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PAPERS NUMBERED 

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

Replying Affidavits 

1 -  Cross-Motion: Yes No 

The iii~~tioiis with seqiieiicc numbers 001, 002, and 005 arc consolidatcd lhrjoint 
disposition. 

hi this lawsuit, plaintil‘l.. Arch Insurance Company (“Arch”) secks declarator-y j udglncllts 
that its cxccss liabiljly iiisurance policy docs iiot afford coverage to former directors and officers 
of a now-baiiknipl coryoratioii, Rcfco, lnc. (“Kclco, Tnc.”), aiid l<eko affiliates. Lkkiidants 
now move for orders dismissing or staying this action primarily on the gouiids that i t  is 
Immature and iimipe, niid that il sliodd await tlic outcome or a d a t e d  crimiiial trial. For the 
I-easoiis set to i~ l i  below, tlic motions are granted to tlic extent that tlic complaint i s  ciisrnisscd 
w i tho irt pi-cj ud i cc. 

Btrckglozr~zd - liefco, a pub1 icly-traded coiyoration which provided services lo firiaiicial 
markets, collapsed immediately aftcr the company aizliouiiccd on Octobcr- 1 0, 2005 that its 
liiiancial slateincrits lhilcd to disclosc that it carried an undiscloscd receivable or‘$ 430 niillion 
from ill) ciitity that Kefco’s CEO, Phillip Beimett, colitrolled. On the rbllowing day, Reli3o 
aiiii~)iiticed that tlic r-cccivable (lei-ivccl largely froni iiiicollectiblc debt that that tliir-d parlics owed 
lo Rcl’co. 

K c h  filed for bankruptcy on October 12. hi Novcniber 2005, a fcdcral grand jury 
indicted Rcnnctt on charges of securities li-aud and related charges; tlic indictinent allcgcd tliat 
L3ennett 

soughl to h i c k  l.r-oiii, among othci-s, Rcli;o’s aiiditoi-s and invcslors, losscs 
sustaiiicd hy Kcfco through its owii and its customers’ trading in thc liiiancial 
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iiiarkcts To that end, Hennett lranslc‘cl-rcd losscs from Rel‘co to a company 
controlled by Rcnnctt, directed a repeated seiics of transactions designed to 
conceal those losses at year- aiid quai-tct.-cnd from Refco’s auditors and others, 
and causccl Rcfco to nialie false and iiiaiiclulcnt public filings with tlic [SEC]. 

111 xlditjoii, Rclco sharcholders, bondholtlei-s, custoiiicrs, aiid others have lllcd at  least SIX civ i  1 
lawsuits (the “Undei-lying 1 ,awsuits”) which, lihe the criminal proceeding, a c c ~ ~ s c  Rcnnctt of 
concealing Rcfco’s bad debt ho i igh  a scrics of sliaiii transactions. TJic dcfciidants in his action 
are dekiidants in sonic or all the Uiiderlyjnz 1,awsuits. 

~ I ~ S I I I ~ ~ I I I C Y  Po1icie.s - Rcfco and ils affiliales simultancously held f ive primary and excess 
“1)irecloi-s and Ofticers” iiisui-ance policics that ~ ~ m v i d e d  one year c) I‘covcrngc beginning on 
August 1 1 ,  2005. TJic priiiiary carrier, IJ.S. Specialty Insurance Company (“U.S. Specialty”), 
covcrs liability of tip lo an aggregate o f $  10 million for a number ortypes of claims. The lii-sl 
tier cxccss carrier, Lexington lrisitrarice Company (“Txxington”), covers the i icxt  % 7.5 million of 
lialiility; Lexi17gto11 and its insureds dispute wlietlier the policy covers legal d e h s c  costs. The 
s c c ~ ~ i i d  tier excess c;in-ier, Axis Reinsurance Chmp:iny (“Axis”), covcrs the ncxl $ 10 inillion o I‘ 
aggregate liability, incl~isivc of’dcfciisc costs. The third lier excess carrier, Allied World 
Assurance Conipaiiy (“AWAC”), provides an aggi-e-egatc liability limit or$ 12,s  million, 
i 11 cl u d i n g de fens c costs , 

‘I’lie fourth tier excess carrier, plaintiff Arch, issued a policy that limits liability, including 
clcf‘ciisc costs and expenses, lo an aggregate o f $  1 0  niillioii for “Claims.” The h - c h  policy also 
stales tliat its covcrngc cxtciids no fLirther than that pi-ovidcd by the most restrictive underlying 
policy. 

Cci-lain defendarils have tendcred their dcfcnsc of the Underlying Lawsuits to, aiid 
demanded jiidci~iiiit?cation from, the aforeineiitioned insurers. LJ.S. Specialty has rcscrved its 
rights lo deny cover-agc h i t  113s paid or reiriibursed several dcfcndants for defense costs totaling 
:tboiit .R 4.9 million as of October 2006. Noiic ofthc cxcess coverage has been reached. 
Lexiiiglori initially rcscrved its rights aiid cleliicd covcragc for defense costs oil the ground t1ia.t its 
policy did not cover Ilicm. However, Lexington later agrccd to advance defense costs if 
del’cndants agreed to rcpay tlicm if they were laler detennjucd riot to be covei-ed. 

A WAC denied coverage, in part, based OH its policy’s “Prior Knowlcdgc Exclusion,” 
whicli excliicies coverage h r  all of its insureds with respcct to clainis that arose .Tram 
circiinistniiccs which ally insiii-ed k-ncw al?out as of Augusl 11, 2005, if tlic insured expected or 
shoulcl have expected those circumstances lo lead to future iiisuraiice claims against AWA(:I. I n  
addition, h e  AWAC policy inaiidatcs that any coverage clisplutcs under its policy are suhjcct to 
a.ltcm:ilivc disputc resolution (“A3:)R”). 

Arch responded to del‘ci~dants’ coverage demands by liling this declaratory judgment 
action. Tlie first cotiiit in thc anicndcd complaint seeks a declaration that, since A-ch’s policy 
incoi-poratcs any covcragc rcstiictions in the iindei-lying insuraiicc policies, tlic AWAC’s Prior 
Kriowledgc Exclusion bars cc~vcragc for tlie Ilnderlyng Lawsuits. Arch asserls that tlic AWAC: 
Prior l~iowleclgc: Fxclusion applics because of what Heiinctt knew as of A~igiist 1 I ,  2005. 

111 Ilic sccond counl, Arch seeks a declaratioii that the Prior Ktiowledgc Exclusion i n  ils 
owii policy ha-s coverage, due to Reniictt’s knowledge as of Aiigiist 1 1 ,  2005. 
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‘l’he third count scclcs a declaration that the Arc11 policy does iiot cover defense costs 
because thc Lexington policy cxcludcs them. 

Motions: OfJ/icw Dcjiwlnnt.7 -. In motion ririmber 001, dcfcndanls ‘l’one (;rant, Thinis A .  
I< 1 cj n a, 50 s eph M LI i p l  1 y, P c rry I< o t lio w i tz , Wi 1 li mi M . S cx t o 11, G er rt  l d S 11 ei-er, Phi I j I:, S i 1 vc riii an 
aiid Robcrt C. ‘I’rosten (the “O&cr 1)clciiclants”) iiiove for an order disniissing the complaint on 
the ground that no Justiciahlc dispute cuirently exists between Arch and the movants, lxcausc it 
is tinlikely that coverage under the Arch policy will cvcr hc rcached. That coirld not occur uiitil 
clcf.mdaiits’ claims exceed $ 40 iiiillioii and exhaust the coveragc tliat LJ.S. Specialty, Lexington, 
Axis, and AWACl provide. 

To maintain a declaratory j u c l ~ ~ c n t  action, a plaintiff i7irist have an “intcrcst sufficienl to 
constitute standing to iiiaintain thc action,” and must face “present, rather than hypothetical, 
coiitiiigcnt or reniote, pixjLidicc.” Anz. 117s. Assoc. 1’. C‘liu, 64 N.Y.2d 379, 383 (11185). ‘I’his 
lawsuil is dismissed as prematur-e because at prcscnt the chances or  Arch’s policy being triggered 
:ire too remote. The priniary canier has paid oul Icss tliaii half of ils policy limit, aiid iioiic ofthc 
otlici- cxccss carriers’ covei-age has bccn rcnchcd. Moreover, Arch rails to show that potenlia.1 
judyiients, scttlcmcnts and defense costs related to tlic lindcrlying Lawsuits arc likely to exceed 
!$ 40 million. It i s  particularly uiilikely lliat the movants wjll incur defense costs that cxcccd 
$ 40 inillion, a n d  accordingly the tliil-d count iii Arch’s coinplaint, which pertaiiis oiily to defense 
costs, is especially uiuipc. 

As a i 3  ~tdditiorial ground for dismissal, the Officer ncfcidants point 0111 Illat the lirst ;incl 
sccoiitl counts, which invoke tlic Prior Knowledge Exclusion in the AWAC aiid Arch policies, 
are unripe bccausc they arc predicated on claims against Rciiiictt that will be deteiinir-icd i i i  tlic 
I-hiderlying Lawsuits. “ ‘ 1 1 ~  general ride is that a dcclalatoiy j u d p e n l  as to a carrier’s obligation 
to indemni Iy may bc granted in advance of trial 01 tlic uiidcrlying tort action only i f i t  can be 
concluded ;is a matter- oi’ law that there is 110 fxtiial or legal basis on which the insur-el- m a y  
evcntually l ~ c  licld liable under- its policy.” Firs[ ,Y/. I m  C:o. v. J & S Urzitstl Ain~i.scnteirt (?nip., 
07 N.Y.2d  1044, 1.046 ( 1  986). If it carrier’s obligatioii to jiidciiiiiii-) its insured tuiiis OII ail issue 
or‘ f’;Lct that tlic tinderlying action will dctci-iiiinc, the carrier cannot brirlg a declaratory judyiient 
action to clctcr-mine tlic issue. SCY Allstcrtc h s .  Vo. 1’. , S u i ~ ~ i q o ,  98 h.D.2d 608, 608 (1 st rlcpt. 
1 983). Arch seek.s a cleclar-atioii that the Prior Knowledge Exclusion bars coverage because 
.Hciiiictt concealed related pal-ty transactions and uncollcctible receivables, and accordingly 6new 
that RcIcco’s liiiancial statements were misleading. TTowcvcr, tlicsc accusations against Rciiiictt 
arc ccnlr:il lo the LJiidcrIyiiig I,:twsuils arid niiist be adjiidicatcd i n  those actions. 

l’he Ollicer DcEcndaiits’ final argument is that the first couiit, which invokes the AWAC‘ 
policy’s Prior Knowledge Exclusion, should bc dismisscd or stayed txcause litigating Arch’s 
claim wo~rlci coil llict with the Officer Defendaiils’ righl to resolve covcragc issues with AWAC‘ 
tliroirgli A D R .  This issue does ]lot need to be reaclietl because tlic Prior Kiiowledge Exclirsioii i n  
the Arch policy, wlijcli thc sccnnd count iiivokcs, docs not afford niovants a right to ADR, and 
hccaLisc tlic tlrst count is dismissed fbr other reasons. 

Ijirector Lkfc/~dcints In inotioii i i~ii ibcr 002, dci’cndants Leo I<. Breitman, Nathan 
Gaiitclicr, David V: Hal-kins, Scott I.,. Jacckcl, Thomas I]. Lcc, Ronald L. O’Kcllcy, and Scott A 
Schoeii (the “Director Dcfci-tdants”) seck dismissal on the ground that “Arch 113s iyiored that it is 
contl-actitxlly ohligated to :tdvance defense costs.” hi support, tlic Director Defendants citc lo 
Ftd. 171s. (’0. 1’. Kodowski, 18 A.D.3d 33 (1st .Dcpt. 2005), iii which the Appellatc .Division 
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rccogriizect that a liahility insurer must pay defense costs as they are illcurred, and caiiiiot defer 
paymcrit hecaiise the claims agaiiisl the insured in the Liiidcrlying litigation, if proven, would h i -  

coverage. IIowcvcr, the L)irector- DcfcndaIils' ai-guincnt does not provide an  iiidepciident basis 
lor dismissing tlic complaint. As discusscd abo\,e, this action is iiiiripc and il would bc prcmature 
to dctciniine Ihe merits in fiivor oIArcli or against it. Also, it is iirilikely that Arch's obligations 
to pay d e h s c  costs will ever l x  triggered, and its duty to pay deknsc costs, ilany, has no 
bcaring upon its duty to irideIiiIiify defendants in the Underlying Lawsuits. 

Stqdien Hotnett Jn motion 005, c~elkiidaiit Stephen Semictt scpariilely DICIVCS for a slay 
01'tliis aclioii 011 the ground that hc is bcing criminally pi-oscciiled, and dcrcnding Arch's lawsuil 
would require him to waive l i s  right against sclI'-iiicriiiiinatio~i and jeopardize his criminal 
cicfense. Wliilc it appears that the rclevaiit factors weigh in Fiivor of stayng this action until [he 
criminal proceedings against Bcnnetl C O I I C ~ U ~ C ,  this aclioii is bcing dismissed as prcriiature and 
accoi-tliiigly [he qirestroii of a stay need not bc reached. 

ORDERED tlial 1 he motions are g-anlcd to tlic cxteril that Ilic coriiplainl js disiiiisscd 
witlioul pi-ejudicc, a n d  i t  is hi-tlicl- 

ORDERED llial thc Clerk is directed to cntcr judgment accordingly. 

Dated: February 20, 2007 

Check one: FINAL DISPOSITION 1 i NON-FINAL DISPOSITION 

Check if appropriate: 1 DO NOT POST 
- 
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Justice 

Arch Ins. Co., 
INDEX NO. 
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MOTION DATE 

- v -  

Phillip R .  Bennett et al., 
MOTION SEQ. NO.  O O L  
MOTION CAL. NO. 

Defendants 

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

PAPERS NUMBERED 

Notice of Motion/ Order to Show Cause - Affidavits - Exhibits ... 
.. - Answering Affidavits - Exhibits 
“, 
0 

Cross-Motion: 111 Yes No 

The niotioiis with scqucnce numbers 001,002, and 005 are consolidated [or joint 
d i spo s i t i o n 

In this lawsuit, plaintiff Arch hsurance Company (“Arch”) seeks declaratoi-y judgtiiaits 
that its excess liability insurance policy does not alford covcragc to fornicr directors arid officers 
of a now-bankrupt corporation, liefco, hic. (“Refco, Inc.”), and Reko aC1iliatcs. Dcfcridaiits 
now move for orders dismissing or stayiiig this aclion primarily on the gromids that it is 
premature and unripe, and that it should await the outcome of a related criiniiial trial. For tlic 
rcasons sct forth bclow, tlic motions are granted to the cxtent that the complaint is dismissed 
without prejudice. 

Hack,qruzi/icf - Rcfco, a publicly-tradcd corporation which provided services to finaiicial 
markets, collapsed iriimediatcly after the company announced on October 10, 2005 that its 
financial slateinelits failed to clisclosc that it cariied a11 undisclosed receivable of $ 430 million 
fiom a11 entily that Refco’s CEO, Phillip Beimett, controlled. On the following day, Rcfco 
announced that the receivable derived largely from uiicollectible debt that that third parties owed 
to Reko.  

Refco filed for banlcniptcy 011 October 12. In November 2005, a federal gandju iy  
indicted Bennett on charges of securities fixud and related charges; thc iiidictiiicnt allcgcd that 
Ben net 1 

sought to hide from, aniong others, liefco’s auditors and investors, losscs 
sustained by Reko through its ow11 a i d  its custoiiicr~’ trading in the financial 
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markets. To that end, Bennett transferred losses from Ref’co to a company 
controlled by Beniictt, directed a repeated series of traiisactions designed to 
conceal those losses at year- and quarter-end from Refco’s auditors and others, 
and caused Refco to make false and fraudulent public filings with the [SEC]. 

In addition, Rcfco shareholdcrs, bondholders, customers, and others have iiJcd at least six civil 
lawsuits (the “llnderlyiiig Lawsuits”) which, like the criminal proceeding, accuse Bennett of 
concealiiig Refco’s bad debt though a series of sham transactions. The defendants in this action 
are dcfcndants in some or all the Underlying Lawsuits. 

/uisiunnrs Policies - Refco and its affiliates siinultaneously licld five primary and excess 
“Directors and Officcrs” insurancc policies that provided oiic year of covcrage beginning on 
August 11, 2005. The priinaiy can-ier, U.S. Specialty Insurance Company (“U.S. Specialty”), 
covers liabilily o r  up to an aggregate of $ 10 million for a number oftypes of claims. The first 
ticr cxcess carricr, Lexingtoii Insurance Company (“Lexington”), covers the ncxt $ 7.5 niillion of 
liability; Lexingtoii and its insureds dispute whether the policy covers Jcgal defense costs. The 
second tier cxccss canier, Axis Reiiisurance Company (“Axis”), covers the next $ 10 million of 
aggregate liability, iiiclusive of defense costs. The third tier cxcess call-icr, Allied World 
Assurance Company (“AWAC”), provides an aggregate liability liiiiit of $ 12.5 million, 
including d e h s c  costs. 

The Couith tier excess carrier, plaintiff Arch, issued a policy that limits liability, including 
defensc costs and expenses, to an aggregatc of $ 10 inillion for “Claiiiis.” The Arch policy also 
states that its coverage extends 110 further than that provided by the most rcstrictive undcrlying 
policy. 

Certain dcfcndanls have tendered their defense of the Underlying Lawsuits to, and 
demanded indemnification from, tlie aforementioned insurers. U.S. Spccialty has reserved its 
rights 10 deny coverage but has paid or reimbursed scvcral deleendants for defense costs totaling 
about % 4.c) million as of October 2006. Noiic of the exccss coveragc has been reachcd. 
Lexington initially rescivcd its rights and denied coverage for dcfciise costs 011 the ground that its 
policy did not cover thciii. However, Lexington latcr agreed to advance dcfciise costs i f 
dcfcndants agrccd to repay them if thcy were later dctermined not to be covercd. 

AWAC denied coverage, in part, based on its policy’s “Prior KTiowlcdge lixclusion,” 
which cxcludes covcrage for all of its iiisureds with respcct to claims that arose h m  
circumstances which any iiisureci knew about as o r  A~igust 11,2005, if the iIisured expcctcd or 
should have expected tliose circumstances to lcad to firturc insurance clairiis against AWAC. Tn 
addition, the AWAC policy mandates that any coverage disputes under its policy are subjcct to 
a1 t eniativc di sp 11 le rcsol u ti on (“A DR”) . 

Arch respoiided to deleiidarits’ coverage demands by filing this declaratory judgment 
action. Tlic li rst count in the amended complaint seeks a declaration that, siiicc Arch’s policy 
incoq>oratcs any coverage restrictions in the underlyng insurance policies, the AWAC’s Prioi- 
Kriowlcdge Exclusion bars coverage for the Underlymg Lawsuits. k c h  asserts that the AWAC‘ 
Piior Knowledgc Exclusioii applies becausc of what Bennett knew as of August 1 1 ,  2005. 

In the sccoiid count, Arch seeks a dcclaratioii that the Prior Knowledge Exclusion in its 
own policy bars coverage, due to Rcnnetl’s knowlcdge as of August 11, 2005. 
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TIic third count seeks a declaration that the Arch policy docs not cover defeiisc costs 
because the Lex ington policy excludes them. 

Motions: Officer Defenilants -- In motion iiuniber 001, defendants Tone Grant, Dermis A .  
Klejna, Joseph Murphy, Peny Rotkowitz, William M. Sexton, Gerald Shcrer, Philip Silvennaia 
a i d  Robert C. Trosten (tlic “Officer Defendants”) move for an order dismissing the complaint 011 

the ground that no justiciable dispute currently exists between Arch and tlic movants, because it 
is iinlikely that coveragc under thc Arch policy will ever be reached. That could not occur until 
defkndan Is ’  claims exceed $ 40 million and exhaust tlie coveragc that U.S. Specialty, Lexington, 
Axis, aiid AWAC provide. 

To maintain a declaratory judgment action, a plaintiff must have an “interest sufficiciit to 
constitiite standing to maintain tlic action,” and must facc “present, rather than hypothetical, 
coiitingcnt or remote, prejudice.” Am. Ins. Assoc. v. Chu, 64 N.Y.2d 379, 383 (1985). This 
lawsiiit is disniissed as premature because at present the chances of Arch’s policy being ti-iggcred 
arc too reniotc. The priniary caniel- has paid out lcss than half of its policy limit, and none of thc 
other excess carriers’ covcrage has bccn reached. Moreover, Arch fails to show that potential 
judgiicnts, settlcnicnts and dcfcnse costs related to the Underlying Lawsuits are likcly to exceed 
$ 40 niillioii. It is particularly unlikely that tlic movants will incur- defense costs that exceed 
$ 40 million, and accordingly the third count in Arch’s complaint, which pertains only to d e h s c  
costs, is especially umipc. 

As an additional ground for dismissal, the Officer Dcfcndants point out that the first and 
second counts, which invoke tlic Prior Knowledge Exclusion in tlic AWAC and Arch policies, 
are urn-jpc because they are predicated on claims against Bennett that will be determined i n  the 
Underlying Lawsuits. “The general rule is that a declaratory judgmcnt as to a carrier’s obligation 
to indernnXy may be grantcd in advance of trial of the undcrlying tort action only if it can bc 
concluded as a inattcr of law that there is 110 factual or legal basis on which the insurcr may 
cventually bc held liable under its policy.” Firs/ St. Inns. Co. v. J &  S IJnited Amusenzcrzt C‘orp., 
67 N.Y.2d 1044, 1046 (1 986). I r a  cariier’s obligation to indemiiify its insured tuim on an issue 
of fact that the uiiderlying action will determine, the canier caiinot bi-ing a declaratory judgment 
action to detei+niinc the issue. See Allstate Inns. Co. v. Suntiago, 98 A.D.2d 608, 608 (1 st Dept. 
1983)- Arch seeks a dcclaration that the Prior Knowledge Exclusion bars covcrage because 
Ecnnelt coiiccaled related party traiisactions and uncollectible receivables, arid accordingly kiicw 
that Refco’s firiancial slatcnients wcrc misleading. However, these accusations against Beniiett 
are cciitral to the Uiiderlyng Lawsuits arid must be adjudicated i i i  those actions. 

The OlXccr Defendants’ final argument is that the first count, which invokes thc A WAC 
policy’s Piioi- Knowledge Exclusion, should be disiiiissed or staycd because litigating Arch’s 
claim would conflict with the Officer Defcndants’ right to resolve coverage issues with AWAC 
through ADR. This issue does not nccd to be reaclicd because the Prior Knowledge Exclusion in 
the Arch policy, which the second coiint iiivokcs, does not afford movants a right to ADR, and 
because tlic firs1 count is dismissed for olher reasons. 

Dircclor. BejkndclnLs - In iiiotion number 002, defendants Leo R. Breitman, Nathan 
Gantclier, David V. Ilarkins, Scott L. Jaeckel, Thomas H. Lee, Roiiald L. O’Kclley, and Scott A 
Schocii (the “Director Defendants”) seek dismissal on lhc ground that “Arch has ignored that it is 
contractually obligatcd to advaiicc defense costs.” In support, the Director Defcndants citc to 
Fd. h~. Co. v. Kozbwski, 18 A.D.3d 33 (1 st Dept. 2005), in which the Appellate Division 
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recognized that a liability insurer must pay deleiise costs as they arc incurred, and cannot defer 
paynicnt because the claims against the insured in the underlying litigation, if proven, would bar 
covcragc. However, thc Dircctor Defendants’ argument does not provide an independent basis 
lor dismissing the complaint. As discussed above, this action is uilripe and it would bc prcniaturc 
to deteimine the merits in favor ofArch or against it. Also, it is unlikely that Arch’s obligations 
to pay deleiise costs will ever bc triggercd, aiid its duty to pay dcfensc costs, jf any, has no 
bcai-iiig upon its duty to indcmnify defendants in the Underlyng Lawsuits. 

S‘Iephen Bennett - I n  niotion 005, defendant Stephen Bennett separately moves for a stay 
of this action 011 the ground that he is being ciiminally prosecuted, and defcndiiig Arch’s lawsuit 
would require him to waive his right against self-incriminalion and jeopardize his criminal 
d e h s e .  While it qqicat-s that thc rclcvant factors wcigli i n  favor of staying this action until the 
criniinal proceedings against Bennelt conclude, this action is being dismissed as preniatiire aiid 
accordingly the question o i a  slay need not be reached. 

ORDERED thal the motions are granted to the extent that the complaint is disinissed 
without prejudicc, and it is hrthcr 

ORDERED that the Clcrk is directed to enter judgment accordingly. 

Dated: February 20, 2007 
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