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New York’s legislature has long 
recognized that the business 
of insurance affects all sectors 

of the public, business and govern-
ment and involves many transac-
tions that have potential for abuse 
and illegal activities. In an effort to 
protect against these dangers, New 
York codified laws aimed at detecting 
and combating insurance fraud.1

Life Insurance Fraud

However, in the area of life insur-
ance, there has been a recent influx 
of fraudulently procured policies that 
have evaded these laws, and insurers 
have been powerless to void them. 
The fraud typically occurs in con-
nection with stranger-originated life 
insurance (STOLI, also referred to 
as investor-owned life insurance, or 
IOLI), which are schemes typically 
used to recruit elderly clients of mod-
est means to apply for life insurance 
policies in exchange for certain pay-
ments once the insurance policies 
are issued and resold for a profit. 
The life insurance applications are 
purposefully submitted with mate-
rial misrepresentations regarding the 
elderly client’s assets and net worth 
in order to qualify for an insurance 
policy with a large face value. The 

perpetrators often finance the policy 
premiums with third-party financing 
and make every effort to conceal 
the role of those investors. Once the 
insurance policy is resold and the con-
testability period expires, the fraud 
is complete and the perpetrators are 
seemingly untouchable.

Although insurers are entitled to 
rescind policies procured by fraud 
within a policy’s contestability period 
this bright-line rule has been threat-
ened by crafty litigants. Policyholders 
at risk of having their policies rescind-
ed have used New York’s common 
law principles of waiver and ratifica-
tion to create a glaring loophole that 
can be used against any insurer that 
accepts even a single premium pay-
ment, for a brief period of time, for a 
policy that the insurer believes may be 
fraudulently procured.

New York’s common law principles 
of waiver and ratification rely on the 
concept that an insurer may not 
benefit from both sides of a fraudu-
lent transaction. It will not allow the 
insurer to benefit from the premiums 
while renouncing the policy for lack of 
mutuality and timeliness.2 In theory, 
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these principles are sound; however, 
in application, these principles allow 
fraudulent policies to remain in effect.

With life insurance death benefits 
often reaching millions of dollars, a 
single fraudulent life insurance poli-
cy may provide an offender with the 
opportunity to hit the “insurance-fraud 
jackpot” by filing a single application 
and payment of premiums. Acceptance 
or receipt of a single premium payment 
may be all that is needed for an insur-
er to effectively ratify a fraudulently 
obtained life insurance policy and 
allow a defrauder to keep the policy 
in place. Allowing this fraud to take 
place increases the cost of insurance 
for everyone. In fact, the estimated 
cost of non–health insurance fraud is 
more than $40 billion annually, costing 
each family upwards of $500 per year 
in increased premiums.3

A Loophole

Recent decisions suggest that New 
York’s policy aimed at reducing insur-
ance fraud has taken a backseat to 
a loophole based in common law. In 
numerous cases, New York courts 
have allowed this loophole to exist 
and refused to either create an excep-
tion or properly apply the principles 
of waiver and intent, despite seri-
ous allegations of fraud and signifi-
cant attempts by insurers to reject 
any premium received for a policy 
under investigation.

For example, in U.S. Life Ins. Co. 
in the City of N.Y. v. Grunhut, the 
insurer issued several life insur-
ance policies to an individual with 
an aggregate face value of $10 mil-
lion.4 Two years later, the insurer 
filed a declaratory judgment action 
in New York Supreme Court seeking 
to rescind the policies, alleging that 
an internal investigation yielded evi-
dence that the individual falsified her 
net worth, real estate holdings and 
annual income in her life insurance 
applications. The insurer further 
alleged that the misrepresentations 
were material; i.e., the insurer would 

not have issued the policies if it had 
known the true financial status of 
the insured. After commencing the 
action, the defendant continued to 
make premium payments. The insur-
er attempted to return the premium 
payments to avoid any argument that 
it waived its right to rescind the poli-
cies, or that it ratified the policies, 
but the defendant refused to accept 
the returned premiums in an attempt 
to take advantage of the loophole. 
Out of an abundance of caution, the 
insurer moved to have the premiums 
deposited with the court during the 
pendency of the litigation. The court 
granted the insurer’s motion, but 
after the insurer deposited the funds 
with the court, the defendant imme-
diately moved to dismiss the action, 
arguing that the insurer waived 
its right to rescind the policy by 
accepting the premiums.

The trial court in Grunhut denied the 
defendant’s motion, holding that the 
insurer’s deposit of premiums with 
the court was consistent with the 
insurer’s desire to rescind the policy 
and, thus, the insurer did not manifest 
the intent necessary to waive its right 
to rescind. Although this seemed to 
create a fair and reasonable solution 
for an insurer faced with this issue, 
in a pithy, 40-word opinion (shorter 
than two “tweets”), the First Depart-
ment swiftly overturned the trial 
court’s decision.5 The First Depart-

ment ignored the insurer’s repeated 
efforts to return the premiums and 
failed to comment on whether the 
insurer’s deposit with the court was 
consistent with an intent to rescind 
the policy. Rather, the First Depart-
ment decided that the insurer waived 
its right to rescind after accepting 
premiums for three months after the 
litigation was commenced.

The decision in Grunhut is a prime 
example of the result of the loophole. 
The rigid implementation of these 
common law principles in seemingly 
inappropriate contexts highlights the 
fact that New York’s legislative and 
public policy against insurance fraud 
is at odds with New York common law. 
On one hand, New York has a stated 
policy of combating insurance fraud; 
on the other hand, New York com-
mon law allows a fraudulent party to 
keep the policy in place, where the 
court could have viewed the insurer’s 
acceptance of the premium in its true 
context amid litigation to rescind the 
policy and not as the insurer’s intent 
to ratify the policy.

In Security Mutual Life Ins. Co. of 
N.Y. v. Rodriguez,6 the fraud was clear. 
Here, the defendants purchased three 
life insurance policies worth approxi-
mately $20 million through insurance 
brokers who later pleaded guilty to 
insurance fraud crimes. The insurer 
brought a declaratory judgment action 
seeking rescission of the policies 
based on this fraudulent conduct. 
The insurer believed that the act of 
filing the declaratory judgment action 
was sufficient evidence of its intent 
to rescind the policies. However, 
the defendants continued to pay the 
policy premiums for nine months dur-
ing the course of the litigation and 
filed a motion to dismiss based on 
the insurer’s acceptance of the pre-
mium payments. Despite evidence that 
the insurer intended to rescind the 
policies, as well as evidence that the 
insured made material misrepresenta-
tions when procuring the policies, the 
court once again held that the insur-
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er’s acceptance of premium payments 
rendered it unable to rescind the poli-
cies, passing up another opportunity 
to view the conduct of the insurer as 
consistent with an intent to rescind 
the policy. As a result, the policies 
remained in effect while the insurance 
brokers that procured the policies 
were prosecuted for insurance fraud.

Finally, in American General Life 
Insurance Co. v. Salamon,7 the courts 
missed yet another opportunity to 
consider whether the insurer actually 
intended to ratify the policy at issue. 
Here, the insurer issued a life insur-
ance policy with a value in excess of 
$8 million. An internal investigation 
revealed evidence that the insured had 
misrepresented her income, net worth, 
and the value of overseas properties 
located in Romania by utilizing alleg-
edly forged currency conversion met-
rics inflating the value of real estate by 
millions of dollars in the application. 
The insurer invoked its right to rescind 
the policy, but inadvertently accepted 
one premium payment four days after 
sending the letter. The insurer’s premi-
um-acceptance system automatically 
processed the payment as it was not 
designed to foresee remittance of pre-
miums for a policy procured by fraud.

The insurer immediately filed an 
action to rescind the policy and the 
defendants quickly filed a motion to 
dismiss based on the insurer’s accep-
tance of premiums. The insurer argued 
that its acceptance of a single premium 
payment only four days after sending 
its notice of rescission to the defen-
dants could only be considered a tem-
porary retention, and not an intent to 
ratify the policy. The insurer further 
asserted that its rescission letter indi-
cated its intent to cancel the policy and 
the acceptance of a single premium 
was inadvertent, resulting from the 
structure of its payment system, which 
was designed to automatically accept 
premium payments to ensure that a life 
insurance policy maintained its value. 
Both the District Court and the Second 
Circuit Court of Appeals found in favor 

of the defendants. The Second Circuit 
held that because the insurer’s sys-
tem was designed to accept premiums, 
it could not have been inadvertent. 
The court determined that the insur-
er’s payment system, rather than the 
insurer’s letter of rescission sent four 
days earlier, was a clearer indication of 
its intent to maintain the status quo.8 
The defendants were allowed to retain 
the policy with a multimillion-dollar 
benefit, despite the egregious misrep-
resentations made in procuring it.

Conclusion

While some courts have appropri-
ately analyzed an insurer’s conduct 
within the context of the case, those 
decisions remain inconsistent with 
and have not guided recent decisions 
wherein the courts have refused to 
apply the waiver/estoppel principle 
within the context of the case. For 
example, some courts have indeed 
found that an insurer’s negligent 
acceptance of premium payments 
does not establish intent,9 and oth-
ers have held that the inadvertent 
acceptance of premium payments 
falls below the threshold required to 
indicate an insurer’s intent to ratify 
the policy.10 However, these decisions 
are in the minority and did not influ-
ence the courts in Grunhut, Rodriguez 
or Salamon.

The decisions in Grunhut, Rodri-
guez and Salamon highlight the fact 
that the courts’ reliance on New 
York common law to allow fraudu-
lently obtained insurance policies to 
remain in force is far removed from 
New York policy aimed at preventing, 
reducing and eliminating insurance 

fraud. The rigid application of New 
York’s common law concerning the 
acceptance of premium payments has 
led the courts to ignore the blatant 
fraud committed against the insurers 
and the public at large. As referenced, 
these fraudulent policies directly con-
tribute to the more than $40 billion 
in insurance fraud every year, costing 
families higher premiums through no 
fault of their own. In each case, the 
respective courts had an opportunity 
to correct the wrong and decide that 
the acceptance of premium payments 
is not necessarily indicative of an 
insurer’s intent to ratify the policy. 
However, the courts appear to have 
placed more focus on consistently 
applying the common law rule rather 
than the implication of its application. 
Rigid application of the rule, at least 
in the instances discussed above, 
invites further insurance fraud, with 
monetary consequences for the public 
at large. Insurers should be aware of 
this issue and—until the New York leg-
islature or courts correct it—should 
take steps to avoid the loophole by 
implementing mechanisms that reject 
premium payments after insurers 
have evidence that a policy has been 
fraudulently procured.
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