls Ins, Co., 157 A.2d 331 (N.J. Super. Ct. App. Div. 1960) (in each the court concluding,
either overtly or implicitly, that the “conclusive proof” standard is satisfied by the preponderance of the evidence).
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Ronald G. Mund, D.M. Studler & Justin D. Wear 11

sustained by the Insured through any fraudulent or dishonest act or
acts committed by any one or more of the Employees.*

The intent of the exclusion was four-fold:

1. to provide coverage only for such losses that are definitely due to dishonesty;

2. to state clearly that there is no coverage for any loss based on inventory
computations or on profit and loss computations;

3. to rule out the determination of an amount of loss by the use of such
computations; and

4. ©  to establish in advance the fact that coverage applies only to that part of any loss
definitely proven to be caused by employee dishonesty.>®

The key phrases in this exclusion appear to be “dependent” and “wholly apart from.”
When is an insured’s proof of loss — either as to its existence or amount — “dependent” on an
inventory computation or a profit and loss computation? More importantly, when has the
insured proven, “wholly apart from” inventory calculations, that it sustained a loss through any
fraudulent or dishonest act or acts committed by employees? It is important to note that the
exclusion is not a blanket exclusion of loss resulting from an employee’s theft of inventory.
Moreover, the exclusion does not expressly provide that an inventory computation or profit and
loss computation may be used to establish the amount of loss even if there is independent
evidence of employee dishonesty.>’

Some insureds have argued that the new exclusion, if applied strictly and literally, would
create illusory coverage. In Gillette Co. v. Travelers Indemnity Co.,*® the Seventh Circuit Court
of Appeals disagreed. The insured in that case stored razor blades in a warehouse operated by
Thompson Terminals, which had a comprehensive dishonesty, disappearance and destruction
policy from Travelers. As assignee of Thompson Terminals, the insured filed suit in federal
district court seeking coverage for missing razor blades. Travelers was awarded judgment
following a bench trial, and the insured appealed. The appellate court addressed two issues: (1)
was the insured’s proof of loss, either as to its factual existence or its amount, dependent on an
inventory computation, and (2) if not dependent on an inventory computation, did the insured
prove by a preponderance of the evidence that any employee of Thompson stole the missing
razor blades. Gillette argued on appeal that the exclusion should be construed against Travelers
because, if it were applied literally, the entire insurance contract would be illusory. According to
the insured, the only way to prove a loss, other than by catching the employee in the act, is
through records. The court first explained that “the most charitable appraisement of which
plaintiff’s proof on this point is acceptable is that it creates a healthy suspicion that plaintiffs

** Studler & Parr, supra note 2, at 268.
36 14

*" Mund & Studler, supra note 7.
365 F.2d 7 (7th Cir. 1966).
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employees were engaged in stealing razor blades ... .*° The appellate court then affirmed
judgment for Travelers, stating that:

While we have some sympathy with this argument, we think it
must be rejected in view of the plain, unambiguous language of the
policy. Tt expressly renders the policy inapplicable where proof of
the loss or any part thereof is dependent upon an inventory
computation. To hold that this specific language should be
interpreted to mean something other than that plainly stated would
constitute an 1nfr1ngement on the right of the parties to write their
own contract.*

Some courts have followed Gillette and essentially held that coverage is excluded if an
inventory computation or profit and loss computation is introduced as evidence for any purposes.
This can potentially create a situation in which courts are sympathetic to insureds that can prove
a loss resulting from employee dishonesty but cannot prove the amount of the loss without such
computations. It may be difficult for courts to enforce the policy as written when faced with an
insured that clearly suffered an employee dishonesty loss in a yet-to-be-established amount.
Therefore, some courts “have used a variety of theories with varying degrees of success to defeat
the exclusion and allow use of inventory records to establish the amount of a loss.”*! Each of the
cases discussed below permitted an insured to use the otherwise excluded computation, in some
manner, to help establish coverage.

1. Evidence Apart From the Inventory Computation

One standard adopted by courts is to permit the use of inventory or profit and loss
computations when there is evidence “wholly apart from” such computation that the loss was the
result of employee dishonesty. In the relevant case law, this “wholly apart from” evidence
includes altered or destroyed records, employees caught stealing, and employee confessions.

a. “Wholly Apart From” Evidence — Altered Records

In Fort Smith Tobacco & Candy Co. v. American Guarantee & Liability Insurance Co.,™
the insured sought coverage for $26,536.51 in missing items. The items were delineated as
follows:

Cigarettes $5,672.77
Drugs and sundries 1,215.23
Appliances 7,388.13

Miscellancous items  3,193.63

¥ Id. at 10,

“ Id at 8-9. See also Farley & Horvath, supra note 3, at 425-26 (discussing Gillette and similar cases).
" Mund & Studler, supra note 7.

2208 F. Supp. 244 (D. C. Ark. 1962).
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The employee admitted to stealing the cash collections but subsequently repaid the loss. With
regard to the loss of cigarettes, the employee admitted to altering the inventory records to
balance the inventory count with the actual number of cigarettes. The employee appears to have
asserted that his alteration of the inventory records was to cover up his negligence, and not his
dishonesty. The court found that the totality of the evidence sufficient to permit the inventory
computations as evidence for the time per10d in which the employee admitted to altering the

Fort Chaffeec Account 6,215.10

Cash collections 2,851.65
Total $26,536.51

records. The district court stated:

“Accordingly, the court entered judgment for the insured in the amount of $4,023.81 but
declined to enter judgment for the other items claimed, apparently on the grounds that there was
no evidence wholly apart from the inventory computations establishing that the loss of those

"All uncompensated losses claimed by the plaintiff have been
directly established by an inventory computation. Hardcastle is
implicated with the loss of approximately $5,320.29 worth of
cigarettes during the period August 2, 1958, to September 26,
1959, in that he altered the figures that Mr. Friedman had entered
in the physical inventory of August 1, 1959; he forced a balance of
the weekly inventory ending August 5, 1959; he failed to compute
inventory sheet totals of weekly cigarette inventories after
February 28, 1958, and entered fictitious totals in order to make
the weekly inventories balance; and he was unable to account for
the whereabouts of the individual files of the weekly cigarette
inventories covering a period of 21 weeks in 1959, which had been
computed by him and which should have been in his exclusive
possession.4 '

items was due to employee dishonesty.

b, “Wholly Apart From” Evidence — Employee Caught Stealing

As noted by one commentator:

A common factual pattern arises when an insured catches an
employee “red handed” stealing inventory. The insured thereafter
performs an inventory computation for the entire relevant period
and includes the entire amount of the shortage in the claim. 4

#® Id at 255.

* Burch, Studler & White, supra note 13, at 326,
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In Harris W. Hall Co. v. Security Insurance Co.,*® an employee was seen taking boxes of
merchandise that had been loaded on a truck but not logged in as being loaded or sold. The
employee was also seen receiving money, and was later arrested in the act of receiving $600 of
merchandise stolen from the employer. The policy in question generally excluded inventory
computations except when “the insured can prove, through evidence wholly apart from such
computations, [that loss] is sustained by the insured through any fraudulent or dishonest act or
acts committed by one or more of the Employees.”*® The insured’s inventory computation

- revealed a shortage in excess of $23,000, and judgment was entered in favor of the insured in the

amount of $10,000 (the penal sum).

The Louisiana case of Gulf Enterprises, Inc. v. Marviand Casualty Co.*" involved an
employee caught stealing items from the insured’s warehouse. There was also testimony that
one customer came to the insured’s warehouse several times a week and was always waited on
by the same employee, yet only six invoices for sales to this customer could be produced. Of
course, no loss resulted when the employee was caught stealing because the items were returned.
Nonetheless, the court permitted the use of inventory computations to establish the extent of a
loss due to employee dishonesty on the grounds that catching the employee in the act was
evidence “wholly apart” from the inventory computation so as to be within the proviso. Among
other things, the court opined that if inventory computations were wholly inadmissible, coverage

-would exist only in extraordinary circumstances.

A recent case on this issue, albeit with slightly different facts, is Bawnner Lumber Co. v.
Indiana Lumbermen’s Mutual Ins. Co.** 1In that case, the insured’s owner stopped by his
lumberyard one evening and discovered a gang of thieves stealing lumber. The owner
confronted his security guard, who advised him that he had no knowledge of the theft. The
owner was uncertain whether to believe the security guard, and the owner believed that the
sccurity guard had lied about placing an emergency call to the police department to report the
theft. The next day, the insured orders an inventory that reveals a substantial quantity of lumber
missing, A Proof of Loss is submitted asserting a loss of approximately $980,000. The amount
of theft witnessed by the owner was substantially-less than $980,000 of lumber. However, the
insured asserts that by witnessing the theft, it is clear that the entire loss was caused by an
ongoing criminal scheme.

Following an investigation, the insurer denied the claim. The insurer relied primarily on
a provision excluding coverage for “missing property when the only proof of loss is unexplained
or mysterious disappearance, or shortage discovered on taking inventory, or other instance where
there is no physical evidence to show what happened to the property ... .” Other than
witnessing the theft, the insured had no evidence to support its claim that the missing lumber
resulted from a covered peril. However, the amount of the lumber the insured witnessed being
stolen was less than the policy’s deductible and far less than $980,000. The insured argued that

289 So. 2d 832 (La. Ct. App. 1974).

*1d at 833,

47267 So. 2d 733 (La. Ct. App. 1972).

2009 WL 3462510 (E.D. Mich, Oct. 22, 2009).

e

e

L

e

[




Ronald G. Mund, D.M. Studler & Justin D. Wear 15

the witnessed theft was part of a larger criminal conspiracy that constituted one “occurrence” and
implicated coverage for the entire loss. The district court disagreed, and awarded summary
judgment to the insurer. Because the insured could offer no proof that the loss was caused by
theft, other than that the insured witnessed the lumber being stolen, the exclusion was
applicable.”

Insurers and fidelity practitioners must also be mindful of the fact that catching
employees in the act of stealing does not, in every circumstance, permit the use of inventory
computations. In Tri-Motor Sales, Inc. v. Travelers Indemnity Co.”® two employees were caught
stealing and subsequently confessed to other thefts, This typically would have constituted
sufficient “wholly apart from” evidence to allow the use of inventory computations to establish
the amount of loss. However, the Wisconsin Supreme Court upheld the trial court’s directed
verdict for the insurer on the grounds that the time period of the claimed loss exceeded the time
period of the accused employee’s employment, which would have required the jury to speculate
as to the amount of loss resulting from dishonest acts while he was an employee of the insured.

¢ “Whelly Apart From” Evidence — Employee Confessions

Another form of evidence relied upon by insureds to justify the consideration of
inventory computations is a confession, by guilty plea or conviction of the employee. In the
so-called “caught in the act” cases, the employees admitted, confessed, or pled guilty to taking
that with which they were caught stealing. The “employee confessions™ cases focus more on an
employee confessing to some amount other than what he or she may have been caught stealing.

In Prager & Bear, Inc. v. Federal Insurance Co.,*" the insured’s owner began noticing
discrepancies between inventory records and an actual count of the items at issue, The insured
therefore terminated the suspected dishonest employee and installed security measure such as
alarms and special locks. A claim was submiftted but denied because there was no direct
evidence that the loss resulted from dishonesty or theft. Approximately one (1) year later, the
insured discovered additional shortages and obtained a confession regarding the latter losses, but
not for the earlier losses. The insured argued that the confession established a covered loss for
both periods.”> The trial court permitted recovery solely for the latter period, and the court of
appeals affirmed on the grounds that there was no independent evidence of employee dishonesty
with regard to the earlier losses. The court of appeals also stated that the exclusion at issue was

*“ Other cases have reached similar results. See, e.g., U. S. Smelting Refining & Mining Co. v. Aetna Cas. & Sur.
Co., 372 F. Supp. 489 (SDN.Y. 1974) (the arrest of an employee with a bar of silver in his possession was
insufficient evidence to permit introduction of inventory computations to establish a loss of approximately 12,000
pounds of gold and silver); Teviro Casuals, Inc. v. Am. Home Assurance Co., 439 N.Y.S.2d 145 (N.Y. App. Div.
1981), aff"d on basis of lower court opinion, 429 N.W.2d 830 (employee’s arrest for stealing four dresses valued at
$20 was insufficient to permit inventory calculations showing a loss of 3,595 garments over a seven-month period,
especially because the employee only worked for the insured for the last two months of the seven-month period);
Danal Jewelry Co. v. Fireman’s Fund Ins. Co., 264 A.2d 320 (R.I. 1970) (discovery of thirty bars of metal in
employee’s car, combined with the employee’s denial of any other theft, did not support inventory computations to
prove the claimed loss).

> 119 N.W.2d 327 (Wis. 1963).

51136 Cal. Rptr. 340 (Cal. Ct. App. 1977).

%2 Id. at 342.
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16 First Party Fidelity Loss — The Inventory Grab

unambiguous.” Had the insured produced a confession with regard to the earlier losses, it may
have been permitted to introduce inventory calculations to support its claim.

Another hurdle that insureds must overcome if attempting to use a confession to support
the introduction of 1nventory computations is the hearsay rule. In Kentuckiana Sales, Inc. v.
Security Insurance Co.,> the Kentucky Supreme Court held that an insured could not introduce
inventory computations in support of its claim even though the employee had previously
confessed to stealing some items. In a coverage dispute, the court held that the employee’s out-
of-court statement was inadmissible hearsay and therefore did not constitute evidence “wholly
apart from” the inventory calculation.>

Similarly, in Schledorn, Ltd. v. United Fire & Cas. Co.,*® the insured submitted a loss of
approximately $174,000 in missing auto parts. In support of its claim, the insured submitted
inventory records and the transcript of a purported telephone conversation involving the alleged
thief.

This transcript, however, is inadmissible hearsay and cannot be
used to support its claim. ... This, of course, leaves only the
inventory computations as proof of the dealership’s loss.
Consequently, the claim is explicitly excluded under the clear
language of the policy, and we affirm the trial court’s order
granting summary judgment to United.>’

This case is an excellent reminder to insurers and fidelity practitioners that even if the insured
possesses evidence other than inventory computations to support its claim, the other evidence
must be admissible. Insurers should not immediately concede that the exclusion is inapplicable
as soon as it is presented with independent evidence of dishonesty.®

Conversely, if a confession is deemed admissible it will likely constitute strong evidence
in favor of coverage. Other commentators have correctly noted that “[t]he courts have often
shown a willingness to accept employee confessions in claims against fidelity insurers both as to
the existence and the amount of the loss.”™” In G.M. McKelvey Co. v. General Cas. Co. of

% Id. at 347.
54 1394 8.W.2d 744 (Ky. 1965).

5 See also Am. Employers Ins. Co. v. Roundup Coal Mining Co., 73 F.2d 592 (8th Cir. 1934) (letters from
customers in support of the claimed loss were inadmissible hearsay). But see Sommer v. Gen. Ins. Co. of Am,, 259
N.E.2d 143 (Ohio Ct. App. 1970) (the admission to theft by an employee was sufficient evidence wholly apart from
an inventory and profit and loss computation to allow the computation to be admitted in evidence to show the
amount of such loss).

% 635 N.W.2d 27, 2001 WT, 942595 (Wis. Ct. App. Aug. 14, 2001).

57 Id. The Wisconsin Court of Appeals relied heavily on the Tri-Motors Sales, Inc. case, supra note 50, to hold that
coverage was excluded.

% While all out-of-court confessions may qualify as hearsay, there will sometimes be a hearsay exception that
permits the confession to be iniroduced as evidence. In G.M. McKelvey, infra note 60, the court held that the
confessions at issue were statements against interest and therefore admissible.

** Burch, Studler & White, supra note 13, at 325,
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America,”® the Ohio Supreme Court placed particular importance on confessions by noting that a
dishonest employee may be the only person who can accurately indicate both the fact that the -
theft occurred and the amount of the theft.®! As stated by another court:

It might be noted that, if such proof is not to be admitted, it is
difficult to see how an employer would be able to recover on an
employee’s fidelity bond in most instances. Employee
misappropriation is usually committed in secret; admissions of
guilt are generally made, not at the time of defalcation, but at a
time of subsequent investigation and apprehension. As
defendant’s policy provides, the insurer may specifically prohibit
proof of loss by use of inventory or profit and loss computations,
Without an eye witness, nothing is left to the employer by which
he may secure the benefit which he has purchased in a policy of
indemnification.®?

d.  “Wholly Apart From” Evidence — Negative Inferences

Multiple cases involving the inventory exclusion address the issue of whether the insured
can establish “wholly apart from” evidence by showing that there is no logical explanation for
the loss other than employee dishonesty. There is a split of authority on this issue. In Dunlop
Tire & Rubber Co. v. Fidelity & Deposit Co. of Maryland,® the Second Circuit Court of Appeals
reviewed the district court’s dismissal of an insured’s claim. The loss was of various sporting
goods from a locked arca within a warehouse that was monitored by an alarm. Only three or
four employees had keys to the locked area, and those keys were turned in to the store manager
at night. No employees remained on the premises at night, and there were no break-ins or
evidence of burglary. After the loss was discovered, there was turnover amongst the employees
working the warchouse and no further shortages occurred.* Other than this circumstantial
evidence, the insured presented inventory computations, the accuracy of which were not
challenged, to support the claimed loss. The Second Circuit affirmed the dismissal of the claim,
holding that there was a complete absence of proof of employee dishonesty:

In support of its allegation that its loss was due to employee
dishonesty, Dunlop has attempted to prove that only its employees
could have taken the lost goods. It has adduced evidence to show
that the lost property was scparately stored and locked in a
warehouse occupied only by it; that most of the articles were
stored in a separately locked floor-to-ceiling cage; that
nonemployees were not permitted access; that a burglar system
was operational; that there was no physical evidence of burglary;

6 142 N.E.2d 854 (Chio 1957).

81 1d. at 856.

82 Alexander Grant’s Sons v. Phoenix Ins. Co., 267 N.Y.S.2d 220, 224 (N.Y.A.D. 1966).
479 F.2d 1243 (2d Cir. 1973).

“1d. at 1245.
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18 First Party Fidelity Loss — The Inventory Grab

and that since the turnover of employees following discovery of
the loss, no similar losses have occurred.

This is circumstantial evidence that, if a loss in fact was sustained,
Dunlop employees were the perpetrators. But this so-called
evidence of employee dishonesty presupposes the factual existence
of the loss. The evidence merely tends to foreclose the possibility
of theft by persons other than employees. It does not prove the
existence of any loss. There are no confessions, actual or implied,
from employees who had been stealing goods. Dunlop has not
shown suspicious circumstances indicating that employees were
pilfering goods. The only evidence that a loss occurred at all is the
inventory computations. Such computations alone are insufficient
to prove the existence of the loss in light of the prohibition of the
inventory exclusion clause.®

The negative inference from the evidence potentially eliminating thieves other than employees
was insufficient to link the inventory shortage to dishonesty by an employee.*®

The case of General Accident, Fire & Life Assurance Co. v. Independent Military Air
Transport Ass'n,®” reached a different conclusion regarding negative inferences when there is no
direct evidence of dishonesty. The insured was an air transport unit that often dealt with “leave”
travel for military personnel. Over one weekend, the insured received $15,000 in cash that was
placed in a lockbox in a locked desk drawer in the manager’s office. The manager allegedly only
had keys to the locked desk (but not the lockbox), while another employee allegedly only had
keys to the lockbox (but not the locked desk).®® The next day, the lockbox was discovered inside
the locked desk drawer with the cash missing. The insured’s claim for the missing cash was
denied due to a lack of direct evidence of employee dishonesty. At trial, the jury disagreed with
the insurer and awarded coverage because there appeared to be no reasonable explanation for the
disappearance other than employee dishonesty.

Although the Dunlop Tire case and the General Accident case arguably reached opposite
conclusions, the opinions appear to.be distinguishable. Most notably, the General Accident case
does not appear to involve a true “inventory computation.” The counting of the cash may be
more along the lines of an enumeration than an inventory calculation. In contrast, the missing
items in Dunlop Tire involved large volumes of goods. The Dunlop Tire case also addressed
more directly the negative inference in relation to the inventory exclusion, and therefore likely
constitutes the more persuasive authority.

14 at 1247 (footnote omitted),

% Burch, Studler & White, supra note 13, at 321.
87232 F.2d 439, 443 (9th Cir. 1956).

% Id. at 443.
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2. Insured’s Arguments of Ambiguity and Reasonable Expectations

Experienced fidelity practitioners have undoubtedly experienced an insured — often when
the evidence at issue fails to implicate coverage ~ arguing that the provision at issue is
ambiguous or that coverage should be implicated in accord with the insured’s “reasonable
expectations” of what the policy provides. In Hoboken Camera Center, Inc. v. Hartford
Accident & Indemnity Co.,® the insured brought an action to recover approximately $42,000 in
missing inventory at three of its stores located in Minnesota. The frial court granted a motion for
summary judgment in favor of Hartford based upon a stipulation of facts, and the insured
appealed. The stipulation was as follows: (1) on one occasion an employee was given the sum of
$99.96 and the sum of $6.52 to deposit but only deposited the $6.52 amount; (2) on another
occasion, at close of business, two cameras were observed in a locked case, but the next
morning, both cameras were missing; (3) on another occasion, one employee told another
employee he had removed money from the cash register to pay wages to a third employee, but at
the time wages were paid by check; and (4) the insured would introduce evidence of its inventory
control system at trial and an analysis of the inventory control records would reveal a loss of
$42,705.22.7

The appellate court concluded that the trial court had read the exclusion literally and
determined that because each of the specific instances of employee theft offered was less than
the deductible and the remainder of the loss rested on inventory records, the insured’s claim was
precluded under the exclusion.”’ The appellate court then cited its prior decision in Reese
Cadillac Corp.™ for its approach in refusing to interpret literally the language of the policy. The
court then stated:

To deny an insured the right to adduce proof of inventory records
for either of these purposes might in a particular case defeat justice

* by precluding recovery on a meritorious claim by use of the only
proofs reasonably available to the insured and probative thereof.
So to do [so] would contravene public policy, not only in defeating
the reasonable expectations of coverage of the purchaser of
insurance but also in allowing a private agreement to nullify the
inherently probative effect of relevant evidence.”

The Tri-Motor Sales, Inc.™* discussed above similarly held that the inventory exclusion
was subject to more than one reasonable interpretation and therefore must be construed against
the insurer. The insured sought coverage for approximately $14,000 that occurred over fourteen
(14) months. The dishonest employee worked for the insured for only six (6) months and only
confessed to stealing $494. The trial court therefore excluded evidence of the inventory
computation and entered judgment solely in the amount of the net loss confessed to by the

% 226 A.2d 439 (N.J. Super. Ct. App. Div. 1967).
" Id at441.

' Id. at 448.

2 157 A.2d 331 (N.J. Super. Ct. App. Div. 1960).
? Hoboken Camera, 226 A.2d at 448.

119 N.W.2d 327 (Wis. 1963).
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20 First Party Iidelity Loss — The Inventory Grab

employee. On appeal, the Wisconsin Supreme Court found the inventory computations should
not be excluded because the exclusion was capable of more than one reasonable interpretation:

This proviso may be interpreted two ways as applied to the facts of
the instant case; (1) The words “as to its amount” appearing in the
absolute prohibition preceding the semicolon carry over into the
proviso and prohibit use of inventory computations to prove the
amount of the plaintiff’s loss even though plaintiff has established
by independent evidence that Woodward did steal plaintiff’s parts
and accessories during the period of his employment; or (2} Once
plaintiff has provided by independent evidence that Woodward did
steal parts and accessories during the period of his employment,
the prohibition against use of inventory computations in that
portion of the paragraph preceding the semicolon is rendered
inoperative.

If the first interpretation were to be adopted the proviso after the
semicolon would serve no useful purpose because if the insured
was able to prove its loss by evidence wholly apart from
computations made from its inventory records, then such
computations would be merely cumulative evidence of the loss.
This would appear to be an absurd result especially in view of sec.
6 which requires insured to keep accurate records. We deem the
wording of the proviso sufficiently ambiguous to render applicable
the rule that in case of ambiguity or reasonable doubt as to the
meaning of exclusion clauses in a policy, drafted by an insurance
company, the ambiguity is to be resolved against the insurer. ...
Therefore, we. adopt the second interpretation and hold the
inventory computations, which would tend to prove the amount of
the plaintiff’s loss, would not be excluded under the terms of the
policy where independent evidence first showed that Woodward
had stolen items of plaintiff’s parts and accessories during the
period of his employment.”

Despite ruling that the inventory computation was admissible, the court upheld the verdict
because a jury could only speculate what portion of the $14,006.31 was taken during the
six-month period the individual was employed. This ultimate ruling should remind insurers that
even if inventory computations are admitted as evidence they are not conclusive proof of a
covered loss. It must also be noted that other reported opinions have expressly held that the
inventory exclusion is not ambiguous,’® while opinions enforcing the exclusion at least implicitly
indicate that it is not ambiguous.

7 119 N.W.2d at 331(citations omitted).
" See, e.g., Gotcher Eng’g Mfg. Co. v. U.S. Fid. & Guar. Co., 193 So. 2d 115 (Miss. 1966);
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3. What Is Inventory?

One issue that rarely arises is what constitutes “inventory” under the exclusion. If an
insured fears that it is submitting what arguably constitutes an “inventory computation” that
could be excluded, it may assert that the items at issue are not “inventory.” The term
“Inventory” is not defined by the policy. In such instances, courls often apply a common,
everyday meaning to the word unless it has another meaning in a legal or insurance context.

At least one court, the Missouri Court of Appeals in Chenoweth-Chapman Corp. v.
American Insurance Co.,” has defined the term “inventory” to mean only goods held for sale or
lease, or to be furnished under contracts for services. This essentially mirrors the commercial
code definition. The principal test is that the goods must be held for immediate or ultimate sale.
In Chenoweth-Chapman, the insured operated dry-cleaning stores and calculated its loss by
comparing computer-generated cards for customers’ deposits of clothing to a physical count of
clothing in its stores. The court noted that the clothing was not held for sale or lease and did not
constitute raw materials to be processed or consumed in the insured’s business. Thus, it was not
an inventory and the evidence submitted by the insured was not an “inventory computation.”

4. Is It an Inventory Computation or an Enumeration?

Another manner in which insureds may attempt to avoid the applicability of the inventory
exclusion is to assert that the evidence proffered is not an “inventory computation.” As noted
above, the term “inventory” is not defined by the Policy. Neither is the term “computation.”
Some courts have therefore permitted an insured to use inventory computations that are phrased
as or considered to be “enumerations,” and not “computations.” :

Many courts have generally construed an “inventory computation” to be “any figure
arrived at by taking a beginning inventory, adding purchases, and deducting the costs of goods
sold; or by comparing an item-by-item count of inventory against an original figure similarly
calculated.”” However, in Ace Wire & Cable Co. v. Aetna Casualty & Surety Co.,** the New
York Court of Appeals stated:

We hold that the phrase “inventory computation” is to be construed
to proscribe proof of the fact or amount of loss through a
generalized estimate, calculated, for example, from sales records
and average markup, of what the dollar value of inventory on hand
should be. It does not, however, preclude proof of the fact or
amount of loss through inventory records (whether perpetual or

7 See, e.g., Bituminous Cas. Corp. v. Kenway Contracting, Inc., 240 S,W.3d 633, 638 (Ky. 2007) (“words which
have no technical meaning in law, must be interpreted in light of the usage and understanding of the common
man.”); Group Ins. Co. of Mich. v. Czopek, 489 N.W.2d 444 (Mich. 1992); Blackledge v. Omega Ins. Co., 740 So.
2d 295 (Miss. 1999).

™ 553 8.W.2d 872 (Mo. Ct. App. 1977).

? Farley & Horvath, supra note 3, at 424 (citation omitted).

9457 N.E.2d 761 (N.Y. 1983).
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22 First Party Fidelity Loss — The Inventory Grab

periodically made) detailing the actual physical count of
individually identifiable units ... .3

Relying in large part on the Ace Wire opinion, the Tennessee Court of Appeals in Strings &
Things in Memphis, Inc. v. State Auto Ins. Companies,* stated that;

[W]e feel that the holding of the court in Ace Wire correctly
construes the policy exclusion as not applying to a physical count
of individually identifiable units of inventory, When dealing with
individual identifiable units, there is no computation involved; the
unit is simply present and accounted for, ot it is missing, We think
it is significant that the policy language excludes a loss based on an
inventory computation rather than on an enumeration of missing
items. In the case at bar, the evidence showing the purchase of the
individual items and the absence of these items from inventory
without evidence of a sale is not an inventory computation as
contemplated by the policy.®

One article phrased the question as:

For example, if an automobile dealership had five automobiles on
the showroom floor at the close of business and, on return to work
the next morning, found that there were four automobiles on the
floor, is the count really an inventory computation that runs afoul
of the exclusion?®*

This issue arises under both the “Exclusion with an Exception” standard and the “Absolute
Exclusion” standard. Therefore, while the cases are addressed under the “Exclusion with an
Exception” heading, they may be equally applicable under standards and under other policy
forms. _ :

A leading opinion on this question is Ace Wire, cited supra.®® In Ace Wire, a corporate
secretary of the insured submitted an affidavit stating that he had personally observed reels of
wire in a warchouse on one date but that the reels were missing when he next examined the
warehouse. The insured also produced evidence of a physical inspection indicating the missing
reels in comparison to a prior physical inspection. Most of the reels were four feet wide and
weighed over 5,000 pounds.

The trial court entered summary -judgment in favor of the insurer based upon the
inventory computation exclusion. The New York Supreme Court, Appellate Division, reversed
on the grounds that the loss was established by personal observation and knowledge, and not by
inventory computation. The insurer appealed, and the New York Court of Appeals affirmed the

¥ 1d. at 764-65.

52920 S.W.2d 652 (Tenn. Ct. App. 1995).

8 1d. at 657.

% Burch, Studler & White, supra note 13, at 329-330.

" 454 N.Y.S.2d 897 (N.Y. App. Div. 1982), aff"d 457 N.E.2d 761 (N.Y. 1983).
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appellate division’s reversal of summary judgment in favor of the insurer. The intermediate
court stated:

In our view, loss established by such personal observation and
knowledge would be readily distinguishable from a loss
established solely by reference to perpetual inventory records and a
‘unit reconciliation’ of the existing physical inventory with totals
reflected therein, ... i.e., testimonial evidence by a materials
control manager that he helped to put particular items of property
into a locked enclosure to which only employees had access, and
that sometime later were gone.®

By way of analogy, the intermediate court continued:

If the owner of an automobile locks it in a garage and later finds
the garage empty, it would be an unwarranted strain on the
language to say that he had made an “inventory computation.” So,
too, here, the plaintiffs’ claim of loss would not appear to be
wholly dependent upon an “inventory computation” as the
defendant maintains, but rather, imfer alia, upon a specific
enumeration of several of the missing items, reel by reel, based
upon personal knowledge and a check of the inventory stock
records against the individual items actually remaining on hand.
Under such circumstances, the role of the stock records would be
reduced to that of “refreshment” material (i.e., a writing employed
to “refresh” the recollection of a witness) or a “past recollection
recorded,” but would not be the primary or the sole evidence relied
upon to establish the plaintiffs’ loss.”

Based upon the foregoing, it appears that if an insured can produce evidence — most
commonly by eye witness testimony — that specific items were in its possession, but on a
subsequent viewing were not in its possession, the evidence may constitute an enumeration and
not a calculation. One would assume that this distinction is most likely to occur when the loss is
of a small number of large items, such as in the hypothetical above with five automobiles on the
showroom floor.

% 1d. at 900.
¥ 4. at 900-01 (internal citations omitted). The court of appeals stated:
We held that the phrase “inventory computation” is to be construed to proscribe
proof of the fact or amount of loss through a generalized estimate, calculated,
for example, from sales records and average markup, of what the dollar value of
inventory on hand should be. It does not, however, preclude proof of the fact or
amount of loss through inventory records (whether perpetual or periodically
made) detailing the actual physical count of individually identifiable units ... .
457 N.E.2d at 764-65 (citations omitted). See also Strings & Things, supra note 82; Dawson Industries, Inc. v.
Affiliated FM Insurance Co., 145 F.R.D. 327 (S.D.N.Y. 1992).
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24 First Party Fidelity Loss — The Inventory Grab

The Ace Wire decision was discussed at length in New York University v. Continental
Insurance Co.®® In that case, the insured determined there was a shortage of clothing
merchandise in one of its bookstores. Following an investigation, the insured accused the store’s
general merchandise buyer of conspiring with a vendor to bill the school for merchandise never
received and claimed a loss of more than $1,600,000. The insurer asserted the inventory
exclusion as an affirmative defense, but the trial court dismissed it. The appellate court held that
it was an error to dismiss the affirmative defense based upon the inventory and profit and loss
computation at such an early pleading stage because the insured had not shown it was meritless
as a matter of law:

Our decision in Ace Wire was driven by two competing
considerations. On the one hand, construing the exclusion to apply
to all proof of loss based on any form of inventory records would
lead to the absurd result that an insured’s recovery would be
limited to those losses that were substantiated only by a witness
who actually viewed the employee stealing the insured’s inventory.
On the other hand, insurers include the inventory shortage
exclusion in the employee dishonesty endorsements to protect
themselves against “claims based on erroncous or falsified
inventory or profit and loss computations ... [and because]
[ilnventory records and other business records are less reliable than
other evidence in proving that a loss of goods has been sustained or
that a loss is attributable to employee dishonesty.” Accordingly,
we held that to the extent an insured suffered losses that could be
proven only by estimation of the loss by calculating the pre- and
post-theft dollar value of the inventory, such losses would fall
within the exclusion. Nothing in Ace Wire, however, prevents
insureds from relying on inventory records which document the
actual inventory on hand.

The practical effect of that decision is that insureds are obligated to
perform and record actual physical inventories on a regular basis
so that inventory shortages will be discovered within a reasonable
period of time and may be accurately valued. In that way the
insured will be indemnified for the actual losses timely discovered,
while the insurer will be protected from indemnifying the insured
for losses that may accumulate to excessive amounts over a period
of years, and which can be proven only by estimation.

Here, the plaintiff alleged that its losses occurred by Johnson’s
falsification of documents, which it had presented to defendants.
Thus, plaintiff’s averments would establish the existence of the
loss by proof other than by estimation of an inventory shortage. On

* 639 N.Y.8.2d 283 (N.Y. 1995).
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the other hand, plaintiff did not establish as a matter of law that it
could prove the amount of its loss by other than dollar estimates, Tn
an affidavit in support of its cross motion, an employee of plaintiff
averred that the loss was revealed and measured by comparison of
a 1990 physical inventory to accounting records. Depending on
the nature of those accounting records, plaintiff may or may not be
able to prove some or all of its losses by a method allowed by the
holding of Ace Wire.®

Another 1nterest1ng case on this issue is Paramount Paper Products Co. v. Aetna
Casualty & Surety Co.*® The insured operated a printing business and two employees were
arrested and convicted for stealing items. The stolen items were recovered, but the insured
asserted a claim for additional losses evidenced by its inventory records. The insured took
inventory on a unit basis, reduced it to a dollars and cents number, and adjusted that number for
the use of raw-material costs obtained from the insured’s books and records.”’ The trial court
granted the insurer’s motion to dismiss, and the insured appealed. In upholding the dismissal,
the court first indicated that the inventory exclusion - and its exception therein — was
unambiguous, The court further observed that a comparison of physical count of units is an
enumeration, not a computation, and would be admissible to show the amount of loss where
there was evidence wholly apart from such enumeration to show fraudulent or dxshonest acts by
an employee: -

It would, therefore, appear that the exclusionary clause does not
bar an inventory made upon a unit basis, but does bar inventories
which require computation to reduce them to some other basis, or,
where when one inventory is compared with a later one, it is
necessary to compute and allow for sales and purchases made in
the interim.*

These cases serve as a reminder for fidelity practitioners to thoroughly research the inventory
exclusion cases in their _]urlSdlctIOIl to determine if the evidence submitted by the insured even
qualifies as a “computation.”

C. The Absolute Exclusion

Faced with a growing number of court decisions allowing the use of inventory
computations or profit and loss computations to prove the amount of a loss once the insured had

% Id at 291-92 (citations omitted).

" 157 N.W.2d 763 (Neb. 1968).

*' Id. at 764.

2 14 Two justices concurred in the result but wrote that “ft]he distinction between an ‘enumeration’ and a
‘computation’ of inventory shortage is subtle, productive of confusion, and unserviceable. We cannot formulate a
single rule that will satisfactorily cover the innumerable variables of trustworthiness.” Id. at 769. One case
potentially supporting the concurring justices® opinion that a single rule cannot be formulated is Gorcher
Engineering Manufacturing Co. v. United States Fidelity & Guaranty Co., 193 So. 2d 115 (Miss. 1966). In that
case, the Mississippi Supreme Court held that a physical count of items was an excluded inventory computation.
For a more thorough survey of the numerous cases addressing this issue, see Mund & Studler, supra note 7.
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26 First Party Fidelity Loss — The Inventory Grab

established by some degree of evidence that an employee had committed dishonest or fraudulent
acts under the Exclusion with an Exception Standard, the SAA in 1977 again revised the
inventory computation and profit and loss computation exclusion.”” The new exclusion stated:

This Policy does not apply: ... to loss, or that part of any loss, as
the case may be, the proof of which, either as to its factual
existence or its amount, is dependent upon an inventory
computation or a profit and loss computation.

While the substance of the exclusion has not changed since the 1977 revision, the exclusion
currently appears as follows:

We will not pay for loss as specified below:

b. Inventory Shortages: Loss, or that part of any loss, the
proof of which as to its existence or amount is dependent upon:

(1)  An inventory computation; or

(2) A profit and loss computation.”*

Aside from an attempt to place the 1977 language in “plain English” form, there is little
difference between the 1977 and the current version of the exclusion. However, it is readily
apparent that there is a significant difference between the 1957 language in the exclusion and its
form in 1977 and 1990. That difference is the deletion of what is commonly referred to as the
“proviso” or “exception” within the exclusion:

[Plrovided however, this paragraph shall not apply to loss of
Money, Securities or other property which the Insured can prove,
through evidence wholly apart from such computations, is
sustained by the Insured through any fraudulent or dishonesty act
or acts committed by any one or more of the Employees ... .

Despite the elimination of the “proviso” or “exception” from the inventory and profit and loss
computation, the courts have continued to find ways to admit inventory computations in some
cases. The first way, as discussed above, is to hold that the evidence that the insured is
attempting to introduce is an “enumeration” rather than a “computation.”

1. Proof By Other Means

Another manner in which courts permit the use of inventory computations in
contradiction of the exclusion’s language is by ruling that the insured has proven the loss by
other means. In other words, that the proof is not “dependent” upon inventory computations.
The word “dependent” is not defined. When considering the intent of the exclusion, it should
most appropriately be read to exclude coverage if the claim is in any way dependent on inventory
computations. However, insureds will argue that it should be construed such that the exclusion

 Mund & Studler, supra note 7.
* Employee Dishonesty Coverage Form (Commercial Crime Coverage Form A—Blanket) (SAA Form CR 00 01 10
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is triggered onmly if the claim is primarily dependent or entirely dependent on inventory
computations.”

An oft-cited case on this issue is Hanson PLC v. National Union Fire Insurance Co. of
Pittsburgh, PA.°° In that case, the insured operated a meat-processing plant with a rendering
department that produced tallow from meat byproducts. The insured made a claim in excess of
$1,500,000 based upon an employee knowingly overpaying a supplier of meat byproducts.
Payment was made for the byproducts based upon a yield formula of tallow rendered. The
employee admitted to knowing raw materials from the supplier were not meeting the yield
formula that was the basis of payment. The employee said he continued to make payments based
upon the higher yield because the supplier had threatened to stop supplying any raw materials,
which would have resulted in the department closing.

With regard to the inventory computation exclusion, the appellate court upheld a finding
that — as a matter of law — the proof of loss was not dependent upon an inventory computation.
The insured had used four different methods to calculate its loss. The first method was a
compatison of yield from raw materials, sold by the supplier to other plants, which were
substantially below the yield formula that the insured had used to pay for the raw materials. The
second method was to compare a yield test on the last load from the supplier to yield paid for
using the formula on previous loads, which again showed a substantial discrepancy between that
load and the yield formula used to pay for previous loads. The third method was to compare
yield on loads from the supplier to yield on loads from other suppliers, which again showed a
substantial discrepancy as to yield for loads from the supplier in question as compared to yields
from other suppliers. Finally, the insured conducted a physical inventory, which revealed a
shortage.

The court concluded that only the fourth method would fall within the definition of an
inventory computation exclusion because it was not based upon a physical count of individual
items.

Nevertheless, Method 4 was a small element of Hygrade’s proof of
loss. Hygrade produced three other methods of proving its loss and
claims that the fourth method was only to corroborate the other
methods, In addition, there existed substantial evidence of
Laviola’s dishonesty, including his confession. Accordingly, we
find that the trial court did not err in deciding as a matter of law
that the exclusion did not apply because the ];)roof of loss was not
“dependent upon” an inventory computation.’

% The exclusion at issue in Banner Lumber, supra note 48, stated that “[w]e do not cover missing property when the
only proof of loss is ... shortage discovered on taking inventory, or other instance where there is no physical
evidence to show what happened to the property.” Banner Lumber, 2009 WL, 3462510 at *1.

% 794 P.2d 66 (Wash, Ct. App. 1990).

7 1d. at 75. |
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28 First Party Fidelity Loss — The Inventory Grab

In Reedy Industries, Inc. v. Hartford Insurance Co. of IHlinois,”® it was held that the
insured’s proof of loss (which primarily consisted of negative inference evidence of employee
dishonesty) was dependent upon inventory computations.” The insured suffercd what it believed
to be an employee dishonesty loss when 439 canisters of freon, valued at $83,584.80, were
discovered to be missing upon taking a physical inventory. The policy contained the curtent,
plain English version of the inventory computation and profit and loss computation., The trial
court granted summary judgment to the insurer, and the insured appealed. Summary judgment
was affirmed, at least in part because there was no evidence of the amount of the loss but for the
inventory computation. Therefore, proving the amount of the loss was necessarily “dependent”
on an inventory computation. The court correctly stated that “The exclusion was designed to
curb abuses by employers insured against employee dishonesty where covered losses were
claimed on the basis of mere estimates, but where the losses might actually be the result of
bookkeeping errors, waste, or negligence.”'

The Reedy case is on one end of the spectrum where it should be clear to courts that the
loss is excluded. When an insured has no (or almost no) evidence other than an inventory
computation, the insured will necessarily be “dependent” upon the inventory computation to
prove its loss. At the other end of the spectrum are cases in which the insured has overwhelming
evidence of employee dishonesty relating to both the existence and the amount of the loss. In
such claims, it is less likely that the insured is “dependent” on an inventory computation.
Obviously, the most difficult cases - for courts, insurers, and fidelity practitioners — fall in the
middle, when the insured has some evidence of employee dishonesty (more often as to the
existence of the loss than to the amount) but also attempts to use an inventory calculation,

2. . Ambiguity

As with the other exclusion forms discussed above, insureds have also sought to avoid
the application of the exclusion by arguing that it is ambiguous. For example, in Movie
Distributors Liquidating Trust v. Reliance Insurance Co.,'"" an employee was caught with video
tapes in an apartment and admitted to stealing video tapes from his employer. Another employee
testified that she had observed other employees stealing tapes. The court found the terms
“inventory” and “profit and loss computations” to be ambiguous and permitted the insured to
prove the amount of its loss with inventory computations.'” The court concluded by stating:

We agree that the use of inventory or profit and loss computations
when there is independent evidence of the existence of a loss due
to employee dishonesty serves the interests of both the insured and

715 N.E.2d 728 (11l App. Ct. 1999).

% This case serves as a reminder that many cases discussed in this paper have overlapping issues and are relevant to
numerous headings herein.

‘% 14, at 732.

1°1 595 A.2d 1302 (Pa. Super. Ct. 1991).

' 1d. at 1306.

o

m

ey o

T

I

JTmT e



el ik

Ronald G, Mund, D.M. Studler & Justin D. Wear 29

the insurer, and hold that this is the proper interpretation of the
clause in our present case.'®

The Movie Distributors court appears to be attempting to blend an ambiguity justification and a
“dependent upon” justification in a strained effort to implicate coverage. The court stated that
“there is undisputed evidence of the theft of tapes by employees from VTR. Therefore, under the
construction adopted by this Court today, VTR is permitted to establish the amount of that loss
through the use of inventory and profit and loss computations.”® The court’s interpretation of
the exclusion is not supported by its language, as it does not permit inventory computations so
long as there is “undisputed evidence™ of theft. Undisputed evidence of theft may mean that the
existence of a loss is not “dependent” upon inventory computations, but the amount of the loss
did appear to be “dependent” upon inventory computations.

D. Profit and Loss Computation

While there are numerous cases dealing with inventory computation, there are very few
cases dealing with profit and loss computation. The principals discussed above apply equally to
profit and loss computations. However, we have put these limited cases in a separate section for
ease of reference.

Mapes Casino, Inc. v. Maryland Casualty Co.'"™ is fascinating reading for those

interested in learning about casino operations. It is also significant for its application of the
profit and loss exclusion. Mapes Casino was notified by another casino that a large amount of
chips from Mapes Casino were being cashed at the other casino. This led to further investigation
and the arrest of a man who admitted that for approximately twenty (20) months he had been
cashing the chips for unnamed employees of Mapes Casino. He would allegedly receive a
telephone call instructing him to go to a car and pick up chips; thereafter, he would cash them in
at other casinos and return the money to the car, less a portion for his services. Mapes Casino
asserted an employee dishonesty claim in the amount of $431,024. Mapes Casino arrived at this
figure by multiplying the total “drop” (beginning bank, plus cash and chips received, less chips
taken from the table) times a normal twenty percent win factor, This produced an expected win
of $632,559 for the time period from which the actual win of $201,535 was subtracted. The
court determined that this was a profit and loss computation and that the decline in win
percentage could be due to many other factors other than employee dishonesty. Nonetheless, the
court did award judgment to the insured in the amount of $56,400, based upon testimony of
various individuals as the average amount of stolen chips cashed each week.

In Fidelity and Deposit Co. of Maryland v. Sovithern Utilities, Inc.,'% the insured made a
claim for $261,685.01 in construction materials allegedly converted by a vice-president. The
insurer contended the amount claimed was based solely upon the difference between an estimate

1% 1d. at 1307.

%% 1d. at 1308.

193990 F. Supp. 186 (D. Nev. 1968).
19726 F.2d 962 (11th Cir. 1984).
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30 First Party Fidelity Loss — The Inventory Grab

of materials for a job and the actual costs of the job. The court stated, “If this were true, proof
would be barred under the exclusion.”!"’

Finally, in Security Insurance Co. of Hartford v. Wilson,'® the Wilsons made a claim for
employee dishonesty by the manager of two businesses they owned. The proof of loss was
supported only by a profit and loss statement prepared by their accountant. The trial court
granted summary judgment in favor of the insurer, and the Wilsons appealed alleging, among
other things, that there was other evidence of employee dishonesty. The appellate court affirmed
the summary judgment, noting that no other such evidence had ever been furnished.

III INVESTIGATING INVENTORY & PROFIT LOSS CLAIMS

Approaching an inventory and profit and loss claim from the investigative adjuster and
CPA perspective often provides an opportunity to understand, respect and learn about an
insured’s operations and business as no other type of fidelity claim allows or requires. One of
the first steps in understanding the insured’s business is to understand the insured’s business
cycles and where in the business cycles the items or goods are missing. Some possibilities are
raw material, work-in-process, and finished goods. A thorough understanding of the business
cycles needs to be obtained along with an understanding of which business cycle is being
discussed with the claim.,

A business cycle is the repeated sequence of events in the insured’s business. An
example of a business cycle is the purchase of oil to make plastic resin, then sell plastic resin,
and collect monies from the sale of plastic resin. With these monies the business buys more oil
to make and sell more plastic resin, and so on. It is important to comprechend the insured’s
business cycles.

For example BP is known as an oil company with oil wells throughout the world, In a
hypothetical claim BP has a 100% owned subsidiary which is known as “Blower Co”. Blower
Co. makes plastic bottles for juice and milk products. Allegedly extra plastic bottles were being
produced and subsequently misappropriated.

An understanding of Blower Co. and the source of its plastic resin must be obtained. If
Blower Co. obtains its plastic resin from BP Resin in [llinois another 100% owned subsidiary of
BP, the analysis and result may be different than if Blower Co. purchased its plastic resin from
an unrelated third party.

If in turn, BP Resin makes plastic resin from oil supplied by BP Oil, the relationship of
the companies and whether the policy addresses BP and all subsidiaries may have different
analyses and results than if purchases are made from unrelated entities and subsidiaries. Also
whether the policy insures Blower versus BP and all subsidiaries will have an effect on the cost
and inventory analysis.

97 14 at 695.
19% 800 F.2d 232 (10th Cir. 1986).
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Besides understanding the insured’s business cycle, what the insured does with
production, manufacturing or adding value to “inventory” will also play a role in the analysis and
calculation in an inventory claim.

An example of understanding the importance of a business cycle is a claim of cattle
missing from XYZ Corporation. It is important to understand whether XYZ corporation breeds
and raises the cattle from calves or buys the cattle and then finishes them on a feed lot. Logic
tells us the replacement cost today of the cattle is the same no matter the start. However the
actual cost involved and incurred by XYZ to buy and feed or breed may differ significantly, thus,
it is important to understand the insured’s individual and unique business cycles.

Besides understanding the insured’s business cycles it is important to understand whether
the portion of a business cycle or the particular business involves enumeration of the goods and
items or inventory computation. Is the quantity of goods or items specifically identifiable or
homogeneous? Tt is possible for an insured’s business cycle to involve both enumerated and
non-enumerated items? An example is cattle that is bred and calving. The calves are not
specifically identified and enumerated in XYZ operation until the inoculation, tagging and
branding occurs. Thus, at which time do the items of inventory become enumerated.
Understanding how the quantity of the cattle is recorded is of concern. Does XYZ record and
track each steer based on a specific identification tag? If so, the factors of enumeration are
present. If XYZ does not track the steer other than by a head count, the facts indicate an
inventory count. '

An inquiry as to when the items and goods move from raw material to work-in-process
must be made. For example purchasing a one year old steer and placing it in a feed lot means
XYZ may not incur the costs of inoculations or branding of the cattle. Are the cattle specifically
identified by a brand? Maybe. Are the cattle specifically identified after branding? Most likely,
yes. Thereby, the calf operation and cycle is more likely an inventory count, whereas steers are
more likely enumerations of inventory. Once the insured’s business is understood, then the
documentation and information that is produced needs to be understood.

The understanding of the insured’s business cycles allows for intelligent requests as to
documentation:

¢ How does the insured record the number of calves born?

s Are birth and sire records created and retained?

e If calves are purchased, what records are obtained and retained?

» How long has the record keeping been in place?

e Did the record keeping change during the period of loss?

e Did systems change or methods change during the period of loss?

s Are costs maintained by specific animal or by incident?
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32 First Party Fidelity Loss — The Inventory Grab

* How often are the records checked for accuracy by comparison to the actual
specified individual item or good?

e By whom are the records checked for accuracy?
e How and by whom are items removed or added to records?

The final major step in investigating the inventory claim besides understanding business
cycles and understanding if the documentation and information available is for an inventory
count or enumeration of inventory is understanding whether there is evidence wholly and apart
from the inventory computation.

What type of evidence wholly and apart from an inventory computation the insured has is
a significant fact which can:

¢ show how the inventory was stolen,
e show in what business cycle the inventory was stolen,

e show what was stolen. Does the evidence wholly and apart involve cash and no
inventory?

e show the rate, type, frequency and volume of misappropriations.

¢ show how the inventory was disposed of such as pawn shop, recycling, scrap yard
or online sales.

The evidence wholly apart from the inventory computation can often be used to test the
reasonableness of an inventory computation that has been presented.

1v. CONCLUSION

It is axiomatic to say that the precise coverage provided by the policy and excluded by
the inventory computation exclusion is governed by the express language of the contract.
However, over time seemingly straightforward policy language was incorrectly interpreted or
otherwise applied by the courts. In response, insurers attempted to clarify the scope of coverage,
which inevitably led to the new language being liberally interpreted to expand coverage. There
is ample case law — both nationally and in the particular jurisdiction at issue — that must be
examined by insurers when analyzing a claim. The legal opinions regarding the inventory
computation exclusion are far from uniform. IHowever, it is easiest to divide the cases using the
three (3) primary exclusionary clauses adopted by insurers.
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A. The Conclusive Proof Standard

Under the Conclusive Proof Standard, courts that have not permitted the use of inventory
records to establish the amount of a loss due to employee dishonesty appear to have done so
primarily on the grounds that circumstantial evidence must eliminate all other causes of loss.'%

Those courts that have allowed use of inventory records to establish the amount of a loss
due to employee dishonesty have done so on the grounds that the rules of evidence require only a
preponderance of evidence or the language must be construed reasonably in a fashion consistent
with the purpose of the contract, which is to provide coverage for employee dishonesty. To
support that a reasonable construction of the policy permitted use of inventory records, the courts
that have permitted use of inventory records often refer to those sections of the policy providing
unidentified emplogfee coverage and requiring the insured to keep adequate records as support
for their position."!

B. The Exclusion With an Exception

Under the Exclusion With an Exception approach, courts that have not allowed inventory

and profit and loss computations to be used to establish the existence or amount of a loss due to
employee dishonesty have done so primarily on the grounds that the parties are free to contract
as they see fit. Thus, under the terms of the exclusion, there must be evidence wholly apart from
— independent of — the computation to show both that the loss is due to employee dishonesty and
the amount thereof. Thus, even an admission to or being caught stealing one amount does not
show any other amount is a loss due to employee dishonf:sty.11

Courts that have allowed the use of inventory and profit and loss computations to prove
the amount of a loss due to employee dishonesty first require that there must be some
independent evidence of employee dishonesty, but once that is established, inventory records can
be admitted to show the amount of loss due to employee dishonesty. The independent evidence
of employee dishonesty can consist of a variety of factors such as catching the employee in the
act, a confession, unusual circumstances such as a sudden unexplained resignation, and/or
elimination of other causes of loss by security systems. Seldom is a single factor sufficient.
Once the court has determined that there is sufficient independent evidence of employee
dishonesty, a variety of legal theories have been used to avoid the application of the exclusion as
written. Some courts have considered the exclusion ambiguous. Other courts have asserted that
the language of the exclusion must be applied in light of the reasonable expectations of the
insured. Still other courts have found that the records were not an inventory or that the records
were not a computation, and therefore allowed them to be admitted as evidence.''*

C. The Absolute Exclusion Standard

With the elimination of the proviso or exception from the inventory and profit and loss
exclusion, it became more difficult for courts to consider the exclusion ambiguous, although one

"% Mund & Studler, supra note 7.
110 Id.
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court has simply determined that the terms “inventory” and “profit and loss computations” are
ambiguous.ll Instead, courts have focused on the word “computation” and have allowed use of
inventory records that can be described as an enumeration. In its simplest definition, an
enumeration is a comparison of one physical count to another. However, not all inventory
records are an enumeration. It appears that the higher the degree of estimation in arriving at an
amount, whether expressed in units or dollars, the less likely the records will be consideration an
enumeration, and the greater the likelihood they will be a computation.*

The views expressed in this article are those of the author and do not necessarily reflect the views of The
Travelers Companies, Inc. or any of its subsidiary insurance companies. This paper is for general
informational purposes only. None of it constitutes legal advice, nov is it intended to create any altorney-
client relationship between you and the author. You should not act or rely on this information concerning
the meaning, interpretation, or effect of particular contractual language or the resolution of any
particular demand, claim, or suit without seeking the advice of your own attorney.

This information does not amend, or otherwise affect, the terms, conditions or coverages of any insurance
policy or bond issued by Travelers, This information is not a representation that coverage does or does
not exist for any particular claim or loss under any such policy or bond. Coverage depends on the facts
and circumstances involved in the claim or loss, all applicable policy or bond provisions, and any
applicable law.

13 Tri-Motor Sales, Inc. v. Travelers Indem. Co., 119 N.W.2d 327 (Wis. 1963).
" Mund & Studler, supra note 7.
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