Retirement Security Plan and Trust v Colonial Surety Company Doc. 68

UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF IDAHO
JEANNE B. BRYANT, solely in her

capacity as court-appointed Independent Case No. 1:13-cv-298-BLW
Fiduciary for RETIREMENT

SECURITY PLAN AND TRUST, MEMORANDUM DECISION AND
ORDER
Plaintiff,
V.

COLONIAL SURETY COMPANY, a
Pennsylvania Corporation,

Defendant.

INTRODUCTION

Pending before the Court is Plaintifiaiame Bryant’s Motion to Amend to Add
Punitive Damage Claim. Dkt. 53. The motisrfully briefed and at issue. For the
foregoing reasons, the Court will deny the motion.

FACTUAL BACKGROUND

In 2007, Colonial Sutg Company (“CSC") first provided an ERISA Fidelity
Bond to Retirement Securi®lan and Trust (“‘RSPT"RI.’s Brief, Dkt. 53-1, p. 2. RSPT
IS a multiple-employer retiremeplan, of which Plaintiff Janne Bryant is the court-
appointed fiduciary. Dkt. 55-2). 2. In October of 201QRSPT sought to renew the
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existing ERISA Fidelity Bond, which insudéRSPT against any loss arising from
“fraudulent or dishonest acts” performeditsy/then-fiduciary, M&hew D. Hutcheson.
Id. In response to RSPT’s renewal apgation, CSC issued Bond 2R890238E (the
“Bond”) with a bond term of October 13010 to October 13, 2011, and a maximum
amount of liability of $500,000.00.1d.

Not only was Hutcheson RSPTPan Trustee, at all ralant times, he also owned
or controlled the majority of sharesGreen Valley Holdings, LLC (“GVH"). On
October 10, 2010, GVH issued a promissory note to RSPT fondiBién (“RSPT-GVH
Note”), and thereafter GVH and RSPT entkirgto a Pledge and Security Agreement
(“PSA”). Pursuant to the PSA, RSPT agréegrovide financing to GVH in exchange
for a pledge of all of GVH’s assets. In aodance with the PSAn December 23 and 27,
2010, Hutcheson directed RSPT to transfer $3,276,000.00 to @Vat.p. 3. With this
money, GVH purchased a promissory nogéd by Pacific Continental Bank (“PCB
Note”). ld. GVH later defaulted on the RSRIVH Note, and RSPT thereafter became
the owner of the PCB Note, which containe tlght of foreclosure over the golf course

and lodge located at TamaraRksort in Tamarack, ldaRo.

1 CSC argues that the Bond did not provide covetad®SPT, but rather to a non-existent entity
known as the “Matthew D. Hutcheson LLC Retirement Security Plan and Trust.” This factual dispute was
one of several that led the Court to deny the ggirtespective motions for summary judgment on August
20, 2015SeeDkt. 65. Thus, whether RSPT is the nanresired on the Bond remains an outstanding
issue of fact.

2 CSC explains that RSPT has enforced its rights as the owner of the PCB Note, which resulted in
a stipulated judgment whereby RSPT was declareddleeowner of the PCB Note with a “valid and

(Continued)
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After transferring the $3,276,000.00@¥H, Hutcheson tried to conceal the
transaction from Monty Walker, an administraof RSPT. Walker believed that the PCB
Note was in fact a RSPT investment—n@¥éH investment. Dkt. 55-2, p. 5. But in
August of 2011, Walker began to suspibat something waawry with the PCB
investment and he sent a letteHotcheson outlinig his concerndd. Hutcheson
ignored the letter.

On October 13, 2011, thi&ond expired and RSPT submitted an application to
renew it. Dkt. 55-2, p. 8. In the reneévagoplication, RSPT—Hrough Hutcheson—sought
an increase in Bond coverage from $800,00 to $1,000,@00. Upon receiving
RSPT’s renewal application, CSC sougtdiéional financial information from RSPT. At
the time, RSPT was being atetdl in conjunction with itennual Department of Labor
reporting requirements. As soon as theitangghort (“Audit Report”) was completed, a
copy was provided to CSC an around November 28, 201ltl. Among other things, the
Audit Report disclosed Hutcheson’s actéramsferring $3,276,000.00 from RSPT to

GVH and described those actsaa$rohibited transactionld. Soon after receiving the

perfected lien and security interest” in the golf seuand lodge. RSPT also received a judgment in its
favor against West Mountain Golf in an approximatgount of $5,630,000, plus interest. A sheriff's sale
of the property at issue was ordered; however, inbaget occurred. Bryant alleges that the golf course
property may not actually have significant value to RSPT. Dkt. 59-1, p. 5.

Additionally, on November 3, 2014, RSPT raa an offer to purchase the PCB Note for

$6,000,000.00. RSPT's counter-offer was rejectatithe potential buyer did not further pursue the
purchaseld.; Dkt. 55-2, p. 11.
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Audit Report, or even on the same dayettaived the Audit Report, CSC chose not to
renew the Bond. Dkt. 53-1, @; Dkt. 64, p. 7. CSC notdid RSPT of the non-renewal via
a letter dated December 7, 20Id..CSC indicated that RSPT's application was denied
because RSPT had misrepresented in itBcgtion the amount odissets it held, and
because RSPT had reques$d¢00,000.00 in covage when it purpéed to only hold
$500,000.00 in assetBkt. 55-2, p. 9.

Hutcheson was later triechd convicted in Idaho drstt court of wire fraud,
which included tke $3,276,000.00ansfer to GVHId.; see Case No. 12-cr-93-WFN.
Judgment in that case was enteoa July 31, 2013. It is ¢htransfer of $3,276,000.00 by
Hutcheson from RSPT to GVH, prohibited transaction under ERISA, which provides
the basis for RSPT's claim for coverage under the Bond.

Prior to Hutcheson’s conviction, day 2, 2012, Walker submitted a written
notice of a claim under the Bond to CSC. Dkt.5%-. 9. A copy of Hutcheson'’s criminal
indictment was enclosed with the letter. [8Q-1, p. 6. CSC denidtie claim on July 16,
2012. Dkt. 55-2, p. 9.

Bryant filed suit against CSC asserting iaiof breach of contract and bad faith
for denying RSPT’s claim of coverage. On June 19, 2015, Bryant filed a motion for
partial summary judgment and CSC filedatsn motion for summary judgment. Finding
numerous genuine issues of material fdet, Court denied both motions August 20,
2015. At that time, the Court also heardument on the pending Motion and ultimately
took that matter under advisement. Kutohal briefing was requested, which was
provided to the Courin August 26, 2015.
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ANALYSIS

Whether a party should be allowed toesnt a pleading to seek punitive damages
Is a substantive questi@ontrolled by Idaho lawSee Windsor v. Guarantee Trust Life
Ins. Co, 684 F.Supp. 630, 633 (D.ldaho 1988l)imately, an awaraf punitive damages
requires a bad act and a bad state of n#e@. Todd v. Sullivan Const. LLTI6 Idaho
118, 123, 191 P.3d 196, 201 (Id.Sup.Ct.2008e defendant must (1) act in a manner
that was an extreme deviation from i@aasble standards of conduct with an
understanding of—or disregard for—the likelynsequences, and must (2) act with an
extremely harmful state of mind, described oasly as with malice, oppression, fraud, or
outrageousnessMyers v. Workmen'’s Auto Ins. C&40 Idaho 495, 501, 95 P.3d 977,
983 (Id.Sup.Ct.2004 kee alsd.C. § 6-1604.

At trial, the party allegingunitive damages must satisfy this standard by clear and
convincing evidenceSeel.C. § 6-1604(1). However, fgpurposes of the motion to
amend, the party seekingadd a claim for punitive damagdses not need to meet this
high burden; rather, the pantged only show “a reasonalileelihood of proving facts at
trial sufficient to support aaward of punitive damagesSeel.C. 8§ 6-1604(2).

Therefore, although Federal Rule of CivibPedure 15(a) encourages the trial court to

liberally grant motions to amend pleadingss tholicy is substantially tempered by the

3 The Idaho Supreme Court has recognized that since the enactment of I.C. § 6-1604(1) in 1987,

gross negligence or deliberate or willful conduct is not sufficient for an award of punitive daBeges.
Cummings v. Stepheris7 Idaho 348, 336 P.3d 281, 296, n. 5 (1d.Sup.Ct.2014).
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requirements under ldaho law. That is, amlfimay amend its complaint to assert a
claim for punitive damages only if it establishes a reasonable bkalibf proving, by
clear and convincing evidence, that deferidaconduct was oppressive, fraudulent,
malicious, or outrageouds Since the plaintiff is only required to establish a “reasonable
likelihood” of establishing her entitlement poinitive damages, the Court concludes that,
on a motion to amend under Idaho Code § 6-(B04 should applyhe same standard it
would apply in reskwing a Rule 50 motion at the closetbt plaintiff's case. In short,

the evidence must be viewedlight most favorable to Bryant, and she must be given
benefit of all legitimate inferares without assessing credibiligg.E.O.C. v. Go Daddy
Software, Ing 581 F.3d 951, 96(9th Cir.2009).

The Idaho Court of Appeals has identifiedefifactors that may assist a court in
determining whether there isfBaient evidence to suppoa punitive damages award: (1)
whether the unreasonable conduct actually caused hdaha party seeking punitive
damages; (2) the presence of expert testim(@)ywvhether there is a special relationship
between the parties; (4) proof of a continuing course of oppressive conduct; and (5) proof

of the actor’s knowledge of the likely consequences of the conceeC&ddy Mountain

4 Bryant argues that the Court should assess oalgidence she put forth within her Motion,
and not examine any of the evidence submitted by ®66.Supp. Br,.Dkt. 67, p. 4. But the plain
language of Idaho Code 8§ 6-1604 bslthat interpretation. That provisions states: “The court shall allow
the motion to amend the pleadingsaifier weighing the evidence presentiéae court concludes that, the
moving party has established . . . a reasonable likelihood of proving facts at trial sufficient to support an
award of punitive damages.” I.C. 6-1604 (emphasiedyl Thus, the relevant statute indicates that the
Court should examinall of the evidence presented, including #vidence put forth by the non-moving
party. If the Court were to look only at Bryant’s evidence, there would be no “weighing” involved.
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Concrete Inc. v. Citadel Constr. Ind21 Idaho 220, 229-23824 P.2d %1, 160-61
(Id.Ct.App.1992). The Court will evaluatey&nt’'s Motion in light of the foregoing
standards.

1. Whether the Unreasonable Conduct Actually Caused Harm

a. Unreasonable Conduct

In support of her claim for punitive damages, Bryant points to a number of actions
by CSC that support RSPT's claim for pinve damages: (1) CSC learned that a claim
was going to be made on the Bond and ehus the renew the Bond to avoid paying the
claim; (2) certain provisions within the Bontken together, allow CSC to continually
sell policies without ever paying a clairf8) RSPT requested an extended discovery
period, which CSC was bound to hononda(4) CSC’s summary denial of RSPT'’s
claim—done without any investigation intbe merits of the claim—was an extreme
deviation from claim handling procedures. Vit resolving the merits of CSC’s denial
of coverage, the Court will exane each allegation in turn.

First, as evidence that CSC learned aecable claim was going to be made on the
Bond, and chose not to renevetBond to avoid paying thataim, Bryant points to the
Audit Report, which was pwided to CSC on or arod November 28, 2011d. The
Audit Report provides:

NOTE 9 — PROHIBITID TRANSACTION

On October 10, 2010 the Plan Twes executed a promissory note
receivable with Green Valley HoldingsLC in the amount of $3,500,000.
Under the terms of the agreementridg December 201@he Plan Trustee
directed the advance and transfer$8f276,000. The acns taken by the
Plan Trustee were independent ofl accurred without the knowledge of
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any other direct party diduciary associated ith the Plan. Green Valley
Holdings LLC is an entitypwned the Plan Trusteehich causes the actions
of the Plan Trustee to resiutta prohibited transaction.

Dkt. 53-2, p. 41. Bryant claims that CSvas effectively pubn notice—via the above
language—that a claim under the Bond waghfmbming, and thaCSC chose not to
renew the Bond for that reason. On thensaday CSC received the Audit Report, or
shortly thereaftet,CSC decided not to renew the Bond. This decision was communicated
to RSPT via a December 7021 letter. Dkt. 53-1, p. 4The December 7, 2011 letter
listed the reason for non-renewal as “Company’s OptiDkt. 53-1, p. 53.

Even assuming that CSC chose notdnew the Bond because it became aware
that a prohibited transactiamad taken place during the Biis term, such a decision
would not give rise to a claim for piive damages unless RSPT was somehow entitled
to renew the Bond. But RSPiad no such entittement. Biie Bond’s plain terms, it
expired on October 13, 2011. As of Noveent28, 2011—after & expiration of the
Bond—CSC may have beentpan notice that a prohibitemansaction had occurred in
late December of 2010, butatso would have been awalfgat no notice or claim was

ever made while the Bond was in effethe Court cannot conclude that CSC acted

5 While RSPT insists that CSC decided not to renew the Bond the very same day it received the Audit
Report, the record does not establish that proposition with certainty. In support of that contention, RSPT
cites to deposition testimony from Wayne Nunzi@&C’s 30(b)(6) deponent, as well as Exhibit 11
attached to the affidavit of Bryant's counsel. Neitbeurce cited conclusively establishes that CSC made
the decision to not renew the Bond the same day it received the Audit Report.
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fraudulently or maliciously by choosingpt to renew the Bond, when it was under no
obligation to do so.

Second, Bryant alleges that certain ps@mns within the Bond, taken together,
allow CSC to continually sepolicies without ever paying @aim. The Bond ostensibly
provides coverage against any loss whiRBPT incurs through any “fraudulent or
dishonest act or acts” committed by Hutcheddkt. 55-10, p. 1; 14, p. 2. It is the
definition of “fraudulent or dishonest act” that Bryant takes issue with. The Bond defines
a “fraudulent or dishonest act” as follows:

A fraudulent or dishonest act of an Bloyee of the Insured shall mean an

act which is punishable under the CrialitCode in the jurisdiction within

which act occurred, for which saimployee named in the attached

schedule is tried and nwicted by a court gbroper jurisdiction.

Id. at 8 5 (emphasis added). By the Bondamplanguage a fraudulent or dishonest act
requires a conviction by a court of gper jurisdiction. Unambiguously—but
problematically as discussed below—thesnnot be a fraudulent act under the Bond
without the covered employéeing tried and convicted.

The Court agrees with Bryatitat the definition of “fraudulent or dishonest act” is
problematic for a number of reasons; namelypeitmits CSC to eat its cake and have it
too. For example, if a claim was mades—@SC contends it shauhave been made
here—when the acts giving rise to an eventual conviction were discovered, then CSC
could deny the claim because ‘ficaudulent or dishonest acts defined in the Bond has

yet occurred, since there would be no coterc at that time. If however, the insured

waited until an actual conviction arose befaraking a claim, CSC could then complain,
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as it does here, that it did not receive propetice and deny thelaim based on that
ground. Requiring a conviction before a ticaulent or dishonesict” may occur could
indeed be the result of antémtional scheme on the part of CSC to limit the number of
claims it pays out; or, it may simply be tresult of poor drafting. RSPT has not pointed
to any evidence that wouldl@av the Court to conclude ongay or the other. Something
more than the plain languagéthe Bond is needed.

While the Court acknowledges the Catch-22 toatldarise from the Bond’s plain
language, in actuality, CSC never relied on thendmn of “fraudulent or dishonest act”
in denying RSPT’s claim. Instead, CSC’sanale for denying the claim was three-fold:
the Bond expired on October 13, 2011, then® only covers losses discovered prior to
its expiration, and notice mudte given no more thanfteen days after discovery.
Schwartz De¢ Ex. BB. Had RSPT submitted a timallaim and CSC deed it because
Hutcheson had not been convicted yet, ter€would be inclined to agree with RSPT.
But as it stands, the Court concludes that €8@d not have acted maliciously in simply
having this particular defition of “fraudulentor dishonest act” in the Bond, without
trying to take advantage of its incongruity.

Third, Bryant alleges that the Bontself recognizes “that RSPT requested an
extended discovery period, which CSC was bawnonor.” Pl's Mem, Dkt. 53-1, p. 9.
The Bond states in relevant part:

Insured has the right to pthase an additional discayeperiod of one year

in the event of termination or catiedion and, the Insured has already
given the Company notice thatdisires such discovery period.
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Bond, Dkt. 55-10; 16-1, 8§ 3. Bryant arguesttivhen the claim weamade within that
extended discovery period, CSC denied cage based “almost exclusively on the
termination of the policy.1d. p. 10.

The Court is unpetmded. Having theight to purchasds not the same thing as
actually having purchasedn additional discovery perio@the Bond references only the
former. Bryant has not estabiiesd that RSPT did in fact pirase an additional discovery
period, but only that it desired to do so. Aalingly, it cannot be said that CSC acted
maliciously in failing to honor an additiohdiscovery period that was never purchased.

Finally, Bryant asserts that CSC’snsmary denial of RSPT's claim—done
without any investigation into the meritd the claim—was an extreme deviation from
claim handling procedures. Bmytahas not supported thisagh with expert testimony or
other evidence. Without morevidence, the Court is not manced that such practice
constitutes a deviation fromeasonable claim handling pemures so extreme as to
warrant a claim of punitive damages.

b. Actual Harm

Bryant contends that as a result of CS&@énial of coverage, RSPT has suffered
the loss of the Bond liip or $500,000.00. In respons€SC notes that the denial of
coverage did not cause any harm above agdrizethe harm imposeday CSC'’s denial of
the claim itself. Dkt. 61, p19. And indeed, Bryant hasot pointed to any additional
harm.See Crandall v. Haford Cas. Ins. Cg 2012 WL 851102, *4 (D. Idaho Mar. 12,
2012) (“Here, it cannot be said that Hartf@@dsualty’s allegegllunreasonable conduct

actually caused harm to Ri#ff, above and beyond thkarm imposed by Hartford
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Casualty’s denial of the claim itself.Biven the harm incurred lige denial itself appears
to be tempered by the fact that RS8ill holds the PCB Note as an asset.

When looking at whether the unreasonable conduct actually caused harm, the
Court concludes that this facteeighs against granting the Motion.

2. Special Relationship

Idaho law acknowledges a special r@aship between the insurer and insured
that requires the partig® deal in good faithSeeCuddy 824 P.2d at 160-61. Here
though, CSC argues that RSPT was notrnéwmed insured. The Court denied summary
judgment based in part on this factual digpuiccordingly, a jurywill need to decide
whether RSPT was the named insured andf#ftr does not weigh in favor of either
party.

3. Expert Testimony

Bryant’s Motion is not supported by aexpert testimony. Bryant argues that no
expert testimony is required. Dkt. 64, p. 9. It may be that expert testimony is not
necessary to prove punitive dages at trial. However, supporting a motion to add a
punitive damages claimith expert testimony allows a cduo more easily conclude that
the moving party has a reasonable likelihoodnekting its burden at trial. Accordingly,
the lack of expert testimony wéig against granting the Motion.

4. Continuing Course of Oppressive Conduct

Much of CSC’s conduct hasbn discussed above, hatsummarize those facts,
construed in a light most favorable to Bnya(1) CSC foresaw that a claim would be
made and chose not to renew RSPT’s Bormavtmd paying that claim; (2) CSC routinely
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iIssues policies that it knows no entityill be able to cokct on; and (3) CSC
unreasonably denied RSPT&aim without properly investigating it. Assuming the
absolute truth of these assemts, CSC did engage in camiing course of oppressive
conduct. But at this stage, the Court carsimply take Bryant at her word.

The problem for Bryant lies the relatively minimal evidence she has provided to
support her claims, and the wealth ofidemce and argument th&SC provides in
response. Bryant can support leeaims with, primarily, theplain language of the Bond
itself, and the temporal proximity betwe@&SC receiving the Audit Report and denying
RSPT’s renewal application. There is sljnpo direct evidencef malice. Moreover,
these two pieces of evidence arg sufficient for the Court tonfer malice on the part of
CSC, patrticularly in light of£SC’s claim that it refused t@new RSPT’s Bond because
RSPT misrepresented its assets withinie renewal application and requested an
additional $500,000.00 in coverage.

After weighing both Bryat's and CSC’s evidence, the Court concludes that
Bryant has not established a reasonabldiliked that she can esiliish CSC engaged in
a continuous course of oppressive conduct.

5. Knowledge of Likely Consequences

6 Bryant does not dispute that the assets listeRS#T's renewal application were incorrect;
rather, she argues that as early as October 2008, k68w that RSPT’s plan assets were in access of
$19,000,000.00—not $500,000.00 as reported.
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Regarding the knowledge of likely consegces, as the insance company, CSC
IS in a superior position andhderstands the important financial consequences of denying
a claim.See White v. Unigard Mut. Ins. Ca12 Idaho 94, 730 P.2d 1014, 1018 (ldaho
1986). This is particularly true in casesemb, as here, CSC’s denial impacts numerous
individuals and their retirement plans,n& Hutcheson wrongfully removed large
portions of individual retirement plamns facilitate the transfer to GVHn both first-party
and third-party insurance situations the “cocttrand the nature of the relationship give
the insurer an almost adijicatory responsibility.1d. Generally, the insurer is responsible
for evaluating the claim, determining whet the claim falls within the coverage
provided, and determinaghether to settle or litigate based on the melits:Although
the insured is not without remedies if he diges with the insurethe very invocation of
those remedies detracts significantly from pnetection or security which was the object
of the transaction.Id. Therefore, in insurer/insured caséhere is a presumption that the
insurance company has knowledge of pinebable consequences of its actioBse id.
Here however, it is unclear whether this pragtion should applgince there is still a
guestion of fact as to who timamed insured on the Bond is. Accordingly, this factor is
neutral.

6. Weighing All Factors

On the record before the Court, whethegtant the Motion is a close call. Bryant
has primarily relied on tavpieces of evidence in supporthar claim: (1) the language of

the Bond, which requires a maction before there can be a covered “fraudulent or

M emorandum Decision and Order - 14



dishonest act”; and (2) the timing of CSQlgnial of RSPT’s renewal application,
allegedly rendered the same day that CS@ived the 2011 AuditoReport and with it,
notice that a “prohibited traastion” had been made. Thevidence, taken together, is
certainly sufficient to raise spicions, but is not enougieo demonstrate the requisite
malice on the part of CSC. Even assumirgg RSPT was the named insured and that the
special relationship and knowdge of likely consequencdactors weigh in Bryant's
favor, the other three factors do not. @® whole, the Court finds that tl@uddy
Mountainfactors weigh against allowing the amendment. Accordingly, Bryant's motion
is denied.
ORDER

In accordance with the Memorandudecision set forth above, NOW
THEREFORE IT IS HEREBY ORDERED:

1. Plaintiff's Motion to Amend/Corret Complaint to AddClaim for Punitive
Damages (Dkt. 53) iIBENIED.

2. Plaintiff's counsel shall contact-[dourt Deputy Janei Bracke at (208)
334-9021 within one week flowing receipt of this ordeto make arrangements for a
telephonic scheduling conferenoetween counsel and the Court in which the trial date

and pretrial conference shall be set.
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DATED: February 22, 2016

(SIS AW

B. L n inmill
Chief Judge
United States District Court
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