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VENDOR’S ENDORSEMENTS

_ Michael Sean Quinn
Visiting Professor, School of Law, University of Texas at Austin (1996-1997}

Vendor's endorsements have been available for
commercial general liability policies for many years. These
endorsements play a tremendously important economic
function, and they are of substantial significance in tort
litigation. One recent controversy, which proves this
assertion is breast implant litigation. Not only are allegedly
injured women suing implant manufacturers, they are also
suing the doctors who inserted the implants. Plaintiffs are
alleging all sorts of theories against the doctors, but they
almost invariably claim that the doctors are vendors of the
implants, and hence liable as participants in the chain of
commerce. Doctors are seeking both defense and
indemnity coverage under the general liability contracts of
the manufacturers, which frequently contain vendor’s
endorsements.! Enormous sums of money are at stake.
Sometimes the real issue is which insurance company will
ultimately pay. Other times the issue is whether a particular
vendor will be exposed to tort liability without insurance
coverage.

At any given time, a large law firm which handles
insurance cases will have a vendor’s endorsement casc in its
inventory. At any given time, the general counsel’s office
of a large liability insurer will have several. At the same time,
it is true to say that vendor’s endorsements have not been
the subject of extensive litigation, as insurance ropics go.
There are fewer than GO cases in which vendor’s
endorsements have been significantly discussed. These
cases are spread among the several sates, and no state has
fully developed jurisprudence of vendor endorsements, as
many do for — say — the duty to defend. Judicial
constructions of these vendor’s endorsements involve
discussions of indemnity principles as between manufac-
turers and vendors, the commercial purpose of vendor’s
endorsements, and general principles of both insurance law
and contract construction, as well as the language of the
endorsements themselves. The law of vendot’s endorse-
ments involves some unusual interpretations of the
exclusionary clauses in those endorsements.

1. In re Dow Corning Corp., 194 B.R. 121 (E.D.Mich.
1996).

I. BACKGROUND: GENERAL PRINCIPLES OF
TORT LIABILITY AND INDEMNITY

As everyone knows, if a product wrongfully injures
someone, a mete vendor of that product is liable to the
injured person but is also often entitled to indemnity from
the manufaceurer of the product. There are a number of
doctrinal justifications for this rule. '

A. Negligence

At common law, courts ordered the remedy of
indemnity for parties which were only “passively negligent”
or merely “secondarily negligent” (ie., vendors), as
opposed to the party, which was “actively negligent” or
“primarily negligent.”(i.c., manufacturers)® For the
purposes of indemnification under tort law, if the retailer
is actively negligent, he is not entitled to indemnity from
the manufacturer.

The distinction between active and passive negligence
has lost favor in most jurisdictions. In 1980, for example,
the Texas Supreme Court ruled that the common-law right
of indemnity is no longer available between joint tort-
feasots in negligence cases,® and Texas is not an atypical
jurisdiction. The explanation for this change lies in the
adoption of comparative negligence. Now, indemnity is
available in Texas between tort-feasors jointly and severally

2. M. Shapo, THE LAW OF PRODUCTS LIABILITY §
14,04 and § 14.04(1)(b}, ar 14—9-10 (1987) (“The dhrust of the
active/passive distinction, whether or not that terminology is
used, appears to govern numerous cases in which a defective con-
dition existed at the time a product left the manufacturer and in
which whatever fault might be arcriburable to the indemniree/
seller was no more than a failure to discover or to repair.”) /4. at §
14.04(2)(a), at 14—12. Bonniwell v. Beech Aircraft Corp., 663
S5.W.2d 816 (Tex. 1984).

3, Jd. ar 9 14,04(2)(d) at 14—14.

4, B&B Auto Supply v. Central Freight Lines, Inc., 603
S.W7.2d 814, 817 (Tex, 1980); see also Haring v. Bay Rock Corp.,
773 5.W.2d 676 (Tex, App.—San Antonio 1989, no writ);
UMC, Inc. v. Coonrod Elec. Co. Ine., 667 S.W.2d 549 (Tex.
App—Corpus Christi 1983, writ ref'd n.r.e.). Askanase v. Fatjo,
148 F.RD. 570, 574 (S.D. Tex. 1993); Hartford Cas. Ins. Co. v.
Walker County Agency, Inc., 808 §.%.2d 681, 689 {Tex.App.—
Corpus Chisti 1991, no writ).
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liable in negligence, only if one of the tort-feasor’s liability
is purely vicarious. The law of many other jurisdictions has
undergone a similar evolution.’

B. Strict Liability

With respect to strict liability, innocent vendors are
entitled to recover from the manufacturer since the initial
danger to the public is created by the manufacturer.® In
Texas, for example, this rule was specifically reaffirmed in
Duncan v. Cessna Aireraft Co’ As stated, Texas is a fairly
typical jurisdiction. In Duncan the Court said the new
system of comparative causation

does not affect the right of a retailer or other
member of the marketing chain to receive
indemnity from the manufacturer of the
defective product when the retailer or other
member of the marketing chain is merely a
conduit for the defective product and is not
independently culpable ®

Thus, a seller is entitled to indemnity only ifthe only theory
of liability is strict liability or negligence other than the

vendor’s, i.e., only if the vendor is a mere conduir.

C. Indemnity Under the D.T.P.A.

As consumer protection statutes have evolved, they
have come to utilize principles of indemnity. Texas law
again is instructive. There was no right to indemnity under
D.T.P.A. until the 1977 amendments. Prior to the
addition of § 17.555, courts held that a vendor’s liability
under the D.T.P.A. for breach of warranty would not
support a claim for indemnity against a manufacturer.”
Section 17.555 now provides:

A person against whom an action has been
brought under this subchapter may seek

5. W. Page Keeton, Prosser and Keeton on Torts § 67
{1984).

6. M. Shapo, THE LAW OF PRODUCTS LIABILITY at
914.04[5][allil; see also, Champion Mobile Homes v. Rasmugsen,
553 §.W.2d 237 (Tex. Civ. App—Tyler 1977, writ ref'd n.r.e.);
Thiele v. Chick, 631 $.W.2d 526 (Tex.Civ.App.—Houston [1st
Dist.] 1982, writ ref'd n.r.e.); and Kennon v, Slipstreamer, 794
F.2d 1067 (5th Cir. 1986).

7. 665 S.97.2d 414 (Tex. 1984); Bonniwell v. Beech Aircraft
Corp., 663 8.W.2d 816 (Tex, 1984),

8. 665 S.W.2d at 432. See LTU Energy Products Co. v.
Chaparral Inspection Co., 827 8)W.2d 593 (Tex.App.—Houston
[Lsc Dist.]) 1992, writ denied).
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contribution or indemnity from one who,
under the statute law or at common law, may
have liability for the damaging event of which
the consumer complains. A person seeking
indemnity as provided by this section may
recover all sums that he is required to pay asa
result of the acdon, his attorney’s fees
reasonable in relation to the amount of work
performed in maintaining his indemnity, and
his costs.

This section was applied in Mercedes-Benz of North
America, Inc. v. Dickenson,'® wherein the court awarded
indemnification to a dealer, from the manufacrurer where
the dealer’s representations to the buyer did not exceed the
manufacturer’s own representations.

D. Contractual Aspects of Indemnity

Vendors and manufacturers may bargain for
indemnification. According to Texas law, a typical
jurisdiction, contracts indemnifying one against distribu-
tion of defective products should be viewed in the same
manner as contracts indemnifying a person against his own
negligence.? The only requirement for contracts
indemnifying against for his own acts of negligence in
Texas is that if such indemnification covets the negligence
of the indemnitee, the agreement must expressly say so.!?

IL. PURPOSE OF THE VENDOR’S ENDORSEMENT

As liability insurance carriers responded to the law of
indemnity in products cases and the risk-spreading theory
of modern products liability law,'# endorsements became

9. Volkswagen of America, Inc. v. Lichr, 544 5.W.2d 442
(Tex. Civ. App.—El Paso 1976, no writ). Jones v. Tucker, 611
§.%.2d 456 (Tex. Civ. App.—Corpus Christi 1980, no writ);
Ked-Wick Corp. v. Levinton, 681 8.W.2d 851 (Tex. App.—Hous-
ton {14th Dist] 1984, no writ); Diamond Shamreck Corp. v.
Chem-Tex Far Supply, Inc., 618 5.W.2d 898, 891
(Tex.Civ.App.—Amarillo 1981, no writ).

10 720 5.W.2d 844 (Tex. App.—Fort Worth 1986, no
writ), See also Plas-Tex., Inc. v. U5, Steel Corp., 772 S.\.2d 442
(Tex. 1989)recovery of attorney’s fees under this Section).

1L Shapo, supra n. 4 114.03, ac 14-25.

12. Rourke v. Garza, 530 8.W.2d 794 (Tex. 1975).

13, Fisk Flec. Co. v. Constructors & Assoc., Inc., 888 S.W.2d
813 (Tex. 1994); Gulf Coast Masonry, Inc. V. Owens-Illinods, Inc.,
739 8.W.2d 239 (Tex. 1987); Singleton v. Crown Central Petro-
leum Corp., 729 $.W.2d 690 (Tex. 1987); Ethyl Corp. v. Daniel
Constr. Co., 725 5.W.2d 705 {Tex. 1987)..




available which made vendors additional insureds on
policies issued to manufacturers. 13 The theory of vendor’s
endorsement is quite simple. If a product is defective, it is
likely to be defective as the result of its manufacture or
design. This means that ultimate liability will rest with the
manufacturer, so long as the vendors are “mere
conduits.”'® The CGL carrier will have to defend the
vendor’s indemnity suit against the manufacturer, so, if the
manufacturer’s CGL policy covers the vendor for the
manufacturer’s products, there is no increase in substantive
coverage. Furthermore, there may be some saving to the
insurer, since the vendor will have no claim for legal fees
and since the manufacturer’s insurer will have total control
over the conduct of the underlying litigation. For this
reason, vendor’s endotsements are quite inexpensive.”
The vendor’s endorsement also give quick practical effect
to the manufacturer’s indemnity obligations.

Although the wording of these endorsements varies to
some degree from insurer to insuret, they are relatively
standardized across the industry. One frequently used —
and fairly typical — endorsement reads as follows:

It is agreed that the 'Persons insured' provision
is amended to include any person or
organization designated below (herein referred
to as “vendor”), as an insured, but only with
respect to the distribution or sale in the regular
course of the vendor's business of the named
insured's products designated below subject to
the following additional provisions:

{1)The insurance with respect to the vendor
does not apply to:

(a)any express watranty or any distribution or

14.  Michael Sean Quinn and Nicole Chaput, Tors Liability
and Reinsurance Contracts, 8 ENVT'L CLAIMS J. 67 (1995) (trac-
ing out the risk-spreading theory of modern products liability law
as it relates to insurance and reinsurance). See Mark C. Rahdert,
COVERING ACCIDENT COSTS: INSURANCE, LIABILITY, AND
TORT REFORM (1995).

15. American White Cross Laboratories, Ine. v. Continental
Ins. Co., 202 N.J. Super. 372, 495 A.2d 152 (1985). See D.
Malecki and J. Gibson, THE ADDITIONAL INSURED
BOOK, 109-113 (2d Ed. 1994). See also Gary D. Nelson, “Addi-
tional Fnsured” Endortements, THE BRIEF 29 (Summer 1995).

16. Id.

17, See Jaftex v. Aetna Casualty & Sur. Co., 617 F.2d 1062
(4th Cir. 1980), infre, at note 74; see Sears, Roebuck & Co. v.
Employers Ins. of Wausan, 585 F. Supp. 739 (N.D. IlL. 1983)
infra, at note 83.
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sale for a purpose, unauthorized by the named
insured;

(b)bodily injury or property damage arising out
of

(iany act of the vendor which changes the
condition of the preducts,

(ii)any failure to maintain the product in
merchantable condition,

(iif)any failure to make such inspections,
adjustments, tests or servicing as the
vendor has agreed to make or normally
undertakes to make in the usual course of
business, in connection with the
distribution or sale of the products, or

{iv)products which after distribution or
sale by the named insured have been
labeled or relabeled or used as a container,
part or ingredient of any other thing or
substance by or for the vendor,

(c)bodily injury or property damage occurring
within the vendor's premises.

{2)The insurance does not apply to any person
or organization, as insured, from whom the
named insured has acquired such products or
any ingredient part or container, entering into,
accompanied or containing such products.

In summary, this endorsement thematically says those who
merely sell products manufactured by the named insured(s)
become insureds under a vendor’s endorsement. '8

The - particulars of the endorsement are more
complicated and more restrictive. With respect to the
agreement extending coverage, it is interesting to note that
the endorsement amends the “Persons Insured” provision
to include a business whose name appears on the vendor’s
endorsement. Arguably, this makes the vendor a named
insured, rather than a mere unnamed additional insured.
On the other hand, this characterization of the vendoras a
named insured is inconsistent with some of the language
of the endorsement. Although some courts have stated
otherwise, it seems clear that the purpose of the vendor’s

18.. Far a differently worded but conceptually identical
vendor’s endorsement, see Chace v. Dorey Int’l, Inc., 587 N.E.2d
442 (Ohio App.), cert den'd 575 N.E.2d 215 {Ohia 1991).
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endorsement is to make relevant vendors parties to the
insurance contract.

The first exclusion is intended to remove from
coverage, liability which arises out of independent,
affirmative acts of the vendor.!? This exclusion intends to
exclude from coverage situations where the vendor is
something more than a mere conduit. Exclusion (1){a)
excludes warranties (and the like) made by the vendor
without the consent of the manufacturer. Exclusion (1)(b)
excludes liability “arising out of’ various acts and
omissions. The “arising out of’ phrase is extremely
important since it imposes a causal nexus requirement on
any of the exclusions assumed under it. In other words, if
the conduct of the vendor meets the conditions of 1(b)(i)-
(iv), but the injury or damage does not result from that
source, then the exclusions are ineffective. Exclusion {1}(c)
excludes injuries occurring at the vendor’s business.

Exclusion (2) is complex, and it has been seldom
applied.zo A problem with Exclusion (2) is that it refers to
the “named insured,” and it is unclear precisely who is the
named insured, given the endorsement. Quite cleatly,
Exclusion (2) does not extend coverage to anyone who
manufactured anything other than the manufacturer
covered under the policy to which the vendors
endorsement is attached. It does not apply ro those “up
stream” from the insured manufacturer. Neither does it
apply to other manufacturers up stream from the insured
vendot, probably.

III. VENDOR’S ENDORSEMENT CASES

There is no easy way to summarize the vendor’s
endorsement cases. The most simple-minded of all
approaches has, therefore, been adopted. In this section,
vendor’s endorsement cases are discussed in (roughly)
chronological order. The fact that later cases pay some
attention to earlier cases justifies this laborious

methodology, if anything does.

" American Indemnity Co. v. Sears, Rocbuck & Co.,*!
scems to be the first case to construc a vendor’s
endorsement. This case arose from a leaking gas heater
which asphyxiated two members of a family. Sears was an

19, This exclusion seems an attempt to comport with gen-
eral indemnity law, discussed /#f7a at notes 1-12.

20. Sears, Roebuck and Co. v. Reliance Ins. Co., 654 F.2d 494
(7th Cir. 1981); Sears, Rocbuck and Co. v. Employers Ins. of Wan-
saw, 585 F.Supp. 739 (E.D.1ll. 1983).

21, 195 F.2d 353 {6th Cir. 1952),
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insured on the manufacturet’s policy as a result of a o

vendor’s endorsement. Sears tendered the defense of the
case to the insurer which declined to defend. Thereafter,
Seats settled the case upon the condition that the insurer
not contest the reasonableness of the settlement. Sears then
demanded reimbursement from the insurer and, upon its
refusal to pay, filed suit.

According to the court the insurer owed no duty of
defense or indemnity if tecovery were sought against Sears
solely upon the basis of Sears’ negligence.?? The court
observed, however, that the plaintiff sought recovery from
Scars also upon the basis of breached warranties. The
vendor'’s endorsement at issue excluded coverage for
unauthorized warranties, but did not exclude coverage for
breaches of warranties made or authorized by the
manufacturer.?? ‘

The insurer suggested that the plaintiff's petition did
not allege authorized warranties, but only unaurhorized
warranties. The court was unimpressed, however, since that
is not a distinction an individual plaintiff should be
expected to realize or plead. The court applied the general
rule that doubts are to be resolved in favor of the insured
and found a duty to defend. In addition, the district court
apparently found that the warranties made by Sears were
authorized by the manufacturer. The court of appeals held
that this finding was supported by substantial evidence, and
found that there was indemnity coverage, as well as defense
coverage. (Does this case weaken the “complaint-allegation
rule” as applied to duty-to-defend controversies as between
insurers of manufacturers and vendors? What about
Exclusion (1)(c) in the vendor’s endorsement quoted
above)

Tn Sears, Roebuck & Co. v. Travelers Insurance Co.,
Sears sought coverage under a vendor’s endorsement for
cane chairs, which Sears purchased from the insured—a
wholesaler—and placed upon display. The leg of one of the
chairs collapsed under the weight of the plaintiff. Travelers
declined Sears’ tender of defense until nearly two years after
the accident, when it assumed the defense under a
reservation of rights. After the plaintiff's claim survived a
motion for summary judgment, Travelers informed Sears
that it would continue to defend only upon the condition
that Travelers not be required to pay any money in

24

22, I a 355
23. Even though one of the causes of action against Sears
was for its own negligence, the court found that the insarer owed

Sears a durty to defend the entire case.
24, 261 F.2d 774 (7th Cir. 1958).

é




settlement of the case. Sears rejected Travelers’ offer and
filed a declaratory judgment action. The only question
before the court was Sears’ defense costs, since Sears
prevailed in the underlying action.

Although the appellate opinion in this case is not
completely clear, the insurer appears to have resisted paying
because neither its named insured nor the manufacturer
was ever sued, and because the plaintiff claimed that Sears
ought to have known of the defect. Thus, the insurer
appears to have taken the position that the plaintiff's
allegations were purely negligence allegations against Sears.
Sears, of coutse, contended that if a plaintiff alleges that
goods are defective, then Sears has a right to coverage under
the vendor’s endorsement. The court sided with Sears, as
it adopted a broad rule with respect to duty to defend
vendors:

Travelers was obligated to defend the suit until
it could confine the claim to a recovery that the
endorsement clearly did not cover, and not
merely one which it might not cover.?

Travelets raised an addirional point. The commercial
liability policy excluded accidents which occurred at the
premises of named insureds. Since Sears became a named
insured through the vendor’s endorsement, Travelers
contended there was no coverage under the policy for
accidents which occurred at Sears-owned premises. The
court rejected this semantic argument and held that the
Owned Premises Exclusion applied only to the original
named insured and not to insureds added by vendor’s
endorsements. Without argument, the court describes
Travelers' view as “strained and unreasonable.”?® The
court does not explain this remark. (Doesn’t the vendor’s
endorsement plug the vendor in wherever the word
“insured” (or its cognates) appear in the policy? Whatabout
Exclusion (1){c) in the vendor’s endorsement quored
above?)

Sears, Roebuck & Co. v. Liberty Mutual Insurance Co. %7
arose out of a lost-arm mishap. In the underlying case, the
plaintiff alleged that he was injured by the rotating blade
of a lawn mower purchased from Sears. The mower

25, I at777.

26. Id. at 778. Mysteriously, the court also rejected Travel-
ers' argument on the grounds that the original named insured
“would lose some of the protection of the policy which it enjoyed
priar to the purchase of the endorsements [covering vendors].”
Id

27. 199 E. Supp. 769 (E.D.IIL 1961).

ISR Linmy

contained a motor manufactured by Power Products
Corporation, and it had a commercial liability policy with
Liberty Mutual which included a vendor’s endorsement.
Liberty Mutual refused Sears a defense on the grounds that
the plaintiff's complaint was insufficient to invoke the
defense clause of the policy. The plaintiff's complaint
contained two counts. Count I accused Sears of negligence
in handling, delivering, and failing to inspect an inherently
dangerous and defective lawn mower. Count II accused
Power Products of negligence in the manufacture, design,
handling, and inspection of an inherently dangerous lawn
mower.

Apparenty Liberty Mutual’s point was that the
plaintiff's complaint did not specifically allege that the
motor was defective when it left the hands of the
manufacturer. The court rejected Liberty Mutual’s
position, and pointed out that if there could be covered
liability under any reading of the complaint, then the
insurer has a duty to defend. All doubts must be resolved
in favor of the insured. On this basis, the court granted
Sears’ summary judgment, ordered Liberty to defend, and
ordered Liberty to provide Sears reimbursement for defense
costs already incurred. The underlying case had not been
resolved, so the court held that it was premature to decide
the indemnity issue.

The next case to consider vendor’s endorsements was
Great Atlansic & Pacific Tea Co. v. Pepsi-Cola Bortling Co.
of Vincennes, Indiana, Ine. 8 The underlying case was an
exploding botle suit in which the plaintiff recovered from
both A&P and Pepsi-Cola. A&P was covered under Pepsi’s
vendor’s endorsement. The vendor’s endorsement was
denominated a “Broad Form” endorsement, and it
excluded only changes in the form of the merchandise,
repacking of the merchandise, installation, servicing, and

the like.

The court found that the evidence was sufficient to
establish liability under the vendor’s endorsement. A&P
also had commercial liability insurance and both policies
had pro rata other insurance clauses. Ilinois law governed
the case — as it does in many of the Sears cases — and, at
the time of the lawsuit, Illinois forbad contriburion among
tort-feasors. On that basis, one of the insureds argued that
two insurers should share the entire loss pro rata, rather
than simply A&P’s part of the loss. The court rejected this
view on two grounds. First, allocating insurance payments
is not the same as contribution. Second, any allocation,

28, 209 F. Supp. 629 (E.D.IH. 1962).
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including 100% of the loss to one tort-feasor, conceptually
constitutes some kind of contribution, loosely understood.
The bottom line was that the court sought to enforce the
other insurance clauses. Clearly the court rightly focused
on instrance conceps, rather than tort principles.

Pepsi’s insurer had provided Pepsi a defense, and
A&P’s insurer had provided it with a defense. Each insurer
paid one-half of the judgment. The question was how to
allocate the payment on behalf of A&P. The court held
that both A&P and Pepsi were 50% responsible for the
judgment. It then held that each insurer must “share its
portion of the liability attributable to A&DP.” In accordance
with the proportionate limits of the policies, Pepsi’s insurer
was liable for 5/8’s of A&P’s one-half; A&P’s insurer was
liable for 3/8’s of A&P’s one-half. Asa result, A&P’s insurer
was entitled to reimbursement of 1/8th of A&P’s liability.

A&P’s insurer also argued that it should be reimbursed
for the defense costs it incurred on behalf of A&P, The
court rejected this view, arguing that A8P’s insurer was
requited to provide A&P a defense and did not incur
additional defense costs as a result of Pepsi’s insurer not
assisting it in providing a defense.

(As formulated, the court’s argument makes almost no
sense. Surely, if two valid and collectible policies of liability
insurance apply to the same occurrence, then both carriers
owe a duty to defend, and one carrier is entitled to
reimbursement if it pays more than it would be required to
pay under the two policies. A close reading of the other
insurance clause applicable in this case, however, suggests
that the clause was not designed to allocate defense costs.
It speaks in terms of paying a loss and refers to the
applicable policy limits. Hence, the section of this opinion
applicable to other insurance clauses must be restricted to
the particular contract language involved in this case. The
case has no general significance when it comes to
reimbursement for defense costs when there are two pro-
rata other insurance clauses.)

In Sears, Rocbuck & Co. v. Zurich Insurance Co*
(Zurich I), the underlying case involved an appliance fire.
Warwick Electronics provided Sears with the product.
After Sears serviced the product, it allegedly caught fire,

and the owner sued Sears, Zurich provided Warwick with-

liability insurance, which contained a vendor’s endorse-
ment. Sears tendered the defense to Zurich, but Zurich
declined on the grounds that “its policy does not cover an
occurrence arising out of services or repairs and on the

29 299 F. Supp. 518 (N.D, Il 1969}.
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grounds that notice was not given as soon as practicable, as
is required by the policy.”

Sears filed a declaratory judgment action in Chicago
federal court, where many Sears’ vendor’s endorsement
cases start ouit, even though it was a defendant and the
underlying action was in Texas federal court. The Chicago
court declined to dismiss the action on the grounds that
the judgment in the underlying case might not dispose of
the issues between Sears and Zurich.® Obviously, Zurich
[ was more a decision about the nature of declaratory
judgment actions when used to determine coverage under
liability policies than it was about the substance of vendor’s
endorsements. (Still, the wags who dub the vendor’s
endorsement “the Sears Endorsement” may not be far off).

There is a second case styled Sears, Roebuck v. Zurich
Insurance Co.>' (Zurich II) In this case, the underlying suit
arose out of an exploding television, which set fire o0 2
house. Warwick Electronics was again the manufacturer,
and Sears was again accused of improperly servicing the
television; however, the plaintiff also submitted that the
television had been defectively manufacrured. Warwick
was not sued.

Sears tendered the defense to Zurich, but Zurich
refused. Although the underlying action was in
Massachusetts state courr, Sears sought declaratory relief in
the federal court in Chicago. The district judge dismissed
the complaint sua sponte on the grounds public policy
dictates that questions of this nature belong more properly
in the state courts.? The sole issue before the Seventh
Circuit was whether the trial judge abused his discretion.
The court of appeals observed that whether an insurance
company has a duty to defend once the underlying action
has been filed is plainly a present controversy ripe for
declaratory relief. On that ground, the Seventh Circuit
declared that the district judge abused his discretion and
reinstated the case. As with Zurich I, this decision concerns
the limits of judicial discretion under the federal
Declaratory Judgment Act?® more than matters of
insurance law. Nevertheless, taken together, these cases
stand for the proposition that a vendor may seck to
establish its rights under a contract of insurance by means
of a declaratory judgment action.

In Stephenson v. Duriron Co..%* the court dealt with

30. The court relied on Sears, Roebuck ¢ Co. v. Am. Mut.
Liab. Ins. Cu., 372 F.2d 435 (1967).

31. 422 F.,2d 587 (7th Cir. 1970).

32 Id at 588.

33, See Wilton v. Seven Falls Co., 115 8.Ce, 2137 (1995).




insurance coverage for an explosion of natural gas, which
entered residences in Anchorage, Alaska in 1962, The
mishap resulted from a fracture in a valve body installed in
a gas distribution system, located in the street. Duriron,
which was not negligent in any respect, purchased the valve
from Kuhns Bros., which had negligently manufactured
it.3 Hartford Accident provided Kuhns with liability
insurance, and the policy contained a vendor's
endorsement.

" The court framed the issue this way: Was Hartford
required to defend Duriron in all of the litigation involving
the valve? The court treated this as a “no-brainer.” The
underlying case had been tried to a jury, and judgment had
been entered by a state court in Alaska finding Duriron free
from negligence, but finding Kuhns liable for creating the
defective valve. Under the full faith and credit clause, the
Ohio court was bound by the jud%ment of the Alaska court.
As a result, Hartford had to pay.”®

Hartford Accident also attempted to circumvent
liability on the grounds of estoppel. Duriron and its
subrogated insurer’’ had assigned their rights against
Kuhns to the original plaintiffs. Hartford Accident
contended thar this assignment insulated Duriron and its
subrogated insurer from any obligation to pay the Alaska
judgment, so that the right of indemnity between Duriron
and Hartford was extinguished. The court dismissed this
contention as without merit. It held that assignments do
not extinguish rights to indemnity, but merely redistribute
them. Moreover, once Hartford declined to defend
Duriron in the Alaska case, Duriron had a right to make a
reasonable settlement, to which an insurer could not object.
Duriron’s assignment of its claim was made pursuant to its
right to sertle.

In its Conclusions of Law, the district court
summarized the situation as follows:

Hartford having abandoned Duriron and

34, 292 E. Supp. 66 (S.D. Ohio, 1968), affd with approval,
428 F.2d 387 {6th Cir. 1970).

35. H a7t

36. Kuhns had apparently argued that Duriron had breached
the duty it had to inspect and test for a latent defect. The court
found that under Ohio law, no retailer has a duty to inspect or
test for latent defects, and on this analogy, the court held that a
subsequent manufacturer had no duty to discover latent defects
in components made by its suppliers. According to the court, the
only way for Duriron to discover defects in the materials would
have been by destructive testing, and the court found this “an
impossible burden.” Jd. at 82.

37. Id. ax 90.
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having repudiated its obligation to assume and
carry the defense of the litigation commenced
against Duriron by the injured persons, Aetna
had the duty and Duriron had the right to enter
into the assignment agreement for the
protection of Duriron against a potential
judgment in excess of the amount of liability
insurance avaitable to Duriron. The assignment
agreement is a lawful agreement for the benefit
of, and binding on, the parties thereto.... By the
Vendors Endorsement, artached to the
Hartford Policy, Duriron was insured under
the policy. Hartford was obligated to defend
Duriron in the Alaska Superior Court Cases
and is obligated to pay the judgments rendered
against Duriron and to pay Duriron and Aetna
all costs and expense paid or incurred as the
disect or indirect result of the litigation and/or
the condition of The Valve.’®

One point remains somewhat puzzling, unfortunately. It
is inconceivable that the Aetna and Hartford policies did
not each contain an other insurance clause. Why those
clauses were not an issue in this case is mystertous.

In Sears, Roebuck v. Zurich Insurance Co.3? (Zurich ITT)
the district court took up the issue of the vendor’s
endorsement in the Massachusetts exploding television
case, which it originally dismissed.®0 By the time the
district court got to Sears’ declaratory judgment action,
Sears had prevailed in the underlying action. Thus, the only
remaining issue was defense costs. Zurich contended that
Sears failed to give notice as soon as practicable.

The court rejected this plea on the grounds of waiver.
Prior to Sears filing its declaratory judgment action, Zurich
had resisted paying on the ground the complaint in the
underlying action sought recovery, in part, for repair
services Sears rendered. Zurich did not rely upon late notice
when it refused a defense. The district court held that the
reasons Zurich actually used to deny coverage were
insufficient as a matter of law,%! and that the reason it
proffered at trial had been waived. 42 On these grounds, the
court held that Sears was entitled to reimbursement for its
defense expenses as a matter of law. :

In Sears, Roebuck ¢ Co. v. Employers Mut. Liability Ins.

38. Id at 90-91.

39. 321 F. Supp. 1350 (N.D.IN. 1971),

40, See Sears, Roebuck & Co. v. Zurich Ins. Co., 422 F.2d
587 (7th Cir, 1970). This case is discussed in the text ac n. 31.
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Co. of Wisconsin,®® the underlying case arose out of 2 boat
trailer, which Sears had sold in Birmingham, Alabama.
Two manufacturers were involved. One was insured by
Zurich, and one was insured by Employers Mutual. Zurich
paid the judgment, and brought a subrogation action in
Hlinois state court against the other manufacturer and its
insurer. Employers Mutual was dismissed from the action.
The court of appeals affirmed this dismissal on the grounds
that “Illinois does not permit direct action against a liability
insurer in a situation similar to one presented in the instant
matter,” 44
The court also rejected the view that the manufacrurer

which Employers insured was liable to Sears (and hence to
Zurich on a theory of subrogation) or on a theory of
indemnification. The manufacturer in question simply
manufactured wheels for the boat trailer. The court’s
reasoning was most peculiar. In describing the situation, it
stated:

There was some evidence that the wheel was not

properly put together and that the projections

did not fit into the depressions or the pimples

did not fit into the dimples, and thart is what

caused the wheel to explode. [Employers'

policyholder] manufactured the wheel

according to a sample and used an alloy which

[Zurich's policyholder] wanted. [Zurich's

policyholder]  performed  all  assembly

operations concerning the parts of the wheel

and the parts of the trailer, except those

subsequently performed by Sears.

Thus, Employers’ manufacturer was at most passively
negligent, and the real negligence lay elsewhere—with

*

41. “Where a complaint contains allegations covered by an
insurance policy; as well as allegarions excluded from coverage,
the insurer has a dury to defend until such time as the claim ot
claims are confined to matters not covered by the policy. It is
clear that six of the [plaintiff's] allegations would be covered by
the policy in question had liability been imposed upon Sears.
Refusal to assume the defense of the [underlying] action violared
Zurich's duty under its own policy.” . at 1351-52.

42, When an insurer has unjustifiably breached its obliga-
tion to defend, it can no longer raise other exclusionary provi-
sions of its policy. Zurich may not now rely on an assertion of
'late notice’ to justify its wrongful refusal to defend Sears in the
[underlying] action.” I, at 1352. {Of course, late notice is not an
exclusion, but a condition, Nevertheless, it was waived.)

43.  6IIL App. 3d. 10, 284 N.E.2d 386 (Iil. App. 1972).

44, Id. ar 387.

45. Id ac 388.
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Zurich’s policyholder. As a result, indemnification would
not be inappropriate:

It is clear that whenever indemnity is allowed,
itis allowed only against the person who should
bear the loss. It is not allowed simply because
an indemnity defendant was a predecessor in
the chain of distribution of a product involved
in an injury. If the indemnity-defendant, as
[Employers’ policyholder] in the case at bar,
was not the party actually responsible for the
injury, the law cannot be thrust upon ir.4®

The court’s point seems to be that Employers would be
liable under its vendor's endorsement only if its
policyholder were responsible for the defect which caused
the loss. Since there are two manufacturers, and since the
one which was Zurich’s policyholder was the one which
was at fault, it follows that Employers should not have to
reimburse Zurich.

There was a dissent in the case. The dissenter suggested
that the underlying suit in Alabama established the liability
of Employers’ policyholder. The dissenting justice wenton
to indicate that insurers of manufacturers who are parties
to underlying actions are estopped from contesting the
results in those actions. The dissenter does not seriously
discuss the vendor’s endorsement.

The reasoning in this case is most illogical when
considered from the point of view of established legal rules.
It is absurd to suggest an assignee, subrogee, or successor-
in-interest to an additional insured could not file a
declaratory action to seek coverage under a policy. It is also
absurd to analogize this situation to direct actions against
liability carriers. Moreover, the vendor’s endorsement was
precisely designed to circumvent the vagaries of the law of
indemnity as applied to chain of distribution, Nevertheless,
the result makesa certain degree of sense. Where there are
two manufacturers and one of them is substantially more
at fault than the other, it makes little sense for the liability
insurer of the less-liable manufacturer to be reimbursing
the insurance company of the manufacturer which is more
at faulc.

Industrial Chem. & Fiberglass Corp. v. Hartford
Accident & Indem. Co.%7 raised issues of coverage only. The

46. Id

47, 475 S0.2d 472 (Ala, 1985). This case was further Hiti-
gated in the federal courts resulting in a decision by the 11¢h Cir-
cuit discussed infra at notes 135-139.,

é



underlying case involved severe burns and deaths resulting
from cobalt contamination when a chemical, MEKP,
caught on fire, Workers were repairing cracks in the floor
of a fiberglass storage tank when the chemicals exploded
and the fire occurred. Reichold Chemicals manufactured
MEKP; Industrial Chemical distributed it. Hartford
insured Reichold, and the policy contained a vendor’s
endorsement. Industrial Chemical brought a declaratory
judgment action when Hartford refused coverage. On the
basis of the wording of its vendor’s endorsement, Hartford
contended that coverage did not apply to personal injuries
arising out of repair operations. Hartford argued

that since the employees were engaged in a

repair operation—repairing the tank—the

coverage offered by the vendor's endorsement

is excluded. Industrial Chemical counter[ed]

this argument by asserting thar the 'arising out

of phrase, as it appears in the exclusion, 'should

be interpreted to require Hartford to prove that

the repair operations caused the bodily injury

in order to invoke the exclusion to defeat

coverage.48

The vendor’s endorsement contained an exclusion which
states in part as follows:

The insurance with respect to the vendor does
not apply to ... bodily injury or property
damage arising out of .... repair operations ....

[Exclusion (1)(b)(3)]. %

The Alabama Supreme Court which was answering
questions certified to it by a federal court, quickly disposed
of Hartford’s position. According to its less than
unanimous opinion, but unanimous holding, “the
exclusion contained in (1)(b}(3) refers not to repair
operations generally, but to repairs to the product itself.”>"
The court went on to elaborate on the nature and purpose
of vendor’s endorsement:

the vendor's endorsement was designed to
provide coverage to 2 vendor of an insured's
product except where bodily injury or property
damage arises out of a demonstration (of the
product), installation (of the product),
servicing (of the product), or repair operations

{of the product).”?

48, Id ar 475-76.
49. Id. at 475.
50, I ac 476,

STV TIGY.

_Thus, Hartford owed a defense to Industrial Chemical

pursuant to the vendor’s endorsement and the exclusion
for repair operations did not apply.

Sucrest Corp. v. Fisher Governor Co., Inc. 2% involves a
rather complicated procedural history. The underlying case
arose out of a refinery fire in 1966. The owner of the
refinery, Sucrest, sued Fisher and others, alleging
negligence and breach of warranty in connection with
Fisher's manufacture, sale, and distribution of a service line
shut-off valve with excess flow check. Fisher in turn sought
recovery from Scofill. Scofill manufactured the forging in
which Fisher placed the shut-off valve with excess flow
check. Liberty Mutual insured Scofill under a comprehen-
sive general liability policy which contained a vendor’s
endorsement. In 1973, Fisher made inquity about Scofill’s
insurance and the existence of a vendor’s endorsement.
Apparently, counsel for Scofill at first denied the existence
of such an endorsement, but subsequently indicated that it
existed. Fisher demanded a defense and an affirmation of
coverage, but Liberty refused.

The issues surrounding the vendor’s endorsement were
whether Liberty had a duty to defend Fisher and, if so,
when the obligation arose. Liberty rejected the defense on
the grounds that Sucrest’s pleadings did nor allege liability
specifically against Scofill. The court rejected this argument
on the basis of two observations. First, the complaint
alleged that the valve and its component parts were
improperly constructed, machine fitted, and forged;
second, it alleged that Fisher filed a third-party action
against Scofill seeking appropriate recovery. Both of these
pleadings (and not simply the plaintiff's petition) must be
examired in order to determine Liberty’s duty to defend,
according to the court.”

Liberty also rejected a duty to defend on the grounds
that Fisher modified Scofill’s product. The court held this
contention insufficient even if it might defeat indemnity
under a vendor’s endorsement. According to the court,
Scofill’s insurer could not rely, post hoc, upon a change in
the product, because it failed to defend Fisher and the case
had been settled. >

Since there was a duty to defend, the court had to
determine when that duty arose. The court held that the

51 Id. at 476.

52. 83 Misc. 2d 394, 371 N.Y.5.2d 927 (1979), affd, 56
A.D.2d 564, 391 N.Y.5.2d 987 (1977).

53, Id at 936

54. Id, ar 938-39.
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duty arose when Fisher's third-party complaint against
Scofill was served. The court drew this conclusion from the
fact that Liberty was on notice of its liability to defend
Fisher since, the allegations in the pleadings of the
underlying negligence action indicated that the injury was
possibly within the scope of coverage. The court
emphasized that “the duty to defend arises not from the
probability of recovery, but from its possibility, no matcer
how remote. >

The court distinguished the time in which the duty to
defend arose from the time of Liberty’s breach. According
to the court, the third-party complaint was filed and served
in 1971. Hence, the duty to defend arose then. But, Liberty
was not asked to defend, and did not formally refuse to
assume the defense until late in 1973. Under normal
circumstances, implied the court, that would be the date
upon which the breach occurred. This case is complicated
by the fact that counsel for Scofill told Fisher in March of
1973 that Scofill’s policy had no vendor’s endorsement.
Fisher, allegedly, took actions on the basis of this
misrepresentation.

The court recited and applied the following general
legal principles:

The obligation of an insurance carrier to act in
good faith to protect the interests of its insured
is manifest, even where there is a conflict
between their respective interests. . . . [T]here
is authority ... declaring the relationship [of
insurer and insured] to be of a fiduciary nature,
akin to that of principal and agent. Whatever
the relationship, there is an obligation of full
disclosure and extreme good faith by the insurer
in its dealings with the insured. An insured, or
one climing status as an assured within the
coverage of the policy, may reasonably expect
an honest and frank disclosure by the insurer as
to the details of coverage afforded under the
terms of the policy. The carrier should not be
permitted to benefit from erroneous or
misleading information or advice furnished in
this regard.>®

55. Id. ar 937,
56. Id. at 941, 942 (emphasis added.) (Is a defending liabil-
ity insures a full-fledged fiduciary of an insured it is defending.
Docs a liability carrier have an affirmative duty to disclose to an
insured the fact that the insured may have the right to a defense,
See, n. 194 belowd

384

July 1996

On the basis of these principles, the court held that Liberry
breached its duty to assume Fisher’s defense when Scofill’s
counsel falsely asserted that Scofill’s policy did not have a
vendor’s endorsement.

One interesting feature of this ruling is thar, although
Liberty had a duty to defend from 1971 to 1973, it did not
breach that duty until it was asked to defend and then
refrained from providing a defense. This holding and
doctrine imply that a carrier may have a duty to defend and
not breach that duty even though it is not providing 2
defense, so long as it is not asked to provide a defense.”’
On the other hand, there is no suggestion that Fisher's
failure to ask for a defense constituted anything in the
nature of laches. Of course, Fisher did not know that
Scofill’s policy included a vendor’s endorsement. Then
again, it could have asked. '

Another extremely interesting feature of Sucrest is the
implied holding that all live substantive pleadings,
including those filed by the vendor, are relevant to
determining the insurer’s duty to defend. In this case, in
fact, the insurer’s duty to defend was triggered by a pleading
filed by the vendor, which was already a defendant. Thus,
if a plaintiff sues a vendor-defendant, does not implead the
manufacturer, and does nort inculpate the manufacturer,
the vendor-defendant may trigger a duty to defend by filing
a third-party action against the manufacturer. If the vendor
sues the manufacturer for contribution based upon a
manufacturer’s negligence or product defect, then, if there
is 2 vendor’s endorsement, the manufacturer’s insurer may
thercby by obligated to defend the vendor against the
plaintiff's acrion.

In Goodman v. Stalfort, Inc,’® the underlying case
arose out of a barbecue fire, allegedly caused by starter fluid.
Infand Oil provided the fluid to Stalfort in bulk. Stalfort
packaged the fluid in cans for A&P, which sold it to the
public under its brand name. A&P sought coverage from
Camden Fire Insurance, which was Stalfort’s liability
carrier. Camden’s contract with Stalfort contained a Broad

57. Hariford Accident and Indem. Co. v. Gulf Ins. Co., 776
F.2d 1380, 1383 (7¢h Cir. 1985); Time Oil Co. v. Cigna Property
& Cas. Ins. Co., 743 F.Supp. 1400, 1420 (W.D.Wash. 1990},
But see Towne Realty, Inc. v. Zurich Ins. Co., 534 N.W.2d
886,892 (Wis.Ct.App. 1995); and Scorzsdale Ins. Co. v. Am.
Empire Surplys Lines Ins. Co., 791 F.Supp. 1079 {D.Md. 1992).
58, 411 F. Supp. 889 (D.N.]. 1976}, aff'd in part, rev’d in
part, 564 F.2d 89 (3d Cir. 1977). The status of the district court
opinion was reduced by the mysterious circuit opinion. Fortu-
narely, the district court’s decision was not legally significant.




Form Vendor's Endorsement. The court summarily
granted A&P’s summary judgment, appatently without
c:l:q:»osh:ion.5
Richards Mfzg. Co. v. Aspromonteﬁo grew out of a
battery explosion, which occurred when the plaintiff
attempted to jump-start a car using jumper cables. The jury
awarded Sears full indemnity against Richards. On appeal,
Richards contended that Sears owed it a duty to apply
appropriate warnings on the battery cables since Richards
manufactured the battery cables to Sears’ specifications.
The court considered this argument in the face of the fact
that there was a written contract of indemnity between
Sears and Richards in which Richards agreed to indemnify
Sears and promised to procure liability insurance
containing a vendor's endorsement. The precise issue
before the court was whether the contract of indemnity was
affected by a jury finding making both Sears and Richards
join tort-feasors and hence liable.
Under Texas law, as a general rule,

indemnity between joint tort-feasors s

appropriate in Texas only when they are not in

pari delicto as to each other.%!

Nevertheless,

[i]f Richards has violated a duty owed to Sears
as well as [a duty] it owed [the plaintiff] and the
plaintiff's injury resulted from the violation of
this duty, then the trial court's judgment
awarding indemnity to Sears is a};:rpropriatt:.G2

Thus, indemnity agreements between joint tortfeasors are
invalid; when the conduct of the joint tortfeasors breaches
duties that each owe the victim. However, when one joint
tortfeasor also, and in addition, vielates a duty it owed
another tortfeasor, then the indemnity agreement may be
valid. By implication, the rule changes again when the joint
tortfeasors violate duties they owe each other. Thus, in the
Aspromonte case, if Sears had breached duties it owed
Richards, then the indemnity agreement would have been
invalid. Importantdy, a party providing inadequate
specifications can breach a duty it owes not only to the
person ultimately injured, but to the manufacturer

59. As stated, from the point of view of insurance law, this is
an uninteresting case. However, it waxes poetic on the subject of
charcoal. 4. at 893.

60. 557 5.%.2d 543 (Tex. Civ. App.—Houston [1st Dist]
1977, no writ).

61, Id at 552.

62. Id. at 552.
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utilizing the speciﬁca.t:ions.63 Nevertheless, there was no
jury finding that Sears was negligent in failing to provide
adequate specification, and the “contract between
[Richards and Sears] clearly evidence[d] an intent to place
the duty to 4provide a safe product on the manufacturer,
Richards.”®* Thus, insofar as Richards provided an unsafe
product, it breached duties it owed to both the plaintiff and
Sears, to wit: the duty to provide a safe product. The
evidence did not tend to show that Sears breached some
independent duty it might have to specify cautionary
warnings.

This case did not arise out of the construction of a
vendor’s endorsement. Nevertheless, it has implications for
vendor’s endorsements. The contract between Sears and
Richards contained a provision requiring Richards to
procure vendor’s endorsement for its liability policy. The
court seemed to use this clause in the contract to support
its view that the contract placed responsibilities for
producing a safe product on the original manufacturer.
Thus, a contract requiring a vendor’s endorsement is

probative of risk allocations among the parties. (Is this

proposition necessarily true? Remember: The vendor was
Sears. Would it matter if the vendor were somebody else—
but somebody with its own insurance?).

In Montgomery Ward & Co., Inc. v. Pacific Indem.
Cs.,%% Montgomery Ward was sued in a products liabilicy
action in 1974. Pacific Indemnity originally refused
coverage, but subsequently joined other carriers in effecting
a settlement. Montgomery Ward pursued its defense costs
in a declaratory judgment action. The district court found
that Pacific had a duty to defend under the contract and
that Pacific was guilty of bad faith in obdurately refusing
to defend Montgomery Ward. The district court
acknowledged the fact that the applicable state law adhered
to the American Rule regarding attorneys’ fees, which
disfavors their allowance in the absence of a statute or a
contractual obligation. Nevertheless, the court held that
the American Rule does not apply when thete is bad faith.

The court of appeals affirmed the district court’s
finding of a bad faith exception to the American Rule, even
though the reasoning of the court of appeals was tentative,
circumspect, and even tepid. Nevertheless, the court was
clearly impatient with the conduct of the insurer:

63. Borg Warner Corp. v. White Motor Co., 344 F.2d 412
{5¢th Cir. 1965).

64, Id at 552.

65, 557 F.2d 51 (3d Cir. 1977).
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Under the facts presented in this case,
Pennsylvania law required Pacific to defend
Montgomery under the provisions of the
contract with [its manufacturer-policyholder]
under which Montgomery was an additional
insured. Since Montgomery had established a
prima facie case of coverage, Pacific was obliged
to defend Montgomery "even if such suit was
groundless, false or fraudulent’ or to make a
prompt and thorough investigation to establish
that other insurance or policy limitations or
exceptions would have insulated it from
ultimate Liability; it did neither. The district
court found that Pacific never had a valid reason
for its procrastination and that its obduracy was
not in good faith.%6

Montgomery Ward v. Pacific Indemnity stands for at
least four significant propositions regarding the law of
vendor's endorsements. First, an insurer owes the
immediate beneficiary of a vendor’s endorsement a duty of
good faith and fair dealing. This duty results from a
vendor’s status as an additional insured on the policy.
Second, an insurer can breach the duty of good faith and
fair dealing by unreasonable delays, unreasonable
investigations, and failure to provide accurate and available
information. Third, at least under Pennsylvania law, a
covered vendor may recover attorneys’ fees, even where not
otherwise authorized by law, as a result of insurer bad
faith.%” Fourth, issuers of vendor’s endorsements have a
stringent duty to defend additional insureds.

In Mattocks v. Daylin, Ine.,%8 the issue of the durty ro
defend arose again. The underlying case involved
flammable pajamas. Sullcraft manufactured the pajamas,
after acquiring cloth from Dan River, Inc. Dan River
procured liability insurance from INA, and the contract

66, T4 at 60. (Emphasis added.) According to the court,
“Pacific failed to conduct any investigation to ascertain if the pol-
icy exclusions {governing the vendor's endorsement] applied or to
explain its reasons for not investigating in order to expeditiously
resolve the coverage issuc.” /. at 54 n.3. Moreover, Pacific appar-
ently evaded providing Montgomery with specific information
regarding deducribles and policy limits.

67. This is probably not the law in Texas, where breaches of
the duty of good faith and fair dealing constiture a tort, and dam-
ages arc limited to “ort damages.” Arnold v. Nat'l Co. Mut. Fire
Ins. Co., 725 5.W.2d 165, 168 (Tex. 1987).

68, 452 E. Supp. 512 (W.D. Pa. 1978), affd 614 £.2d 770
(3rd Cir. 1980).
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contained a vendor’s endorsement. The jury found no
liabiliry in the underlying case, so the issue was restricted
to defense costs. The vendor’s endorsement excluded from
coverage bodily injury arising out of intentio nally-induced
physical or chemical changes in the form of the product
and products which have been altered or made a
component in something else. Unquestionably, Sullcraft
had altered the product substantially by cutting the cloth
into the form of pajamas. Nevertheless, it is not obvious
that the glaintiff s injuries resulted, or arose out of, these
changes.”” As a result, the plaintiff's pleadings must be
construed in favor of coverage, at least as far as defense is
concerned.

The court was very impatient with INA’s claim that
Sullcraft relabeled the goods and thereby extinguished
coverage. The court implied that the relabeling intended
under the policy cannot simply be changes in brand names.
Such _

is not a reasonable interpretation of the contract
of insurance because of the language used in the
endorsement and in view of the usual impetus
for securing products of hazard liability
insurance, i.e., to encourage vendors to
purchase and sell products of the party securing
the insurance.”

Thus, Sulleraft was entitled to a defense. It was not
entitled, however, to attorneys’ fees for bringing the
declaratory judgment action. The court expressly cited
Montgomery Ward v. Pacific Indemnity and distinguished
it. The court found that “INA’s obduracy was due to a good
faith belief that the vendor's endorsement excluded
Sullcraft from coverage.””!

In Employers Mutz. Liab. Ins. Co. of Wisconsin. v. Sears,
Roebuck & Co.,’* the underlying case concerned a space
heater. Employers’ policyholder, Preway, manufactured
the heater, and Scars sold it retail. The heater exploded
causing personal injury and property damage. Employers
defended Sears and settled the case. Sears, however, refused
to pay any amount of the settlenent. Employers sued Sears
for contribution on the grounds that Sears’ negligent
installation of the heater caused the explosion and excluded
Sears from coverage. Both the district court and the court

69,  Id ar 515. The endorsement quoted above at section 11
excludes only changes to the condition of the product,

70, Id at 516.

71 I at 516.

72. 621 F.2d 746 (5th Cir. 1980).
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of appeals held that Employers waived any action it might
have against Sears by voluntarily settling with knowledge
of facts indicating non-coverage. (The court used a
recognized rule. Is it 2 good one? Consider one of the social
functions of insurance is to get injured people who have
meritorious claims compensated quickly. Does the rule
applied here serve that purpose? What would be lost by
changing the rule?). '
W, T. Grant Co., Inc. v. United States Fidelity & Guar.

Ins. Co.”? concerned an accident and severe personal injury
inflicted by an above-ground swimming pool and its
accessories. W. T. Grant, which sold the pool, sought
coverage from the manufacturer’s insurer, US.F.& G.
That insurer denied Grant’s request for coverage stating
“coverage for design defects was excluded and that [in any
case] Grant did not come within the scope of the vendor’s
endorsement.” Various parties settled the case, including
W. T. Grant's insurer, and a subrogation case ensued
against U.S.F. & G. The specific exclusion upon which the
insurer relied was as follows:

This insurance does not apply: . . . to bodily

injury ... resulting from the failure of the named

insured's products . . . to petform the function

or setve the purpose intended by the named

insured, if such failure is due to a mistake or

deficiency in any design . . . 74

The court gave U.S.F.& G.’s argument short shrift. The
pool and its accessories did perform their intended
function. At the same time, they caused personal injury by
“actively malfunctioning. "73 The court acknowledged that
the exclusion might be read in several ways. Pursuant to
the contra-proferenteum rule, all ambiguity is to be
resolved in favor of coverage. U.S.E. & G. also resisted
providing a defense on the grounds that the product had
been altered. In fact, the alterarion was really nothing more
than a'partial assembly of the product by W. T. Grant.

Partial assembly does not constitute an alteration.

In Jaftex Corp. v. Aetna Casualty & Surety Co.,78 the
underlying case involved another pajama fire. Jaftex sold
pajama fabric to other defendants in the underlying case,
and bought it from Randolph Mills. Aetna issued liabilicy
insurance to Randolph Mills, which included a vendor’s
endorsement. By its terms, the vendor’s endorsement was

73. 421 A.2d 357 (Super. Cr. Pa. 1980).
74. Id. at 359.

75, Id ac 360.

76. 617 E.2d 1062 {4th Cir. 1980).
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perfectly general, and seemingly covered all vendors. The
premium term specified that the price of the contract was
in part a function of the percentage of sales by Randolph
Mills to Montgomery Ward only.”7 This premium term
suggests that the vendor’s endorsement was not designed
to cover all vendors, but only Montgomery Ward. Both
Aetna and Randolph Mills filed affidavits which clearly
revealed that the intent of the parties was to provide
coverage for Montgomery Ward and no one else. On the
basis of these affidavits, the district court resolved the issue
against Jaftex, and the court of appeals affirmed.

Obviously, Jaftex suggests that the contra-proferen-
tum rule is itself flexible to the point of being elastic. On
the other hand, it suggests that courts should look at
business realities, the business purposes of the endorse-
ment, and the intent of the insured and the original-named
insured in determining the meaning of a vendor’s
endorsernent.

In Sears, Roebuck & Company v. Reliance Insurance
Company,’ The underlying case involved slacks which
caught fire. Riegel Textile Corporation manufactured the
fabric and sold it to Sears. Sears instructed Riegel to send
the fabric to Rollic, Inc., which manufactured the slacks.
Commercial Union insured Riegel, while Reliance insured
Rollic. Both policies contained vendor’s endorsements. In
the undetlying action, the plaintiffs alleged that the fabric
was defective as a result of being unreasonably flammable
and also alleged that the final slacks were defective asa result
of their manufacture. Sears sought coverage from both
Commercial Union and Reliance. Both denied coverage.

'The District Court granted summary judgment in
favor of Sears against Commercial Union, but granted
Reliance summary judgment against Sears. The Seventh
Circuit affirmed the judgment for Sears against
Commercial Union but reversed the judgment for Reliance
against Sears, and entered judgment for Sears against
Reliance. Thus, Sears had coverage under both vendors
endorsements. As between Sears and Commercial Union,
the Court emphasized the “atising out” clause in Exclusion
(1)(b). There was no allegation that the refabelling done by
Rollic on Riegel’s fabric caused the loss, so that the
relabelling exclusion was inoperative. Sears v. Reliance is
best known for this doctrine.

As between Sears and Reliance, the Court considered
Exclusion (2) at some length and found that it did notaffect

77. Id. ax 1063,
78. 654 F.2d 494 (7th Cir. 1981).
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coverage for Sears. The Court stated four reasons for its
position. First, Exclusion (2) does not refer to “yendors.”
The Court reasoned that since Exclusion (1) does refer to
“vendors,” the thrust of Exclusion (2) was different. The
Court went on to find that the phrase “named insured” in
Exclusion (2) referred to Seats, since the insuring
agreement of the vendors endorsement amends the
“Persons Insured” section of the declarations sheet. If Sears
is a named insured, then Exclusion (2) is not designed to
remove coverage for Sears, but for suppliers of Sears other
chan the manufacturer-insured under the policy. The
Court found that this conclusion was reinforced by several
other considerations. The Court found Exclusion (2)
obscure and indicated that all ambiguities were to be
resolved in favor of the insured, which in this case was Sears.
In addition, the Court opined that Reliance’s view of the
exclusion was inconsistent with the marketing of insurance.
Second, the Court observed that Reliance equivocates on
the term “product” as it is used in Exclusion (2). In the
underlying case, the plaintiffs claimed that the slacks (and
not just the fabric) were defective. Sears got that product
from Rollic. As a result, Exclusion (2) does notapply to the
slacks themselves. Third, Reliance attempred to circum-
vent its duty to defend by claiming Sears’ status as an
insured was in doubt. The Court described this argument
as “ingenious” but “wrong.””® According to the Seventh
Circuit, an insurer has a duty to defend, even if the
claimant’s status as an insured is unclear, so long as the
claim is cognizable. (Can this be right?} Fourth, Reliance’s
insured, Rollic, was the designer of the slacks. Defective
design is a kind of tort covered by CGL policies. No
construction of a vendors endorsement can wipe out
produces liability coverage for defective design. And yet,
observed the Court, that is precisely what Reliance’s
interpretation. Thus, the Court found coverage under both
policies for Sears, but did not take up other insurance clause
issues. The Court voiced dissatisfaction with the
performance of the insurers by stating that they had
“attempted to place Sears in a 'Catch-22’ situation.”3?

Insurance Campany of Nerth America v. Liberty Mutual
Tnsurance Co.8! concerned coverage for personal injuries
arising from flammable pajamas. Her Majesty Industries
manufactured the pajamas from cloth supplied by Jaftex
Corporation. Liberty Mutual insured HMI, while INA

79. Id at 501.
0. Id ar 501,
g1, 128 Cal. App. 3d 297, 180 Cal. Rpur. 244 (1982).
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insured Jaftex. The Jaftex-INA policy conrained a vendor’s
endorsement. HMI tendered the defense to INA, but the
cender was refused. Jaftex and HMI settled the underlying
personal injury action, and HMI filed a declaratory
judgment action against INA. INA lost and appealed on
the grounds that HMI was not an intended insured under
its policy with Jaftex. The appeal was also lost.

Thereafter, INA filed a declaratory judgment action
against Liberty Mutual on the basis of the pro rata other
insurance clauses which were contained in both contracts
of insurance. The trial court dismissed INA’s action.
apparently on the grounds of res judicata and collateral
estoppel. The appellate court reversed on the grounds that
Liberty Mutual was nota party to the declaratory judgment
action HMI brought against INA. The appeliate court also
rejected Liberty’s claim that INA had no claimed equitable
subrogation, since “the insured, HMI, ha[d] no rights as
against Liberty.”3? Liberty’s argument was that it fully
performed under its contract of insurance, so that its
insured, HMI, had nothing to complain about. If this
position were correct, then INA as HMI's subrogee would
have nothing about which to complain.

Implicitly, the court distinguished between fully
petforming on a contract and breaching a contract. The
court rejected the proposition that Liberty had fully
performed under the terms of the contract. HMI had only
partially received benefits to which it was entitled under
the contract because, by the previous declaratory judgment,
Liberty-HMI received money from INA, which HMI
could have gotten from Liberty. Additionally,

HMTI's discovery of coverage under the INA-
issued Jaftex policy and the subsequent
tendering of HMI's defense to INA did not
relieve Liberty of its obligation to contribute a
proportionate share to any resultant judgment
or settlement. This is true, regardless of whether
INA had accepted the tender of defense.
Liberty's policy with HMI requires Liberty to
pay up to its policy limits any insurable damage
caused by the insured, and to defend the
insured in any such litigation; if there is other
insurance which also covers HMI, Liberty's
policy provides it will pay a pro-rata portion of
any judgment or settlement up to its policy
limits, and also, obviously, to share in the costs

of the defense.®3

82. Id. at 248.




Or, to put the point generally, the direct insurer of the firm
covered by a vendor’s endorsement, must contribute to the
defense and setclement if it has a pro rata other insurance
clause.

Finally, the court rejected Liberty's contention that
insurers which breach insurance contracts should have no
right to subrogation. On this, the court wrote as follows:

Stripped to its essentials, Liberty's argument is
that a carrier which has breached its contracc by
refusing a tender of defense should be penalized
by having to pay the entire judgment (or
settlement) plus the costs incurred in defending
the action, relieving the performing carriers of
all obligations under their respective policies
with the insureds.

In a footnote, the court reminds the world, that insurers
who decline to defend are strictly held to the terms of the
contract, and breach it even if their error was made in good
faith. On this basis, the court states that the wisest course
for a liability carrier containing a vendor’s endorsement
would be to

accept the tender of defense subject to a
reservation of rights. Having failed to do so,
however, the issue presently at hand is whether
INA's failure to accept the tender of defense
means that it has to absorb the entire bill in
regard to HMI's serdement of the personal
injury action, or whether HMI's other primary
liability insurer, Liberty, which accepted
HMTI's tender of defense, is required to
participate in payment of that settlement.®

The court noted that the established rule in California is

That all carriers, both performing and
nonpetforming, are to contribute 2
proportionate share both to the judgment or
settlement and to the costs the performing
carrier incurred in defending the action.%¢

In Sears, Rocbuck & Co. v. Employers Insurance of
Wausan,?’ a rather odd set of facts was at issue. In the

83. Id. ar 249,
84. Id. ar 249.
8s. Id arn5.
86. Id. ar 249.

87.  585F. Supp. 739 (N.D. IIL 1983).
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underlying lawsuit, the plaintiff injured himself with a
power saw. His complaint alleged, among other things, that
his injury resulted from defects in a manual containing
instructions on the maintenance and operation of the saw.
That manual was prepared by Midwest Technical
Publicarions, and it was one of a series of “Know How”
books concerning the operation of various power tools,
which Midwest had prepared for Sears. The only thing
Sears purchased from the Midwest was the “Know How”
series of technical manuals.

The preparation of these technical manuals was the
exclusive work of Midwest. Sears was not required to
approve them, and in fact, did not do so. Midwest carried
a CGL policy, which contained a vendor’s endorsement.
Sears required this endorsement from Midwest as a
condition of doing business. The court concluded that
Midwest manufactured a product, to wit: the manual. It
held that the intellectual content of the manual was part of
the manual, and that if the intellectual content was
defective, then the manual was defective. The court
rejected the view that a book consists of two products, a
physical manual and its intellectual content, and therefore
rejected the view thar the insurance policy was intended to
cover only the physical manual and not its intellectual
content. The court refused to give a constricted reading to
the vendor’s endorsement as a result of the fact that such
endorsements involve only a “minimum premium.”88 The
court did not reject the view that price is relevant in
interpreting the coverage provisions of the policy. Rather,
the court observed that vendor’s endorsements simply
extend product liability coverage already paid for by the
manufacturer to additional insureds, which have common
law rights of indemnity anyway.

The court was also impatient with the insurer’s attempt
to invoke standard exclusions. The court found that Sears
did not change the manual after it left the hands of
Midwest, that no injury arose out of any such change, that
the Change Exclusion applies only when the insurer
demonstrates a causal connection between changes in the
productand injuries, and that the mere fact that the manual
and the saw were sold together does not make the manual
a part or ingredient of the saw thereby invoking the
ingredient exception. Indeed, the court found the insurer’s
artempt to invoke this exclusion “frivolous.”8?

The message in the Sears v. Wansau case is manifold.

88, Id. at 745,
89. Id. at 746,
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First, the concept of a product will be understood broadly,
so that many non-conventional things will constitute a
product. Second, an exclusion will not defeat the coverage,
unless the injury in the underlying suit is directly caused
by excluded vendor activity. Third, the insurer bears the
burden of proving the exclusion. Fourth, the price of the
vendor’s endorsement is not likely to have any significant
bearing on the interpretation of the policy.

Sturla, Inc. v. Fireman’s Fund Insurance Co,”®
concerned fading carpet. The carpet manufacturer had
included the carpet distributor on the insurance policy.
The manufacturer had gone bankrupt, so the condomini-
um project in which the carpeting was installed sued the
distributor. The manufacturer’s insured denied coverage
on the grounds of the business risk exclusion. In general,
liability policies exclude coverage for the loss of use of
tangible property which has not been physically injured,
exclude coverage for property damage to the named
insured’s products when the property damage arises out of
those products themselves; and liability for monetary
damages claimed consequent upon the withdrawal, repair,
or replacement, or loss of use of the named insured’s
products. The court also held that if there was coverage
under the policy for some warranties of fitness or
merchantability, that coverage would be subject to the
business risk exclusion.

Sturla involves no explicit law of any particular interest
to the study of vendor’s endossements. Basically, the case
says that if an exclusion applies to a manufacturer, it applies
to a distributor. That proposition has never been doubted.
At the same time, it is interesting to note that the insurance
company treated Sturla as independent of the bankrupt
manufacturer. Thus, it is not obvious that Sturla’s claims
against the manufacturer’s insurer are complerely
derivative upon the claims of the manufacturer. If they were
completely derivative, then — at least arguably — the
distributor’s claim against the manufacturer should have
proceeded in bankrupecy court.”!

Charter Oatk Fire Fnsurance Co. v. Sumitomo Marine &
Fire Insurance Co., Ltd,”® concerned a snow mobile
accident.” Charter Qak insured the retailer, while
Sumitomo insured Yamaha, the manufacturer. Charter

Oak alleged that Sumitomo wrongfully failed to defend it

90. 685 P.2d 960 (Hawaii 1984).

91. See MacArthur Co. v. Jobns Manville Corp., 837 F.2d 89
{(2d Cix. 1988).

92. 750 F.2d 267 (3d Cir. 1984).
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in the action and indemnify it for the amount paid in
settlement.”® In the underlying action, Charter Qak
managed the retailer’s defense, whereas Sumitomo
managed Yamaha's defense. At trial, evidence was that the
snow mobile was not defective when it reached the retailer
and that the retailer’s employees took the throttle and
reassembled it improperly. The court directed a verdict for
Yamaha, but the jury brought in a verdict against the
retailer. .

The Third Circuit affirmed the District Court’s
dismissal of Charter Oak’s action. First, the court found
Charter Oak bound by the bindings in the previous court,
even though it was not technically a party thereto. Since it
managed litigation, it was precluded from contradicting
any of the findings and holdings therein. The Court of
Appeals remarked that its holding is bolstered by the fact
that Charter Qak had the Sumitomo policy which
contained the vendor’s endorsement for at least two
months before the underlying action was filed.

More sensibly, Charter Oaks also tried to claim that
Sumitomo wrongfully failed to defend it in the state court
action. The Court of Appeals held that res judicata barred
Charter Oaks from seeking defense costs; apparently,
provisions of Pennsylvania law require disputes among
liability carriers to be handled in the underlying action. The
Court of Appeals goes on, however, to indicate that even
if res judicata did not bar Charter Oak’s action, it “would
affirm the district court’s dismissal of the duty-to-defend
claim. on the ground that Sumitomo had no duty to
defend.”™ The courr acknowledges that a vendor’s
endorsement makes the retailer an insured, “but only to the
limited extent of the endorsement.”®® OFf course,
Pennsylvania has the usual insurer duty-to-defend rule,
which allows an insurer to refuse to defend if the underlying
claim (as pleaded) falls within an exclusion of the policy.
The retailer did not demand a defense from Sumitomo
until almost three years after the state court commenced.
By that time, the injured plaintiff filed pre-trial pleadings
which narrowed its claim to the improper adjustment of
the throtile mechanism by the rerailer. Commented the
court

Since the vendor's endorsement excluded

coverage when there was an intentional change
in the physical form of the snow mobile by the

93. Id, at 268.
94. Id, ac272.
95. Id at 272,




vendor, Sumitomo properly concluded that the
claim was not covered and had no duty to
defend. Indeed, less than two months after [the
rerailer's] demand for defense, the trial court
dismissed the claim against Yamaha by [the
injured plaintiff] and the cross claim by [the
retailer] for indemnity and cost of defense. %6

Thus, an insurer need not defend when the entire claim
clearly falls within the exclusion. It also appears relevant
that the retailer did not request a defense for over three

years.97

In Ervin v. Sears, Roebuck & Co.,® the underlying case
involved burns caused by underwear which caught fire
while its wearer, Ervin, was welding in a tunnel. Ervin sued
Sears, and Sears tendered the defense of the lawsuit to the
manufacturer of the underwear and its general liability
insurer, both of whom refused to defend.

Eventually, Ervin lost his case against Sears, and Sears
sued American, the manufacturer’s insurer, for the cost of
its defense. The insurer asserted that Sears’ action was time
barred because Sears filed suit against it nearly 12 years after
it initially tendered the defense of the case. The court
rejected this argument, however, and held that Sears’ cause
of action against the insurer did not accrue when tender
was originally made, but only when Sears completely
concluded the defense of the action.”

In Liberty Mutual Insurance Co. v. Home Insurance
Co.,1% the underlying action was for injuries sustained by
a child when her pajamas caught fire. The defendants in
the underlying action were, apparently, the manufacturer

96. Id

97. There was a dissent on this issue. Under Pennsylvania
law, the dissenting judge observed, the defendant may be entirled
to costs of defense from more than one source, and he may be
entitled to them on more than one theory, e.g., commeon law
indemnity or express insurance contract. According to the dis-
senting judge, the state court resolved only the common law
indemnity issues, leaving the insurance issues entirely open. Since
the federal district court in the case at hand had not ruled sepa-
rately on the insurance duty-to-defend issue, the dissenting judge
would remand for further proceedings. He expressed doubts
ahout whether the plainciff's pre-trial statement entirely disposes
of Sumitomo's duty to defend.

98. 469 N.E.2d 243 {(IlLApp. 1984).

99, The law of other states is different. In Texas, for exam-
ple, the limiration period would begin to run at the point of
claim denial, Murray v. San Jacinta Ageney, Ine., 800 S.W.2d 826
(Tex. 1991).

100, 583 F. Supp. 849 (W.D. Pa. 1984).
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of the fabric, the manufacturer of the pajamas, and the
retailer of the pajamas. Home insured the manufacturer of
the fabric, while Liberty Mutual insured both the
manufacturer of the pajamas and the rerailer. The Home
policy on the fabric manufacturer contained a vendot’s
endorsement. The district court observed that this policy,
through its vendor's endorsement, insured both the
manufacturer of the pajamas and the retailer. Moreover,
the Liberty Mutual policy on the manufacturer of the
pajamas also contained vendor’s endorsement, which made
the retailer an additional insured. Each of the three policies
contained an other insurance clause.

The issues in this case were three: 1) Are the other
insurance clauses to be given effect? 2) If so, should
contribution be by equal shares or by limits? 3) Is any
portion of the settlement in the underlying case excluded
from coverage under any of the vendor’s endorsements?

The construction and enforcement of the other
insurance clauses turns on details of Pennsylvania law;
however, the court went to great pains to patse the law of
other insurance clauses carefully, and to hold thar the other
insurance clauses would be given effect. There was no
Pennsylvania law on whether the contribution should be
by equal shares or by limits. As a result, the court
surveyed—albeit superficially—the law of other jurisdic-
tions, and concluded that contributions should be by equal
shares.

The court rejected the view that some of the settlement
was excluded from the policies. Home, the insurer of the
fabric manufacturer argued that any portion of the
settlement attributable to the conduct of the retailer or
pajama manufacturer should not be charged against its
policy. Home's reasoning was that its policy excludes from
coverage bodily injury resulting from labeling or relabeling.
The pajama manufacturer and the retailer failed to warn
prospective purchasers of the flammability characteristics
of the pajama fabric. Home took the position that these
failures to warn constituted failures in the labeling and
relabeling process. The court rejected Home’s position on
three separate grounds. First, the court found the labeling
exclusion to be ambiguous and on that ground construed
it against Home. Second, the court found that in the
underlying case, there could be no fair and accurate
apportionment between covered and excluded claims.
Third, and finally, the court observed that allegations of
defect are frequently coupled with allegations of failure to
warn; yet, at the same time, such cases are frequently settled
in lump sums. If the insurer of the fabric manufacturer were
permitted to exclude coverage for the failure to warn
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component of the case, there would—in the aggregate be
much less coverage available for product injuries. The court
implied that this was an unsound social policy and refused
to adopt any doctrine which suggested such a social policy.
The next case, in chronological order, is somewhat
unusual. It does not so much involve an issue of coverage
under a vendor’s endorsement as a related staturory bad
faith issue. In Aetna Casualty & Surety Co. v. Martin
Surgical Supply Co.,'%! the underlying case arose out of the
manufacture and distribution of an allegedly defective
drug. Martin Surgical claimed to have purchased the drug
for rerail from Myers-Carter Lab., a subsidiary of
Chromalloy American. Both Chromalloy and Myers-
Carter were insured by Aetna under a liability policy which
contained a vendor’s endorsement, adding as an additional
insured any company that distributed or sold Myers-Carter
products. Actna provided a defense to Myers-Carter
pursuant to the endorsement. Martin Surgical hired its own
counsel. Aetna knew that Martin Surgical distribuced
Myers-Carter drugs but did not notify Martin Surgical of
this fact.
The undetlying suit was filed in 1972. Martin Surgical

did not acquire definite evidence that Myers-Carter was its
supplier until late in the underlying litigation. When
Martin Sutgical did make this discovery, Martin Surgical
made demand upon Aetna for reimbursement of its legal
expenses under the vendor’s endorsement. According to
the court:

Actna denied Martin’s claim on the grounds

that [1] Martin did not timely request coverage

and [2] voluntarily incurred its legal expenses.

On a non-waiver agreement, Actna thereafter

represented Martin and Myers-Carter in the

appeal of the case.

In 1978, Martin Surgical sued Aetna for breach of vendor’s
endorsement provisions of the Aetna-Chromalloy insur-
ance contract. In 1983, Martin Surgical added as causes of
action, violations of the DTPA, violations of art. 21.21 of
the Texas Insurance Code, and fraudulent misrepresenta-
tion. The jury resolved the fraud, DTPA, and staturory bad
faith issues in Martin’s favor, although it resolved the
coverage issue (i.e. the breach of contract issue) in Aetna’s
favor, The trial court disregarded the jury’s findings on the
contractual issues.'%? The jury found that Aetna had
fraudulently concealed coverage, but also found that the

101, 689 S.W.2d 263 {Tex. App—Housron [1st Dist.] 1985,
writ ref'd n.r.e.).
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concealment was not willful. The jury did not award
punitive damages,

The jury found that Aetna’s failure to provide coverage
was unconscionable and a producing cause of financial loss
to Martin Surgical. This failure was a failure to disclose
information about insurance coverage to which Martin
Surgical was entitled.'%® The jury found that chis failure to
disclose also constituted a “false, misleading, or deceptive
act or practice” within the meaning of the DTPA.

Most significantly, from the overall point of insurance
law, the court affirmed the jury’s finding and held that
Aetna’s failure to disclose the existence of coverage to the
additional insured constituted an unconscionable action.
The key evidence in support of this jury finding was a
memorandum contained in Aetna’s investigation file about
which the court said this:

It can be inferred from the memo that Aetna
was aware that Martin might be an additional
insured because of its relation to the [allegedly
defective] product....lM

In other words, if an insurer has reason to believe that a
defendant might be covered undera vendor’s endorsement,
it is unconscionable for the insurer to fail to disclose that
to the beneficiary of that endorsement.

In American White Cross Laboratories, Inc. wv.
Continental Insurance Co.'%? the plaintiffs were American
White Cross and its subrogee, North River Insurance. They
sought defense costs, indemnification and attorneys’ fees
from Continental, which insured Absorbent Cotton
Company by means of a general liability policy, including
a vendor’s endorsement.

Absorbent sold a number of products to American
White Cross, including absorbent cotton. Absorbent
processed cotton for absorbency, bleaches it, cards it, and
then sold it to American White Cross in bulk. American
White Cross then sterilized the cotton, cut it inro small
units, weighed them, wrapped each unit, and placed them
in boxes designed by American White Cross and its

102,  The jury found that Martin Surgical did not give Aetna
reasonable notice of its demand for coverage, thar Martin Surgical
did not immediately forward to Aetna a notice of suir, thar Mar-
tin Surgical voluntarily made payment, and that Mastin Surgical
failed ro exercise reasonable diligence in determining whether
there was coverage.

103. Id at 269,

104, M at274.

105. 202 N.]. Super. 372, 495 A.2d 152 (1985).




customer-retailer, all for sale to the general public.

The underlying case arose out of 2 fire at a costume
party. The plaindff in the underlying case created a
costume “ij wrapping cotton around all of her body except
her head.”196 While so clad, she sustained severe burns
when the cotton caught fire as a resule of a cigaretre or
match. The plaintiff proceeded and prevailed upon a failure
to warn theory. The question for the court in the coverage
case was whether American White Cross was entitled to
coverage under the vendor’s endorsement.

The American White Cross court tried to answer this
question by interpreting vendor’s endorsements in the light
of products liability indemnity rules. The court observed
that non-culpable distributors, while potentially liable for
the defective products they sell, may obtuain indemnity
from manufacturers. It was upon this basis that the court
construed vendor’s endorsements:

It is in this complex of the facts of
merchandising life and the imposition of strict
liability at law that the vendor’s endorsement
has ics natural role and serves specific purpose.
Since, in the ordinaty case, the liability trail
eventually leads back to the manufacturer, and
consequently to his insurer, it is a matter of
common sense and fair dealing that the
coverage of the manufacturer should be
extended to the distributor and the insurance
of the distributor in turn cover the retailer. . ..
[Ijn the ordinary circumstances Wwe have
depicted, the risk of defense.or indemnity loss
being underwritten by extension of coverage to
the vendor would appear to be not much greater
than that already incurred by the existence of
the basic coverage already available in the policy
issued to the named insured. Although there is
here no proof of the cost of the premium for
such extended coverage, it is a fair inference that
the cost probably does not approach the
premium charged for the basic products
liabilicy policy initially issued. 107

Thus, vendor’s endorsements are designed to facilitate
manufacturer-innocent distributor indemnification rules
which would be in force without insurance. Moreover, as
the court observed, the price of the vendor's endorsement
is not likely to be high, since there is no significant

106,  Jd. at 155.
107, Jd ar 156
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extension of coverage and little real extension in the cost of
defense. %8 Vendor's endorsements provide a more limited
form of coverage than general liability coverage. Vendor’s
endorsements are designed only to protect purveyors
against “passive negligence” and “strict liability.” They are
not designed to protect vendors against their own
affirmative negligent acts. To the extent that liability in an
underlying case may be predicated upon the affirmative
acts of the vendor, there is no coverage under the vendor’s
endorsement.

These principles are captured in the exclusions within
the vendor's endorsement, including the labeling
exclusion. In reviewing these exclusions, the American
White Cross court observed that

{tlhese exclusions are not vague, each is directed
to denial of coverage where some act of the
vendor affects the product and thereby causes
personal injury. This insurance is clearly
designed to cover the vendor when he is only a
conduit of the product in the stream of
commerce but not when he is the instrument
causing bodily injury to another.'%?

In particular, when bodily injury arises out of a product
which has been labeled or relabeled, the policy
unambiguously excluded coverage.

The court infers that the labeling exclusion
unambiguously denies coverage to a vendor for failure to
warn theories of recovery. It seems especially true, observes
the court, where the product is produced from bulk raw
material and the product is rewrapped, repackaged, and
independently labeled, and when—during this process—
appropriate warnings are not given. The failure to give
these warnings in the process of labeling or relabeling the
product constitutes a new and independent source of
liability created by the vendor. As such, it is not covered by
2 vendor's endorsement, which is merely designed to cover
the conduit.

10 Continental Casualty Co. v. Sears, Roebuck & Co., 110
the underlying case arose out of burns sustained by children
in a tent fire. Sears sold the tent; Kellwood manufacrured
it. Kellwood obtained product liability insurance from
Federal Insurance and had an excess policy with

108,  In fact, there may be a cost savings in defense, since there
will be fewer problems in dealing with co-counsel.

109.  Id, at 156-57. (Emphasis added.}

110. 474 N.E.2d 1272 (IlLApp. 1983).
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Continental. Continental’s policy contained a vendor’s
endorsement. Continental denied that Sears was entitled
to coverage under the vendor’s endorsement and refused to
settle.

The ground for Continental’s refusal to settle was that
Sears directed Kellwood not to make the tents fire
retardant. Continental therefore argued that Sears was
guilty of active negligence, so that it should not receive
coverage under a vendor’s endorsement, whose purpose is
to protect the merely passively negligent. The issue on
appeal was:

Whether a retailer who sold a product in the
exact condition in which it was received from
the manufacturer is deprived of insurance
coverage under a broad form vendor’s
endorsement because the retailer specified to
the manufacturer the characteristics of the
product of wished to purchase?

The court said that the resolution of this issue was obvious
and held that “the vendor cannot be deprived of coverage”
under these circumstances.'!! The court thought this
matter was obvious because exclusions within the
endorsement are intended to cover only changes which are
made after the product leaves the manufacturer’s hands.
The manufacturer must take responsibility for the products
it manufacturers.!12

In Gamble Skogmo, Inc. v. Aetna Casualty & Surety
Co.,'1? the underlying case grew out of a gas water heater
explosion. The water heater was manufactured by the Jim
Walter Corpotation, and it incorporated a valve
manufactured by Honeywell. Gamble, as wholesaler,
purchased the water heater from Jim Walter, and sold it to
a retailer. The retailer sold it to an individual, who had #t
installed by an independent workman.

Jim Walter's [liability policy had a vendor’s
endorsement with Aetna, although it specifically excluded
servicing or repair operations. It was stipulated that the
wholesaler was a vendor within the meaning of the policy.
The issues were these: 1) Did Aetna, Jim Walter’s insurer,

111, Id at1273.

112.  Of course, as a general rule, he who designs a defective
product also has Hability. As a resule of that rule, the subrogee of a
liable manufacturer may recover from the designer of the prod-
uct. This would not be true where a vendor's endorsement is at
issue, since an insurer may not subrogate against one of its own
insured, even an additional insured.

113. 390 N.W.2d 343 (Minn. App. 1986).
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owe the wholesaler a defense under the vendor’s
endorsement; and 2)Was Aetna primarily liable for all
defense costs?

With respect to Aetna’s duty to defend, the court
observed that the complaint in the underlying acrion
included allegations regarding negligent distribution—as
opposed to negligent service and repair—by the wholesaler.
These claims fell within the policy because they relate to
the sale or distribution, and not repair or operations.
According to the court, a duty to defend arises whenever a
complaint alleges, even as an alternative, one claim within
the policy.

With respect to the question of which policy is
primarily liable, the court found that both the
manufacturer’s liability policy and the wholesaler’s policy
applied directly. As a result, the question of primary
coverage was to be resolved by reference to other insurance
clauses. Bach of the policies contained pro rata other
insurance clauses so the court resolved the issue of primary
coverage by reference to Minnesota law on other insurance
clauses.

In Oliver Machinery Co. v. United States Fidelity &
Guaranty Co.,! 14 the issuc was again the labeling exclusion
in the context of determining a duty to defend. The court
held that the labeling exclusion does not apply where a
nameplate bearing the vendor’s name is added. According
to the court holding otherwise would render the vendor’s
endorsement illusory or a nullity. The court did, however,
hold, in favor of the insurer that the term “named insured’s
products” includes a corporate predecessor.

In Cooper Laboratories, Inc. v. International Surplus
Lines Insurance Co.,''? the claim was by a pharmaceutical
manufacturer for indemnity against its excess products
liability insurer, upon the theory that a hospital is also
insured under the same policy. The precise issue was
whether a hospital comes within the scope of the vendor’s
endorsement.

The district court rejected the view that a hospital is
automatically a vendor because it furnished goods and
charged for them. Based on the same approach the district
court concluded that the hospital was not a distributor of
the drugs. Likewise, according to the district court,

since physicians working in the hospital at issue
had not actually sold the drugs, they could not
be considered sellers or distributors ’as that

114. 187 Cal. App. 3d 1510, 232 Cal. Rptr. 691 (1986).
115, 802 F.2d 667 (3rd Cir. 1986).
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term is understood in general commercial

According to the logic of the district court, physicians are
providers of services, and not vendors of goods.

The court of appeals accepted the district court’s
position with respect to physicians. They simply prescribed
medicine, and were not vendors of any medicine. The court
came to a completely different conclusion, however, with
respect to the hospital: it

did purchase the substance and kepr it in its
pharmacy before it was delivered to the patient.
More significantly, the hospital billed the
patient for the drug. This transaction was in
reality no different than if the patient’s parents
had taken the prescription to the neighborhood
pharmacy, purchased the drug, and then given
it to the patient. Heeding the admonitions of
the New Jersey decisions to construe words
granting coverage liberally, we conclude that
the hospital sold the pharmaceutical in the
course of its business and is, therefore, a vendor
within the terms of the endorsement.'!

Thus, if the entity sells goods and bills for them, it is a
vendot, no matter what else it is.

In SDR Co., Inc. v. Federal Ins. Co,''® SDR sold
bottled liquid drain cleaner, which contained sulfuric acid.
SDR bought empty plastic bottles from Aroyo, which were
preprinted at SDR’s request in accordance with their
instructions. SDR filled the bottles with sulfuric acid and
sold them to the public as “Clear-All.” SDR requested
Aroyo to obtain insurance which would cover SDR and
Aroyo’s public liability carrier. Federal issued a vendor’s
endorsement ostensibly covering SDR for the price of
$25.00. In the underlying case, a housewife poured a bottle
of Clear-All into a clogged sink. The -sink  erupted
splattering the housewife with sulfuric acid and severely
burning her, The housewife sued contending that Clear-
All was labeled in a dangerous, confusing and unclear
manner.

Federal defended Aroyo and paid a fraction of a
sectlement. It refused to defend SDR, at least initially, but
subsequently paid SDR’s defense costs while still refusing
to pay indemnity or settlement. Federal’s denial was based

116, Id at 670.
117, Id a 673,
118, 196 Cal. App. 3d 1433, 242 Cal. Rpir, 534 {1987).

on the grounds that the vendor’s endorsement excluded
coverage for bodily injury arising out of products which
“after distribution or sale by the named insured have been
... used as a container . . . by or for the vendor ...."

The court acknowledged that the endorsement
appeared to be ambiguous and appeared to exclude
coverage for all of the products SDR purchased from
Aroyo. Nevertheless, the court examined the circumstances
and refused to interpret the endorsement in this way
because it would render the vendor’s endorsement a nullity.
Citing Sears v. Reliance,'*? the court stated that “the law
cannot countenance such an illusory *coverage.” 12 The
court elaborated at some length:

the law does not countenance such a nullity, for
to do so would disappoint the reasonable
expectations of the insured, violate the general
principles of construing contracts, and most
particularly exclusions in favor of the
insured.!?!

Thus, the court applied the doctrine of reasonable
expectations to find some coverage under the vendor’s
endorsement.

The remaining question for the court, thereafter, was:
How far does that coverage extend? The court of appeals
virtually assumed that it would extend to physical defects
in the bottles. Following the triaf court, the court of appeals
posed the question as follows:

Should the coverage under the endorsement
extend to a cause such as the [underlying] case
where the claimed defect is not in the bottle but
in the contents and directions for use (printed
on the bottles at the [vendor’s] instructions)?-

The court of appeals resolved this question in the negative.
According to the court, vendor’s endorsements are not
designed to pay for negligent changes made by the vendor
after the product has left the hands of the manufacturer.
For the same reason, it should not cover instructions
demanded by the vendor:

The endorsement is not intended to cover the
vendor for changes in the product made by the

119.  Sears, Roebuck & Co. v. Reliance Ins. Co., 654 F.2d 494
(7th Cir. 1981}.

120. SDR Co., 242 Cal. Rptr. at 536. See Oliver Machinery
Co. v. US. F. & G. Co., 187 Cal. App. 3d 1510, 232 Cal. Rprr.
691 (1986).

121.  SDR Co., 242 Cal. Rptr. at 537,
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vendor over which [the manufacturer] has no
control. 12

According to the court printed instructions on the bottle,
placed there at the direction of the vendor, are somethin
over which the manufacturer has no control.!?
Alternatively, the injury in the underlying case was
caused—not by the bottle but by the contents placed in the
bottle by the vendor. If the case was viewed in that way,
then—dcleatly-—the manufacturer was guilty of no
negligence, its product was not defective, and so its
vendor’s endorsement does not extend coverage.

This is an excremely helpful case for several reasons.
First, it emphasizes the purpose of vendor's endorsements.
It then utilizes that purpose to explore coverage issues.
Second, as an alternative holding, SDR appears to imply
that if the product becomes defective by the direction of
the vendor, there is no coverage under the vendor’s
endorsement. Third, SDR treats defective directions
differently than physical defects so that the case was to some
degree inconsistent with Continental Casualty v. Sears,
Roebuck & Company discussed above.

In  Dominick’s Finer Foods, Inc. v
Manufacturing Mutual Ins. Co.,'% the underlying case
involved an injury to an employee of Coca-Cola who was
injured while making a delivery of Coca-Cola products to
Dominick’s food store. The employee slipped and fell on
Dominick’s loading dock. He alleged his accident was a
result of the slippery and dangerous condition of the dock.
The plaintiff in the underlying case did not claim thart his
injury was attributable to the containers of Coca-Cola
products he was delivering.

The question was whether Coca-Cola’s vendor’s
endorsement covered this accident. The court cited a
number of cases, but relied on American White Cross and
found that the purpose of the vendor’s endorsement is
merely to alleviate the need for repetitious litigation on the
part of a distributor against 2 manufacturer to enforce
indemnity rights which accrue w a non-culpable
conduit.'?> On this basis, the court found that the
pleadings in the underlying action did not trigger coverage,
or the insurer’s duty to defend.

In MacArthur Co. v Jobns-Manville Co;:p.,lzs

American

122, M at537.

123.  Why doesn’t the manufacturer have control? Could it
not refuse ro sell such goods?

124, 516 N.E.2d 544 (IlLApp. 1987).

125, Id ar 546
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MacArthur was a distributor of Manville asbestos, and it
claimed to be an additional insured, by virtue of vendor’s
endorsements contained in Manville liability policies.
Because of its status as an additional insured, MacArthur
objected to the bankruptcy court’s approval of the
insurance settlement of $770,000,000 worked out in the
Johns-Manville Chapter 11 proceeding. The insurance
settlement

provided that, in exchange for cash payments,

the insurers would be relieved of all obligations

related to the disputed policies and the insurers

would be protected from claims based on such

obligations by injunctive orders of the

Bankruptcy Court.!?’

The ground of MacArthur’s objection was that “the
proposed injunctions would impair its rights under the
vendor endorsements.”! 2

The Second Circuit rejected this gambit. It
characterized vendor’s endorsements as entitling distribu-
tors to insurance coverage for liability resulring from the
sale of 2 manufacturer’s products. Moreover, noted the
court, the

endorsements are subject to the payment limits
and other restrictions of the underlying
policies; thus, if the policy liability aggregate
limits in the underlying [manufacturer’s]
policies have been exhausted, the insurer has no
independent obligation to pay distributors on
product liability claims.!??

Under the terms of the technical law of bankruprtey, the
Second Circuit found the bankruptcy court had
jurisdiction to enjoin suits against the settling insured on
the grounds that the debtor’s insurance policies are
property of the estate, the objective of the bankruptcy
court’s jurisdiction, and therefore, the proper objective of
injunctive relief. The distributor, MacArthur, contended
that its own rights under the policy were separate from
Manville’s in that its claims under the vendor’s
endorsement were too remote from the rights, interests,
and duties of Manville to subject MacArthur’s rights to the
jurisdiction of the bankruptcy court. The Second Circuit
rejected this argument.

126. 837 F.2d 89 (2nd Cir. 1988).

127. I at90.
128. M a9l
129, Jd ax 90.



Instead, it found that the distributors rights under
vendor’s endorsement are “completely derivative” from the
rights of the manufacturer, who is the primary insured.!3?
This legal conclusion results from the fact that the “vendor
endorsements cover only those liabilities resulting from the
vendor’s status as a distributor of [the manufacturer’s]

pmdu(:ts.”l?’1

The distriburor, MacArthur, also contended that the
settlement was unfair. Its premise was that it was being
forced to accept the burden of the asbestos victim’s suits,
without the protection of the insurance coverage to which
it was entitled. The Second Circuit rejected this view, and

pointed out that if MacArthur were entitled to insurance

proceeds, it might succeed in the bankruptcy court against
the settlement fund.

In Griffin v. Schwegmann Brothers Giant Supermarkess,
Ine.,'?* a plaindiff suffered from gastroenteritis allegedly
caused from eating an adulterated chili hot dog. He sued
the supermarket from whom he purchased the hot dog.
The supermarket made a third party demand against the
manufacturers of both the hot dog and the chili and their
insurers. The appellate court found that the plaintiff failed
to prove the causal link between his diagnosis of
gastroenteritis and the consumption of the hot dog. Thus,
neither insurer had a duty to indemnify. However, the
court held that the chili manufacturer’s insurer, Aetna,
owed Schwegmann a duty to defend the action based upon
a broad form vendor’s endorsement. According to the court
“Schwegmann became an additional insured, entitled as
such, to coverage and to defense,3just as if Schwegmann
had been the named insured....”!?

Murray Ohio Manufacturing Company v. Continental
Insurance Company134 (Murray Obhio I) concerned
Exclusion (1)(b)(iv). A manufacturer sold Murray Ohio
coaster brakes for bicyces Murray manufactured.
Continental took the view that there could be no
indemnity coverage because the brake was used as a part of

130, Id at92.

131, T4 at 92. Docs this really make sense? The vendor's sta-
cus is derivative in the sense that it sells the manufacturer’s prod-
ucts: no products, no liability, no insurance, The vendor’s status
is also derivative in the sense that if the manufacturer had noc
procured the policy, the vendor would have no insurance. Arthe
same time, the vendor has independent rights under the contract,
and the vendor can be sued alone if the manufacturer is insolvent.
132. 542 So0.2d 710 (La. App. 1989).

133, M a7l4.

134. 705 E.Supp. 442 (N.D.ILL 1989).
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the larger bicycle. The court held that this construction of
the exclusion would render coverage for Murray Ohio
completely illusory. As a consequence, the court ignored
the exclusion and found the duty to indemnify.
(Apparently, no one pointed out to the court that the brake
manufacturer might sell brakes to Murray Ohio and would
then scll them to retailers as replacement parts.)

The insurer also suggested that it had no duty to defend
because the counts against Murray Ohio never actually
referred to brakes but only referred to the bicycle, whereas
counts against the brake manufacturer referred specifically
to the brakes. In the high point of its modestly witty
opinion, the district court observed that the insurer’s
“argument must have been tongue in cheek.” The court
pointed out that under prevailing pleading rules, the
plaintiff did not need to refer to the brakes in the counts it
directed to the bicycle manufacturer, Given the context of
the complaint and its general setting, referring to the
bicycle included referring to the brakes. The court found
that the manufacturer’s insurer owed the distributor a
defense.

The court is probably not correct in finding coverage
under the vendor’s endorsement. The court was led into
this error, however, by a perfectly sensible assumption,
which is also correct. The court assumed that Murray Ohio
was a party to the insurance contract by virtue of its status
as beneficiary of a vendor’s endorsement. Only if Murray
Ohio were party, would it make sense to worry about
whether the coverage provided it was or was not illusory.
The court’s error was in deriving the conclusion that the
coverage was illusory. This has the catmarks of a lawyer’s
mistake. If the lawyers had provided the court with
adequate business information, the court might not have
derived the conclusion, Hence, it is doubtful that the court
actually jumped to a conclusion. No doubt, it wasn’t
pushed either. Nevertheless, the inaction of lawyers in
preventing the leap was probably the source of the problem.

In Industrial Chemical Fiberglass v. North River
Insurance,'® the Eleventh Circuit issued a decision in the
continuing litigation between the insurers of Industrial
Chemical, a vendor, and Reichold, the manufacturer, of
MEKP. The present suit arose out of a $7.5 million jury
verdict wherein two workers were burned to death when
MEKP ignited during the repair of a fiberglass storage tank.
Reichold and others seteled for $2.25 million before the
jury verdict was entered. Industrial Chemical was not 2

135, 908 F.2d 825 (11:h Cir. 1990),
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patty to this settlement because its primary insurer,
Centennial Insurance Company, refused to authorize
enough funds to make a credible settlement offer. After the
jury verdict was entered, Centennial tendered its
$500,000.00 policy limit and Industrial Chemical’s excess
liability carrier, Mission Insurance Company, tendered its
$1 million policy limits. Industrial Chemical was left with
$3.5 million excess judgment.

Subsequent to the jury verdict, an Alabama Supreme
Court decision,l% resulted in 2 holding that Hartford,
Reichold’s primary insurer, was obligated under a broad
form vendor’s endorsement to defend and indemnify
Industrial Chemical.!3”, Faced with this judgment,
Hartford agreed to protect and indemnify Industrial
Chemical against the undetlying state court’s jury verdict
and to assume the defense in appealing. In return,
Industrial Chemical assigned to Hartford its rights against
Centennial, Mission, and the North River Insurance
Company, an excess liability carrier for Reichold. In the
present suit Hartford sued North River for breach of its
insurance contract.

In its suit against North River, Hartford claimed
Industrial Chemical was an additional insured with respect
to the excess coverage North River provided Reichold. The
North River policy provided coverage to “any additional
insured included in the undetlying insurances, subject to
the provisions and condition B.” An attached schedule of
the underlying insurances listed the Hartford Comprehen-
sive General Liability Policy. The Hartford policy
contained a provision which by its terms makes the
“insurance [applicable] to all vendors of [Reichold]
products.”*¥Despite argument by North River that it was
entitled to notice of the identity of each additional insured,
the court held North River liable, to the extent of its policy
limits, for its failure to indemnify Industrial Chemical.!?”

Generally, vendor’s endorsement cases involving Sears
are resolved in favor of that retail giant. Not always. In
Sears, Roebuck and Company v. Fugua Insurance Company,
Ltd.,mo the issue was whether the vendor’s endorsement
covered the negligence of a Sears’ employee associated with

136.  The Alabama Supreme Courr's decision on coverage was
discussed above.

137, Indus. Chem. and Fiberglass Corp. v. The Hartford Acci-
dent and Fndem. Co., CV-83-G-2875-8 (N. D. Alabama, Dec, 22,
1986).

138,  7d. ar 829,

139,  7d. ar 833,

140. 1990 WL 251744 (N.D.IIl. 1990).
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demonstrating a product. The tort plaindff in the
underlying lawsuit was standing on a treadmill. The Sears
employee plugged in the treadmill while the plaintiff-to-be
was standing on the unit. She was injured. The court held
that the vendor’s endorsement did not apply, because no
issue of products liabilicy was involved. The court observed
that the sole problem was the negligence of the Sears
employee. The problem in this case was that the vendor’s
endorsement provided that the insurance did not apply to
demonstrations, “except such operations performed at the
vendor's premises in connection with the sale of a product.”
It is difficult to resist the conclusion that the Sears’
employee was demonstrating the treadmill. If so, then it is
difficult to see why there would be no coverage. This is a
close case (as reported). It is also difficult to see how the
product was defective. It is a shame that this case was not
published. It therefore lacks precedential authoriey. (Seill,

one wonders about Exclusion (1)(c)).

Another case discussing a vendor’s endorsement is
Chace v. Dorey International, Inc."*! This case has nothing
to do with the substance of vendor's endorsements,
although its procedural implications are enormous. In
Chace a foreign insurer resisted jurisdiction in a declaratory
judgment action seeking a defense and indemnification for
a foreign manufacturer and an Ohio vendor of a motorcycle
helmet. The court held that a policy purchased in Canada
by a Canadian manufacturet, to cover products which
would foreseeably find their way to Ohio, subjected the
insurer to jurisdiction in Ohio. Thus, a vendor’s
endorsement can have far reaching effects, even for foreign

insurt::rs.142

Another extremely interesting federal district court
case which was never officially reported is Murray Obio
Manufacturing Company v. Royal Insurance Company'®®
{(Murray Obio 1I). It concerns two issues: First, whether the
vendor, who was denominated an additionial insured, was
a mere intended third-party beneficiary of the contract
between the named insured which paid the premium and

141, 587 N.E.2d 442 {Ohio.App.), cere. den'd 575 NLE.2d
215 (Ohio 1991},

142. At least one case has departed from Chace's analysis of
personal jurisdiction. Hassneh Ins. Co. of Irael, Ltd.. v. Plastigone
Technologies, Ine., 623 5.2d 1223 (Fla.App. 1993} (discussed
below}, Moreover, Kansa, the Finnish insurer which covered the
Canadian manufacturer, sued its lawyers for malpractice. Kansa
General Int'l Ins. Co. v, Weston Hurd Fallon Paisley & Howley,
1995 WL 693105 (Ohio App. 1995).

143, 1991 WL 171270 (N.D. il 1991).



the insurance company which issued the policy (as opposed
to a party), and second, whether a “down stream” exclusion
applied.

In the case which underlay Murray Ohio I, someone
was injured when trying to start a lawnmower
manufactured by Murray Ohio and sold by Wal-Mart.
Briggs & Stratton had manufactured the mower’s engine.
Murray Ohio and Wal-Mart had both sought defense and
indemnity under the vendor’s endorsement. The precise
issue before the court was whether to grant summary
judgment in favor of these two parties. The court refused
summary judgment on two grounds. First, the court
suggested that the defendants had raised issues of fact as to
whether Murray Ohio and Wal-Mart were intended third-
party beneficiaries of the contract of insurance berween
Royal and Briggs & Stratton. Under the applicable law,
that of Illinois, which is substantially the same as the law
of most jurisdictions, whether someone is an intended
third-party beneficiary under a contract is a matter of
intent. The intentions of both the parties of the contract
when it was formed must be studied in order to determine
whether someone is an sntended third-party beneficiary.

Moreover, the defendants — Royal and Briggs &
Stratton — set up an exclusion as a defense to coverage.
The exclusion reads as follows:

The insurance with respect to the vendor does
not apply to . . . bodily injury or property
damage arising out of . . . products which[,]
after distribution or sale by [Briggs,] . . . have
been...usedasa. .. part of ingredient of any

other thing or substance by or for the
vendor, 144

This is 2 “down stream” exclusion. It is, roughly, Exclusion
()(b){iv) in the sample vendor endorsement quoted in
section IT above. The “down stream” exclusion here negates
coverage for any manufactured item which then becomes
part of a larger manufactured assemblage. This exclusion
would appear to negate coverage both for manufacturer of
the lawnmower and for the retailer which sold the
lawnmower.

The district judge held that the defendants had
presented evidence raising material questions of fact as to
both questions. The court’s handling of this problem is very
strange. For one thing, other insureds are not usually
regarded as third-party beneficiaries of the insurance

144. Id ar 3.

~ I\SURAME M@M

contract. Although the question does not come up
expressly very often, other insureds, such as vendors, are
generally assumed to be parties to the contract of insurance.
Of course, since insurance contracts are unilateral
contracts,’® and since additional insureds do not pay
premiums or make representations in the application
process, they do not have any obvious duties to the
insurance company until the claims process begins.
Nevertheless, it is misleading to categorize other insureds
as mere third-party beneficiaries (whether intended or
otherwise). Perhaps the court wanted to create an
opportunity to examine the intentions of the parties. But
if it were acknowledged that Wal-Mart, say, were an
intended vendor of the Briggs & Stratton engine, then,
under normal insurance principles, there would be no
factual inquiry. Wal-Mart would be an insured, and that
would be that. If a vendor is an insured under a contract,
then it should also be treated as a party to thar contract.,

The second question pertaining to the “down stream”
exclusion is a much more significant question. The court
denies the summary judgment of Murray Ohio on the
grounds that the defendants raised factual issues. The court
said that the evidence raised a genuine factual issue as to
whether the tort plaintiff in the underlying case
experienced injury as a result of the lawnmower engine
which had become a “part or ingredient” of another “thing
or substance,” such that Murray Ohio (and therefore Wal-
Mart) are excluded from the coverage as a result of the
endorsement. The defendants had presented evidence as to
how a lawnmower engine fits into a lawnmower. The
district court must have been holding that there were issues
of fact as to whether the engine was a part of the
lawnmower. (It would be strained to call a lawnmower
engine an ingredient of a lawnmower.)

The court’s issue does not appear to involve a
substantial issue of fact. Indeed, the question does not
appear to raise a question of fact ar all. Rather, it appears
to raise a question about language or a question about our
conceptual scheme. After all, if one asks, “Is my leg part of
my body?” the answer is not to be determined empirically.
It is to be determined by thinking about the meaning of

145, Walter H. Jaeger, WILLISTON ON CONTRACTS 3d § 13
(1957) (“A vital discinction in contracts exists berween (1) those
where each party promises some petformance and (2) those where
only one party promises performance, the consideration from the
promisee being actually given and being something other than 2
promise. The former are called bilateral, the latter unilateral.” /4.
ar 223.)
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the term “body” and — perhaps — the meaning of the
term “part.” Similarly, if one asks, “Is a lawnmower engine
part of a lawnmower?” one would answer the question by
thinking about the term “power mower” and its
implications. Two features of its opinion hintat the answer.
First, the defendants, Briggs & Stratton and Royal, had not
filed summary judgment motions of their own. Thus, the
court was not facing cross-motions for summary judgment.
It could not grant the judgment in favor of the defendants.
Second, the court wanted the case settled. Indeed, the last
section of its order twice encourages the parties to settle. If
the court had denied the plaintiff's motion for summary
judgment on the basis that the “down stream” exclusion
was legally sufficient to defeat coverage under the
circumstances, pethaps meaningful settlement negotia-
tions would be discouraged.

Murray Obio Iis a poorly reasoned case. The real point
at issue was never properly formulated. It is chis: If the
lawnmower engine injured the tort plaintiff, and it injured
the tore plaintiff as a result of its own internal deficiencies
and not as a result of any properties of the mower, then (at
least in theory) the vendor’s endorsement should apply.
But, of course, that is not the wording of the “down stream”
exclusion. Perhaps the court was looking for more facts so
that it could figure out how to deal with the tension
between the purpose of the endorsement and its wording.

Sears, Roebuck and Company v. Savey Reinsurance
Company, Ltd 1% concerned the problem of policy
issuance. Sears contracted with a bicycle manufacturer for
indemnity and insurance. The manufacturer hired a broker
to obtain the contractually required insurance. The broker
obtained it from Savoy, or so it thought, and issued a
certificate of insurance stating that the Savoy policy
included vendor’s coverage for Sears. Unfortunately, when
Savoy issued its products liability policy, it did not contain
the vendor’s endorsement. Nobody noticed the problem,
and by the time the coverage litigation came to fruition,
Savoy was insolvent and inactive.

The court held that the bicycle manufacturer was liable
to Sears for failing to obtain insurance coverage as agreed.
The court held that the manufacturer therefore stood in
the shoes of insurer and was legally obligated to reimburse
Sears whatever expenses an insurer would have been
obligated to pay. The court observed that Sears would have
probably insisted upon broad form vendor's endorsement
coverage — a fact which must be known to every federal

146, 1991 WI. 247583 (N.D.IIL 1991).
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judge in the Northern District of Illinois. On this bass, the

court held the manufacturer liable to Sears for the
underlying injury, and attorney’s fees in the underlying
case. 147

In Euston v. Chevron Industries, Inc,'®® the court
returned to the issue of the vendor, which also does
something else. The insurance aspects of this case arose out
of an industrial death which resulted from the tip-over of
a large mobile crane. The decedent was in the process of
learning to operate the crane. While the decedent was
operating the crane, and taking instruction, it began to turn
over; he jumped from its cab; and the crane fell on him.
Grove Manufacturing Company manufactured the crane,
while Head and Enquist (“H & E”) sold the crane to
Chevron. :

Ditect actions against insurance companies are
permitted in Louisiana. Asa result, the insurance issues and
the tort issues came up in the same case. Consequently, the
court of appeals decided a number of each type of issue. H
& E not only sold the crane to Chevron, it conducted
“training familiarization” classes. H & E attempted to
defeat its tort liability by arguing that the decedent had
never attended any such class. The court of appeals
affirmed the trial courr’s finding that H & E’s classes were
inadequate on the ropic of how one should respond to a

crane as it begins to tip over. The court of appeals also ruled

that had the classes been sufficient, the jury might have
found that the decedent would have received adequate
training from Chevron employees who had been to the
classes. Consequently, H & E was liable to the plaintiff,
and the court of appeals faced the insurance issue.

National Union issued a general liability policy to
Grove, with H & E listed as a covered vendor. National
Union had declined coverage, on the grounds that H & E
was notsimply a passive, innocent, “non-culpable accessory
in the eventual sale,” but was actively negligent. The court
of appeals observed that the jury had held that H & E was

accountable for the death as a result of its inadequate

147.  Predictably, errors in procuring and issuing vendor’s
insurance are predictable, Sametimes the wrong insurance gets
issued. Sears, Roebuck v. Insurance Company of North America,
1990 W1 115570 (N.IDLHI 1990). Somerimes, the errors are
more complicated. Sears, Rocbuck and Company v. Fugua Insur-
ance Company, Lid., 1990 WL 251744 (N.D.III. 1990). In
Fugua, manufacturer procured whar Sears thought was the wrong
palicy. Based on a course of dealing berween the manufacturer
and Sears, the court decided in favor of the manufacturer.

148. 602 5.2d 1032 (La.App. 1992).
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training classes, and not as a result of the fact that it sold
the product. This conduct the court took to be outside the
purview of the vendor’s endorsement. 149

North River Insurance Company v. Sears, Roebuck &
Co., 150 concerned coverage under a vendor’s endorsement
rising out of a death. The decedent was killed when a
chainsaw he was using “kicked back” and injured him
mortally. The Singer Company, North River’s insured,
manufactured the chainsaw and sold it to Sears. In the
contract for the purchase of saws between Singer and Sears,
Singer agreed to add Sears as an insured under its product
liability policies.

The saw was originally sold to Sears in 1971. Sears sold
it to an unknown third-party. That person rerurned it to
Sears. Sears reconditioned the saw and sold it to the
decedent for $29.99 in 1981. The decision does not say
how long the intervening purchaser owned the saw or how
much he had used it. Further, the case does not say when
Sears sold the saw to the decedent, or how long the
decedent had it.

The vendor’s endorsement at issue was similar to the
exemplar set forth verbatim in section II above.
Nevertheless, the verbiage was much simpler. It extends
coverage to:

vendors with respect to the distribution or sale
of an Insured’s products by such vendor except
thar the insurance does not apply to any such
vendor who 1) changes the conditions of the
product; or 2) repacks such ptoduct, or 3)
performs any demonstrations, installation,
servicing or repair operations in connection
with such products away from the vendor’s
premises . . . .

Exclusions (1) and (2) were at issue. (Exclusion (1) is

149.  The court principally relied upon American Whise Cross
Laboravories, Inc. v. Continental Insurance Co., 495 A.2d 152
(N.].Super. 1985). That court is the source of the quored lan-
guage immediately above, The court also cited Dominck’s Finer
Foods, Inc. v. American Manufacturer’s Mutual Ins. Co., 516
N.E.2d 544 (1l App. 1987).

150. 974 F.2d 1343 (9ch Cir. 1992). See 1992 W1 223714
{9th Cir, 1992). The Federal Reporter cite is merely a notation.
The full text of the opinion is catried only on Westlaw. (Under
Ninth Circuit Rule 36-3, dispositions other than opinions or
orders designated for publication in the Federal Reporter ace not
precedencial and should not be cited except when relevant under
the doctrines of law of the case, res judicata, or collateral estoppel.
Consequently, this case cannot be cited as precedent. Neverthe-
less, it is interesting as something illustrating judicial thinking.)

ISTNBLITGATY

conceptually identical to Exclusion (1)(b)()) in the
exemplar, and there is no exact analog for Exclusion (2)).

According to the Court of Appeals, the decision of the
district court looks as though it may have turned upon
Exclusion (1). Apparently, the insurer conceded, in effect,
that the judgment in the district court could not be
supported on that ground. Therefore, the Court of Appeals
regarded Exclusion (2) as dispositive. To put matter
simply, the issue was this: Had North River proved itself
entitled to a summary judgment on the repackaging issue?
Sears and North River had apparently stipulated that the
“product” originally consisted of the chainsaw, an ownet’s
manual, certain warranty information, a cardboard box
container, and some wrapping. The saw Sears sold the
decedent was a used, reconditioned saw, which was not in
its original package. The parties also stipulated that Sears
had “reconditioned” the saw. The term “reconditioned” is
defined by Sears in its policy manual as “‘a used product
which has been carefully inspected and any necessary steps
taken, including cleaning, adjusting, replacement of worn
or non-functioning parts, etc., to assure thart the item is in
satisfactory working condition when resold.”!! Appar-
ently the parties had further stipulated that the used saw
Sears sold the decedent did not come with an owner’s
manual or any other product information. According to
the court, these facts did not demonserate that the saw had
been repacked. As the Court of Appeals observed, “the only
fact before the district court was that the saw was not in its
original package. At most, North River indicated thar it
had no facts to show that there was repackaging of the
product.”!?2

This is a very odd opinion, On the one hand, the
parties appear to have stipulated that the reconditioned
chainsaw was not in its original package. On the other
hand, the court says that North River, the summary
judgment movant, did not present sufficiently convincing
evidence that Sears had repacked the product. If the saw
was in some package, and if that package was not the
original, and if Sears had reconditioned the saw and then
repaired it for resale, then it is difficult to imagine why the
evidence is insufficient, even in the summary judgment
context. Was the court’s point that someone might have
repacked the saw, but not Sears? Is the court’s point that
putting the saw in a new package is not identical to
repacking the product? These propositions make little

151, Id at2.
152, Id.
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sense. Further, if the court’s concern is the second question,
then its concern is not a factual issue but a linguistic issue:
Whether vendors utilizing a new container constitutes
repacking for the purposes of Exclusion (1) of the North
River policy.

Perhaps the Court of Appeals was concerned about a
deeper issue. Perhaps it was concerned about denying
coverage simply as the result of the saw’s being in a different
container. Why should the fact that the saw is in a new
container defeat a vendor’s endorsement, if the new
container is completely immaterial as to why the saw caused
the injury for which the insurance is necessary? It is not
uncommon in insurance law for materiality to be
important. Insurance law, outside maritime law, hates
warranties, converts them to representations where
possible, and requires that policies be avoided as the result
of misrepresentation, only if the misrepresentation is
material. Similarly, the courts strain to circumvent
restrictions in policies which, while technically applicable,
are immaterial to a loss. Courts should arguably not do this
in connection with a “repackaging exclusion.” The
designers of the vendor’s endorsementare, no doubt, trying
to formulate a bright line rule for separating vendors who
are pristine sellers, and nothing else, from vendors who
actively impact the products they sell. That a vendor
unpacks and repacks the item to be sold constitures a pretty
good bright line, although it tends to be favorable to the
insurer. For example, a repacking exclusion simplistically
conceived might excluded coverage for floor models which
were taken out of their boxes and then either replaced in
their boxes or sold without any boxes at all.!%3

These themes are further elaborated in another
unpublished opinion from the Ninth Circuit, United
Pacific Insurance Company v. Safety-Kleen Cmpamtz'on,154
another unpublished opinion. Safety-Kleen had been sued
by someone who claimed to have contracted leukemia as
the result of having been exposed to product manufactured

153.  According to the parties, the single entity, the producr ar
issue consisted of several, if not many, parts, including the saw,
the inseruction manual, product information, warranties, the box,
and the wrapping on the box. Should one conclude thar if the
ultimate vendee does not receive one of the many items which
constitutes the single product, then the vendee had not been sold
the product and hence the vendor’s endorsement had not been
triggered. What if the missing components were the wrapping?

154, 978 F.2d 716 (9th Cit. 1992), a table notation. The
opinicn is unpublished, but is to be found at 92 WL 318622 (9th
Cir. 1992). Under Ninth Circuit Rule 36-3 this opinion is with-
our precedential value, and it should not be cited as precedent.
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by Safery-Kleen which contained benzene. Chevron
appatently sold Safery-Kleen some significant ingredients
which were used in Safery-Kleen’s solvents. United Pacific
sought to avoid coverage by reference to Exclusion
(1)(b)(iv), of the exemplar’s endorsement contained in
section II above. The Ninth Circuit panel cited Sears v.
Reliance,'® for the proposition that this exclusion does
not apply unless there is a connection between the changes
which the vendor makes and the injuries for which
insurance is sought. The panel noted that this rationale had
been adogatecl by an intermediate-level California court of
appeals. ! 6

According to the panel, United Pacific only established
that Chevron’s products were used by Safety-Kleen as an
ingredient in another substance, namely, its commercial
solvent. They had not established that there was an
intimate nexus between the tort plaintiff's injuries and any
changes made by Safety-Kleen. In effect, the court held chat
chemical processing does not, in and of itself, threaten a
company’s status as a pristine vendor.

The opinion of the Ninth Circuir panel is difficult to
understand, in part, because few facts are set forth in the
opinion. After the Ninth Circuit reversed the trial court,
the trial court considered the matter of summary judgment
again. This time it wrote an elaborate opinion, which —
alas — has not been reported in the Federal
Supplement.157 Safety-Kleen marketed and serviced
machines which washed and cleaned some parts of other
machines. Safety-Kleen’s machines were used in machine
shops, auto shops, and similar businesses. These parts-
washer machines pumped a stream of solvent into a
container which holds dirty mechanical parts, thereby
cleaning them. The used solvent was then returned to a
tank. Safety-Kleen regularly inspected its washer, removes
spent solvent, and replaced the spent solvent with fresh.
Safety-Kleen bought virgin solvent from numerous
suppliers, including Chevron. Safety-Kleen sold all of the
solvent it purchases under its own brand name. The solvent
Safery-Kleen sold included not only virgin solvent, but
recycled solvent, as well. Safety-Kleen accepted solvents it
did not originally sell for recycling and subsequent
inclusion in the brand it sells.

The insurance dispute under discussion arose out of

155. 654 F.2d 494 (7th Cir. 1981).

156.  SDR Co. v. Federal Ins. Co., 196 Cal. App. 3d 1433
(1987).

157.  Unired Pacific Ins. Co. v. Safety-Kleen Corp., 1993 WL
505393 (N.DD.Cal. 1993),



two cases in which workers at businesses which utilized the
Safety-Kleen machines contracted leukemia. They alleged
that their diseases resulted from benzene which they alleged
was to be found in the Safery-Kleen solvents. Chevron was
also sued in these lawsuits. Safety-Kleen tendered the
defense of the two lawsuits to both Chevron and Unired
Pacific, Chrevron’s liability carrier. United Pacific accepred
the defenses pursuant to a reservation of rights. It accepted
the defenses because of the vendor’s endorsement discussed
above. The two lawsuits eventually settled, and both
United Pacific and Chevron brought a declaratory
judgmént action to determine whether there had ever been
a duty to defend, whether that duty to defend terminated
at some point, whether there was a duty to indemnify, and
whether {or to what extent) United Pacific-and Chevron
were entitled to reimbursement from Safety-Kleen.
Originally, the district court had granted summary
judgment to Chevron and United Pacific on all issues. As
explained, the Ninth Circuit reversed as to defense and
indemnity issues, but reserved the reimbursement issue
pending a new decision of the district court.

The second decision of the district court is a model of
clarity, and it is unfortunate that the case is not published.
The district court found thar there was a duty to defend,
because there was a potential for indemnity coveragc.158
The district court further found thar the duty to defend
had never terminated. According to the court, an insurer's
duty to defend terminates when it produces unequivocal
and undeniable evidence that there is no possibility of
indemnity coverage. 139 At one point, the district court
implied that the insurance company must produce this
evidence in the underlying lawsuit. (This stray remark is
not true for all sotts of evidence. For example, if an insurer
were defending several defendants pursuant to indepen-
dent policies, the insurer should probably not produce
evidence of non-coverage in an underlying case, if that
evidence pointed toward the liability of one of the other
insured defendants. Obviously, the evidence could be
produced in a declaratory judgment action, but the

158.  The duty to defend issue was decided under California
law. The duty to defend ar that time was controlled by Gray ».
Zurich Ins. Co., 419 P.2d 168 {Cal. 1966). Notice that chis is not
the “Complaint Allegation Rule,” which is also known as the
“Eight Corners Rule.” For a discussion of the ins-and-outs of that
rule, see Michael Sean Quinn and L, Kimbexly Steel, Insurance
Coverage Opinions, 36 S. TEX, L. REV. 479, 510 (1993).

159.  See Horace Mann Ins. Co. v. Barbara B., 846 P.2d 792
{Cal. 1993).
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declaratory judgment action might not proceed quickly
enough to permit the insurer’s safe withdrawal. Surely the
informal production of unequivocal and undeniable
evidence to the insured is sufficient ro give an insurer the

right to withdraw.)

Duty to indemnify determinations differ substantially
from duty to defend determinations. Most significantly, a
court can look at the whole factual basis. It is not restricred
to those facts which the insurer has produced to the
insured. The district court found that United Pacific and
Chevron had no duty to indemnify. Basically, Chevron
presented an affidavit to the effect that it was extremely
unlikely thar its solvents contained any benzene atall, and
Safety-Kicen produced no admissible evidence to the
contrary. Based on the scientific evidence, the court held
that the vendor's endorsement did not provide Safety-
Kleen with the right indemnity. First, the court observed
that if there was any benzene in Safety-Kleen’s solvent, it
resulted from the activities of Safety-Kleen and therefore
fell within Exclusion (1)(b)(iv). Moreover, since there was
no benzene in Chevron’s product, the component of the
vendor's endorsement which constituted an insuring
agreement was never triggered.

Finally, the district court found that United Pacific
and Chevron were entitled to be reimbursed for all money
they spent in setding the underlying cases. (There is no
indication that Chevron and United Pacific had any right
to reimbursement for money spent defending the
underlying cases.) Under California law, an insurer which
settlesa case after having reserved its right to assert a defense
of non-coverage is entitled to be reimbursed the money it
pays in settlement, if the insurer subsequently establishes
non-coverage of an exclusion.'® A reservation of rights
letter constitutes a contractual offer to defend, which is
accepted by performance, that is, by the insured’s
acquiescing. and the insurer's providing the defense.
Consequently, the insurer wilt have reserved its right to seek
reimbursement, only if that right is clearly specified in the
reservation of rights letter. In other words, under California
law, in order for a defending insurer to be entitled to
reimbursement of indemnity monies paid, there must be
an agreement (whether express or implied) berween the
insuter and the insured as to reimbursement. Consequent-
ly, if reimbursement is not mentioned in the reservation of
rights letter, the insurance company cannot acquire a right

160.  Jobansen v. California State Auto Ass'n Inter-Bureau, 538
P.2d 744 (Cal. 1975).
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