SCANNED ON 2/26/2007

SUPREME COURT OF THE STATE OF NEW YORK — NEW YORK COUNTY

PRESENT: HELEN E. FREEDMAN PART 39
Justice
Arch Ins. Co., / N ,_
INDEX NO. QU@%(}; /()(0
Plaintiff, !
MOTION DATE
“v-
Phillip R. Bennett et al.,
MOTION SEQ. NO. OO 74
Defendants

MOTION CAL. NO.

The following papers, numbered 1 to ware read on this motion to/for

PAPERS NUMBERED

Notice of Motion/ Order to Show Cause — Affidavits — Exhibits ...

Answering Affidavits — Exhibits

Replying Affidavits

Cross-Motion: | Yes X No

The motions with sequence numbers 001, 002, and 005 are consolidated [or joint
disposition.

In this lawsuit, plainti{f Arch Insurance Company (“*Arch”) secks declaratory judgments
that its cxcess liability insurance policy docs not afford coverage to former directors and officers
of a now-bankrupt corporation, Refco, Inc. (“Relco, Inc.”), and Relco affiliates. Delendants
now move for orders dismissing or staying this action primarily on the grounds that 1t 1s
premature and unripe, and that it should await the outcome of a rclated criminal trial. For the
reasons sct forth below, the motions are granted to the extent that the complaint is dismissed
without prejudice.

FOR THE FOLLOWING REASON(S):

Background — Refco, a publicly-traded corporation which provided scrvices Lo financial
markets, collapscd immediately after the company announced on October 10, 2005 that its
[inancial stalements (ailed to disclose that it carried an undiscloscd receivable of § 430 million
from an entity that Refco’s CEQ, Phillip Bennett, controlled. On the following day, Relco
announced that the receivable derived largely from uncollectible debt that that third partics owed
to Refeo.

Relco filed for bankruptcy on Oclober 12. In November 2005, a federal grand jury
indicted Bennett on charges of sccurities fraud and related charges; the indictment alleged that
Bennetl
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sought to hide from, among others, Relco’s auditors and investors, losscs
sustained by Refeo through its own and its customers’ trading in the financial
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markets. To that end, Bennett transferred losscs from Refco to a company
controlled by Bennett, directed a repeated serics of transactions designed lo
conceal those losses at year- and quarter-cnd from Refco’s auditors and others,
and causcd Refco to make false and fraudulent public filings with the [SEC].

In addition, Refco sharcholders, bondholders, customers, and others have filed at least six civil
Jawsuits (the “Underlying Lawsuits”) which, like the criminal proceeding, accusc Bennett of
concealing Refeo’s bad debt through a scrics of sham transactions. The defendants in this action
are defendants in some or all the Underlying Lawsuits.

Insurance Policies — Refeo and its affiliates simultancously held five primary and cxcess
“Directors and Officers” insurance policics that provided one year of coverage beginning on
August 11, 2005. The primary carrier, U.S. Specialty Insurance Company (“U.S. Specialty”),
covers liabtlity of up to an aggregatc of $ 10 million for a number of typcs of claims. The [irst
tier excess carricr, Lexington Insurance Company (“T.exington”), covers the next $ 7.5 million of
liability; Leximgton and its insureds dispute whether the policy covers legal defensc costs. The
second tier excess carrier, Axis Reinsurance Company (“Axis”), covers the next $ 10 mullion of
agaregate liability, inclusive of defense costs. The third tier excess carricr, Allied World
Assurance Company (“AWAC?”), provides an aggregatc liability limit o[ $ 12.5 million,
including defense costs.

The fourth tier excess carricr, plaintiff Arch, issued a policy that limits liability, including
dcfensc costs and expenses, to an aggregate of $ 10 million for “Claims.” The Arch policy also
stales that its coverage extends no further than that provided by the most restrictive underlying
policy.

Certain defendants have tendered their defense of the Underlying Lawsuits lo, and
demanded indemnification from, the aforementioned insurcrs. U.S. Specialty has reserved its
rights Lo deny coverage but has paid or reimbursed several defendants for defense costs totaling,
about $ 4.9 million as of Oclober 2006. Nonc of the cxcess coverage has been reached.
Lexington initially reserved its rights and denicd coverage for defense costs on the ground that its
policy did not cover them. However, Lexington later agreed to advance defense costs if
defendants agreed to repay them if they were later delermined not to be covered.

AWAC denied coverage, in part, bascd on its policy’s “Prior Knowledge Exclusion,”
which excludes coverage for all of its insureds with respect to claims that arose from
circumstances which any insured knew about as of August 11, 2005, if the insured expected or
should have expected thosc circumstances (o lead (o future insurance claims against AWAC. In
addition, the AWAC policy mandatcs that any coverage disputes under its policy are subjcct to
altemative dispute resolution (“ADR™).

Arch responded to defendants’ coverage demands by [iling this declaratory judgment
action. The first count in the amended complaint seeks a declaration that, since Arch’s policy
incorporales any coverage restrictions in the underlying insurance policies, the AWAC’s Prior
Knowledge Lxclusion bars coverage for the Underlying Lawsuits, Arch asserts that the AWAC
Prior Knowledge Fxelusion applics because of what Bennctt knew as of August 11, 2005.

In the sccond count, Arch seeks a declaration that the Prior Knowledge Exclusion in its
own policy bars coverage, due to Bennctt’s knowledge as of August 11, 2005.
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The third count sccks a declaration that the Arch policy does not cover defense costs
because the Lexington policy excludes them.

Motions: Officer Defendants — In motion number 001, defendants Tone Grant, Dennis A.
Klcjna, Joseph Murphy, Perry Rotkowitz, William M. Scxton, Gerald Sherer, Philip Silverman
and Robert C. Trosten (the “Officer Defendants”) move for an order dismissing the complaint on
the ground that no justiciable dispute currently exists betwcen Arch and the movants, becausc it
is unlikely that coverage under the Arch policy will cver be reached. That could not occur until
defendants’ claims exceed $ 40 million and exhaust the coverage that U.S. Specialty, Lexinglon,
Axis, and AWAC provide.

To maintain a declaratory judgment action, a plaintiff must have an “intcrest sufficient to
constitute standing (o maintain the action,” and must face “present, rather than hypothetical,
contingent or remote, prejudice.” Am. Ins. Assoc. v. Chu, 64 N.Y.2d 379, 383 (1985). This
lawsuit is dismissed as premature becausc at present the chances of Aveh’s policy being triggered
are (oo remote, The primary carrier has paid out less than half of its policy limit, and nonc of the
other cxcess carriers’ coverage has been reached. Moreover, Arch fails to show that potential
judgments, scttlements and defense costs related to the Underlying Lawsuits arc likcly to exceed
$ 40 million. Itis particularly unlikely that the movants will incur defense costs that excced
$ 40 million, and accordingly the third count in Arch’s complaint, which pertains only to defense
costs, 1s especially unripc.

As an additional ground for dismissal, the Officer Defendants point out that the first and
sccond counts, which invoke the Prior Knowledge Exclusion in the AWAC and Arch policies,
are unripe because they arc predicated on claims against Bennett that will be determimed in the
Underlying Lawsuits. “I'he general rule is that a declaratory judgment as to a carrier’s obligation
to indemmnifly may be granted in advance of trial of the underlying tort action only i{ it can be
concluded as a matier of law that there is no factual or legal basis on which the insurer may
eventually be held liable under its policy.” First St. Ins. Co. v. J & S United Amusement Corp.,
67 N.Y.2d 1044, 1046 (1986). If a carrier’s obligation to indemnify its insured tumms on an issuc
ol (act that the underlying action will determine, the carrier cannot bring a declaratory judgment
action to determine the issue. See Allstate Ins. Co. v. Santiago, 98 A.D.2d 608, 608 (1st Dept.
1983). Arch secks a declaration that the Prior Knowledge Exclusion bars coverage because
Bennett concealed related party transactions and uncollectible receivables, and accordingly knew
that Refco’s financial statcments were misleading. TTowcever, these accusations against Bennett
arc central (o the Underlying Lawsuits and must be adjudicated in thosc actions.

The Olficer Defendants’ final argument is that the [irst count, which invokes the AWAC
policy’s Prior Knowledge Exclusion, should be dismissed or stayed because litigating Arch’s
claim would conflict with the Officer Defendants’ right to resolve coverage issucs with AWAC
through ADR. This issue does not need to be reached becanse the Prior Knowledge Exclusion in
the Arch policy, which the sccond count invokes, does not afford movants a right to ADR, and
becausc the first count is dismissed {or other reasons.

Director Defendants  In motion number 002, defendants Leo R. Breitman, Nathan
Gantcher, David V. Harkins, Scott L. Jacckel, Thomas H. Lee, Ronald L. O’Kelley, and Scott A
Schoen (the “Director Defendants™) seck dismissal on the ground that “Arch has 1gnored that 1t 18
contractually obligated to advance defense costs.” In support, the Dircctor Defendants cite to
Fed. Ins. Co. v. Kozlowski, 18 A.D.3d 33 (1st Dept. 2005), in which the Appellate Division
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reccognized that a liability insurer must pay defense costs as they are incurred, and cannot defer
payment because the claims against the insured in the underlying litigation, if proven, would bar
coverage. FHowcever, the Director Defendants’ argument does not provide an independent basis
for dismissing the complaint. As discussed above, this action is unripe and it would be premature
to determine the merits in favor of Arch or agamnst 1it. Also, it is unlikely that Arch’s obligations
to pay deflensc costs will ever be triggered, and 1ts duty to pay defensc costs, if any, has no
bearing upon its duty to indemmnify defendants in the Underlying Lawsuits.

Stephen Bennett  In motion 005, defendant Stephen Bennctt scparately moves for a stay
of this action on the ground that he is being criminally prosccuted, and defending Arch’s lawsuit
would require him to waive his right against self-incrimination and jeopardize his criminal
defense. While it appears that the relevant factors weigh in favor of staying this action until the
criminal proccedings against Bennett conclude, this action 1s being dismissed as premature and
accordingly the question of a stay need not be reached.

ORDERED that the motions are granicd to the extent that the complaint is dismissed
withoul prejudice, and it is further

ORDERED that the Clerk is directed to cnter judgment accordingly.

f
Dated: February 20, 2007 W%

Helen E. Freédrr:al(l/J.S.C.

| NON-FINAL DISPOSITION

Check one: X FINAL DISPOSITION
Check if appropriate: | DO NOT POST
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FOR THE FOLLOW!ING REASON(S):
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The following papers, numbered 1 to were read on this motion to/for

PAPERS NUMBERED

Notice of Motion/ Order to Show Cause - Affidavits — Exhibits ...

Answaring Affidavits — Exhibits

Replying Affidavits

Cross-Motion: [~ Yes X No

The motions with scquence numbers 001, 002, and 005 are consolidated [or joint
disposition.

In this lawsuit, plaintiff Arch Insurance Company (“Arch”) seeks declaratory judgments
that 1ts excess liability insurance policy does not afford coverage to former dircctors and officers
of a now-bankrupl corporation, Refco, Inc. (“Refco, Inc.”), and Relco alfiliates. Defendants
now move for orders dismissing or staying this action primarily on the grounds that it is
premature and unripe, and that it should await the outcome of a related criminal trial. For the
rcasons sct forth below, the motions are granted to the extent that the complaint is dismissed
without prejudice.

Background — Refco, a publicly-traded corporation which provided services to {inancial
markets, collapsed immediately after the company announced on October 10, 2005 that its
financial statements [ailed to disclosc that it carried an undiscloscd receivable of § 430 million
from an entity that Refco’s CEQ, Phillip Bennell, controlled. On the following day, Refco
announced that the receivablc derived largely from uncollectible debt that that third parties owed
to Relco.

Refco filed for bankruptey on October 12. In November 2005, a federal grand jury
indicted Bennett on charges of securities fraud and related charges; the indictment alleged that
Bennett

sought to hide from, among others, Refco’s auditors and investors, losscs
sustained by Refco through its own and its customers’ trading in the financial
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markets. To that end, Bennett transferred losses from Refco to a company
controlled by Bennett, directed a repeated series of transactions designed to
conceal those losses at year- and quarter-end from Refco’s auditors and others,
and caused Refco to make falsc and fraudulent public filings with the [SEC].

In addition, Refco shareholders, bondholders, customers, and others have {iled at least six civil
lawsuits (the “Underlying Lawsuits™) which, like the criminal proceeding, accuse Bennett of
concealing Refco’s bad debt through a series of sham transactions. The defendants in this action
are dcfendants in some or all the Underlying Lawsuits.

Insurance Policies — Refco and its affiliates simultaneously held five primary and excess
“Directors and Officers” insurance policies that provided one year of coverage beginning on
August 11, 2005, The primary carrier, U.S. Specialty Insurance Company (“U.S. Specialty”),
covers liability of up to an aggregate of $ 10 million for a number of types of claims. The first
tier cxcess carricr, Lexington Insurance Company (“Lexington”), covers the ncxt $ 7.5 million of
liability; Lexington and its insurcds dispute whether the policy covers lcgal defensc costs. The
second tier exccss carrier, Axis Reinsurance Company (“Axis”), covers the next $ 10 million of
aggregatc liability, inclusive of defense costs. The third tier excess carricr, Allied World
Assurance Company (“AWAC”), provides an aggregate liability limit of § 12.5 million,
including delensc costs.

The fourth tier excess carrier, plaintiff Arch, issued a policy that limits liability, including
defensc costs and cxpenses, to an aggregatc of $ 10 million for “Claims.” The Arch policy also
states that its coverage extends no further than that provided by the most restrictive underlying

policy.

Certain defendants have tendered their defense of the Underlying Lawsuits to, and
demanded indemnilfication from, the aforementioned insurers. U.S. Spccialty has reserved its
rights to deny coverage but has paid or reimbursed scveral defendants for defense costs totaling
about $ 4.9 million as of October 2006. Nonc of the exccess coverage has been reached.
Lexington initially reserved its rights and denied coverage for defense costs on the ground that its
policy did not cover them. However, Lexington later agreed to advance delcnse costs 1f
dcefendants agreed to repay them if they were later determined not to be covercd.

AWAC denied coverage, in part, based on its policy’s “Prior Knowledge Lixclusion,”
which excludes coverage for all of its insureds with respect to claims that arose (rom
circumstances which any insured knew about as of August 11, 2005, if the insured expected or
should have expected those circumstances to lead to futurc insurance claims against AWAC. In
addition, the AWAC policy mandates that any coverage disputes under its policy are subjcct to
alternative dispute resolution (“ADR”).

Arch responded to defendants’ coverage demands by filing this declaratory judgment
action. The first count in thc amended complaint seeks a declaration that, since Arch’s policy
incorporatcs any coverage restrictions in the underlying insurance policics, the AWAC’s Prior
Knowlcdge Exclusion bars coverage for the Underlying Lawsuits. Arch asser(s that the AWAC
Prior Knowledge Exclusion applies becausc of what Bennett knew as of August 11, 2005.

In the second count, Arch seeks a declaration that the Prior Knowledge Exclusion in its
own policy bars coverage, due to Bennett’s knowledge as of August 11, 2005.
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The third count sceks a declaration that the Arch policy docs not cover defense costs
because the Lexington policy excludes them.

Motions: Officer Defendants - In motion number 001, defendants Tone Grant, Dennis A,
Klejna, Joseph Murphy, Perry Rotkowitz, William M. Sexton, Gerald Sherer, Philip Silverman
and Robert C. Trosten (the “Officer Defendants”) move for an order dismissing the complaint on
the ground that no justiciable dispute currently exists between Arch and the movants, because it
is unlikely that coveragc under the Arch policy will ever be reached. That could not occur until
defendants’ claims exceed $ 40 million and exhaust the coverage that U.S. Specialty, Lexington,
Axis, and AWAC provide.

To maintain a declaratory judgment action, a plaintiff must have an “interest sufficient to
constitute standing to maintain the action,” and must facc “present, rather than hypothetical,
contingent or remote, prejudice.” Am. Ins. Assoc. v. Chu, 64 N.Y.2d 379, 383 (1985). This
lawsuit i1s dismissed as premature because at present the chances of Arch’s policy being triggered
arc too remote. The primary carrier has paid out less than half of its policy limit, and none of the
other excess carriers’ coverage has been reached. Moreover, Arch fails to show that potential
judgments, settlements and dcfense costs related to the Underlying Lawsuits are likely to exceed
$ 40 mullion. It 1s particularly unlikely that the movants will incur defense costs that excced
$ 40 million, and accordingly the third count in Arch’s complaint, which pertains only to defensc
costs, 18 especially unripe.

As an additional ground for dismissal, the Officer Defcndants point out that the first and
second counts, which invoke the Prior Knowledge Exclusion in the AWAC and Arch policies,
are unripe because they are predicated on claims against Bennett that will be determined in the
Underlying Lawsuits. “The general rule is that a declaratory judgment as to a carrier’s obligation
to indemnify may be grantcd in advance of trial of the undcrlying tort action only 1f it can bc
concluded as a matter of law that there is no factual or legal basis on which the insurer may
eventually be held liable under its policy.” [First St. Ins. Co. v. J & § United Amusement Corp.,
67 N.Y.2d 1044, 1046 (1986). If a carrier’s obligation to indemnify its insured turns on an issue
of fact that the underlying action will determine, the carrier cannot bring a declaratory judgment
action to determing the issue. See Allstate Ins. Co. v. Santiago, 98 A.D.2d 608, 608 (1st Depl.
1983). Arch seeks a declaration that the Prior Knowledge Exclusion bars coverage because
Bennelt concealed related party transactions and uncollectible receivables, and accordingly knew
that Refco’s financial statcments were misleading. However, these accusations against Bennett
are central to the Underlying Lawsuils and must be adjudicatled in those actions.

The Officcr Defendants’ final argument is that the first count, which invokes thc AWAC
policy’s Prior Knowledge Exclusion, should be dismissed or stayed because litigating Arch’s
claim would conflict with the Officer Defendants’ right to resolve coverage issues with AWAC
through ADR. This issue does not nced to be reached because the Prior Knowledge Exclusion in
the Arch policy, which the second count invokes, does not afford movants a right to ADR, and
because the first count 1s dismissed for other reasons.

Director Defendants — In motion number 002, defendants Leo R. Breitman, Nathan
Ganltcher, David V. Harkins, Scott L. Jaeckel, Thomas H. Lee, Ronald L. O’Kclley, and Scott A
Schoen (the “Director Defendants”) seek dismissal on the ground that “Arch has ignored that it is
contractually obligated to advance defense costs.” In support, the Director Defendants citc to
Fed. Ins. Co. v. Kozlowski, 18 A.D.3d 33 (1st Dept. 2005), in which the Appcllate Division
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recognized that a liability insurer must pay defense costs as they arc incurred, and cannot defer
payment because the claims against the insured in the underlying litigation, if proven, would bar
coverage. However, the Dircctor Defendants’ argument does not provide an independent basis
for dismissing the complaini. As discussed above, this action is unripe and it would b¢ prematurc
to determine the merits in favor of Arch or against it. Also, it is unlikely that Arch’s obligations
to pay delense costs will ever be triggered, and its duty to pay defensc costs, if any, has no
bearing upon its duty to indemnify defendants in the Underlying Lawsuits.

Stephen Bennett — In motion 005, defendant Stephen Bennett separately moves for a stay
of this action on the ground that he is being criminally prosecuted, and defending Arch’s lawsuit
would require him to waive his right against self-incrimination and jeopardize his criminal
deflense. While it appcears that the relevant factors weigh in favor of staying this action until the
criminal proceedings against Bennett conclude, this action is being dismissed as premature and
accordingly the question of a stay need not be reached.

ORDERED that the motions are granted to the extent that the complaint 1s dismissed
without prejudice, and it is further

ORDERED that the Clerk is directed to enter judgment accordingly.

/
Dated: February 20, 2007

Helen E. Fraédm‘al(L/J.S. C.
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