IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

JACOB BOGATI N, : ClVIL ACTI ON
Plaintiff :

V.

FEDERAL | NSURANCE COWVPANY, :
Def endant : NO. 99-4441

Newconer, S.J. June , 2000

This action pending before the Court is brought by an
i nsured agai nst his insurer for coverage under an Executive
Protection insurance policy. Plaintiff alleges that he faces an
array of litigation involving evidence and wi tnesses from
countries in both North America and Eastern Europe, and entailing
| egal, factual and even cultural issues of inmense conplexity.
Plaintiff contends that defendant has breached the Executive
Protection insurance policy by refusing to afford hi mcoverage.
He asserts that defendant shoul d advance hi m def ense costs that
were promsed to himthrough the policy. Specifically, plaintiff
seeks the advancenent of defense costs with a reservation of
rights by defendant to deny or rescind coverage based on the
outcome of the underlying litigation

Def endant clains that it is entitled to rescind its
i nsurance policy as to plaintiff on the grounds that he know ngly
m srepresented, and failed to disclose in the policy
applications, information material to the insurer's underwiting
risk. Further, defendant asserts that plaintiff breached his
express contractual duty to cooperate in the insurer's coverage

i nvestigation by refusing to submt to an interview by defendant



and by refusing in his deposition to answer virtually every
guestion the insurer posed to himconcerning his know edge of
mat erial information.

I n accordance with Federal Rule of G vil Procedure 52,
after a three day bench trial and upon consideration of the
testinony of the witnesses, admtted exhibits, and argunents of
counsel, as well as the parties' post-trial subm ssions, the
Court nmakes the follow ng findings of fact and concl usi ons of
| aw.

FI NDI NGS OF FACT

THE PARTI ES

1. Plaintiff Jacob Bogatin is the fornmer President
and Chief Executive Oficer, and a forner nenber of the Board of
Directors, of YBM Magnex International, Inc. (“YBM). YBMis a
Canadi an corporation with headquarters in Newtown, Pennsylvani a.
According to its published statenents and reports, YBMand its
subsi di ari es were engaged in, anong other things, the manufacture
and di stribution of industrial magnets.

2. Def endant Federal Insurance Conpany (“Federal”) is
a stock insurance conpany, organi zed and i ncorporated under the
| aws of the State of Indiana, with its principal place of
busi ness and adm nistrative office in Warren, New Jersey.
Federal is a subsidiary of Chubb & Son, Inc.

1. YBM S EXECUTI VE PROTECTI ON | NSURANCE POLI CI ES AND
RENEWALS

A 1996 APPLI CATI ON AND PQOLI CY



3. On or about May 1, 1996, YBM subnmitted an

Executive Protection Policy Application (1996 Application”) to

Chubb Custom I nsurance Conpany (“Chubb”). The 1996 Application

sought coverage for executive liability and indemification with

a $5,000,000 policy limt for the period of May 1, 1996 to May 1,

1997.

4. As President of YBM plaintiff Jacob Bogatin

signed and dated the 1996 Application on May 1, 1996 on behal f of

t he conpany.

5. | medi ately above plaintiff’s signature, the 1996

Application included the follow ng provisions:

9.

10.

FALSE | NFORVATI ON

Any person, who, knowingly and with intent to
defraud an insurance conpany or other person,
files an application for insurance containing
any false information, or conceals for the
pur pose of m sl eading, information concerning
any fact material thereto, conmts a
fraudul ent insurance act, which is a crine.

DECLARATI ON AND SI GNATURE

The undersigned declares that to the best of
his or her know edge and belief the
statenents set forth herein are true.

[ T] he undersigned agrees that this
application and its attachnments shall be the
basis of the contract should a policy be

i ssued and shall be deened attached to and
shall formpart of the policy.

6. Paragraph 5 of the 1996 Application was entitled

“PAST ACTIVITIES” and required YBMto state whether “the Parent

Organi zation, a subsidiary, any director, officer or other

proposed | nsured Person [had] been involved” in any: “[c]ivil or



crimnal action or adm nistrative proceedi ng chargi ng violation
of a federal or state security law or regulation” or “[a]ny other
crimnal actions.” Details were to be attached if there had been
any such involvenent. The boxes |abel ed “No” were checked next
to the questions posed in Paragraph 5 of the 1996 Application.

7. The 1996 Application also contained in Paragraph 8
a section entitled “PRI OR KNOALEDGE/ WARRANTY” that stated, in
part:

No person proposed for coverage is aware of any facts

or circunstances which he or she has reason to suppose

m ght give rise to a future claimthat would fall

within the scope of the proposed coverage, except: (If
no exceptions, please state.)

It is agreed that if such facts or circunstances exist,
whet her or not disclosed, any claimarising fromthem
is excluded fromthis proposed coverage.

The words “No exceptions” were typed in the bl ank.

8. On or about May 7, 1996, Chubb issued an Executive
Protection Policy to YBMwith a $5,000,000 policy limt effective
May 1, 1996 through May 1, 1997 (“1996 Policy”).

B. 1997 APPLI CATI ON AND PQLI CY

9. On or about April 30, 1997, YBM submtted an
Executive Protection Policy Application to Chubb for the period
May 1, 1997 to May 1, 1998 (“1997 Application”). The 1997
Application requested a $20, 000,000 policy limt for executive
liability and indemnification. The application also indicated

that at that tinme YBM had a $5, 000, 000 i nsurance policy from
Chubb for the period May 1, 1996 to May 1, 1997 and anot her



$5, 000, 000 policy froma separate insurance conpany for the
period Cctober 1, 1996 to May 1, 1997.

10. Like the 1996 Application, the 1997 Application
had paragraphs entitled “Prior Know edge/ Varranty”, *“Fal se
Information”, and “Declaration and Signature”. Plaintiff signed
and dated the 1997 Application on April 30, 1997.

11. On or about June 10, 1997, Chubb issued an
Executive Protection Policy to YBMwith a $5,000,000 policy limt
effective May 1, 1997 through May 1, 1998 (“1997 Policy”).

C 1998 RENEWAL APPLI CATI ON AND PQOLI CY

12. On or about April 14, 1998, YBM submtted to
def endant Federal a Renewal Application for an Executive
Liability and I ndemification Policy (“1998 Renewal
Application”), requesting that Federal renew the Chubb policy for
the period May 1, 1998 to May 1, 1999. YBMrequested an
increased policy limt of $20, 000, 000.

13. The 1998 Renewal Application included paragraphs
on “Declaration and Signature” and “Fal se Information” as
fol |l ows:

Decl arati on and Signature

The undersigned declares that to the best of
his or her know edge and belief the
statenents set forth herein are true. The
under si gned agrees that this renewal
application is supplenental to the original
application submtted to the Conpany and
together with that application and all
attachments submitted shall be the basis of

the renewal contract.

Fal se I nformati on
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Any person, who, know ngly and with
intent to defraud any insurance conpany
or other person, files an application
for insurance containing any fal se
i nformation, or conceals for the purpose
of m sleading, information concerning
any fact material thereto, conmts a
fraudul ent act, which is a crine.
Plaintiff read the “Fal se Informati on” section of the 1998
Renewal Application

14. Plaintiff signed and dated the 1998 Renewal
Application on April 13, 1998.

15. Federal's renewal applications do not ask for as
much i nformati on as Federal's new busi ness applications. For
i nstance, the renewal applications do not request the applicant
to list all facts and circunstances which the applicant has
reason to suppose mght give rise to a claimin the future.
However, when asked whet her he woul d expect YBMto provide such
i nformation, Brad Sensibar, the underwiter responsible for
acting on YBMs 1998 Renewal Application, testified that he would
“expect YBMto provide any information that paints a better
picture of their conpany as a whole, whether that is sonething
that |eads to a claimor not.”

16. The 1998 Renewal Application also required YBMto
attach its “[l]atest audited Annual Report (i ncluding bal ance
sheet and incone statenent).” YBM submitted with the 1998
Renewal Application a copy of a docunent entitled “YBM Magnex

i nternational incorporated annual report 1997" (*“1997 Annual

Report”).



17. The 1998 Policy contains a provision entitled
“Representations and Severability” that states:

In granting coverage to any one of the Insureds, the

Conpany has relied upon the declarations and statenents

inthe witten application for this coverage section

and upon any declarations and statenents in the
original witten application submtted to another
insurer in respect of the prior coverage incepting as
of the Continuity Date set forth in Item9 of the

Decl arations for this coverage section. Al such

decl arations and statenments are the basis of such

coverage and shall be considered as incorporated in and

constituting part of this coverage section. (enphasis
in original).

18. On or about July 7, 1998, based on its
underwiter's anal ysis and reconmendati on, Federal issued an
Executive Protection Policy to YBM and doubled YBMs policy limt
to $10, 000, 000 effective May 1, 1996 through May 1, 1997 (*1998
Policy”).

19. The 1998 Policy is a “clainms made” policy, and is
triggered upon the filing of a claimagainst an insured.

However, if during the policy period an insured beconmes aware of
ci rcunmst ances which could give rise to a claimand gives notice
of such circunstances to Federal, then any clains subsequently
arising fromsuch circunstances shall be considered to have been
made during the policy period in which the circunstances were
first reported to Federal.

20. The 1998 Policy provides the foll ow ng coverage,
up to a limt of $10, 000, 000:

The Conmpany [ Federal] shall pay on behal f of each of

the I nsured Persons all Loss for which the Insured

Per son becones legally obligated to pay on account of
any Gaimfirst made against him individually or

v



ot herwi se, during the Policy Period or, if exercised,
during the Extended Reporting Period, for a Wongful
Act commtted, attenpted, or allegedly conmtted or
attenpted by such Insured Person before or during the
Policy Period. (enphasis in original).
21. Under the 1998 Policy, it is the duty of the
i nsured, and not the duty of Federal, to defend cl ai ns nmade
agai nst the insured. The Policy provides for the funding for the
i nsured's own defense of such clains, and does so by providing
coverage for any “loss” occasioned by such clains and defining
“loss” to include “defense costs.” “Defense costs” include the
“reasonabl e costs, charges, fees (including but not Iimted to
attorneys' fees and experts' fees) and expenses . . . incurred in

defending or investigating Cains.”



L. PLAI NTI FF' S ALLEGED M SREPRESENTATI ONS AND CONCEALMENT

A M SREPRESENTATI ONS AND CONCEALMENT OF | NFORMATI ON
I N THE 1996 APPL| CATI ON

1. PLAI NTI FF' S PRI OR KNOALEDGE WARRANTY

22. In early 1996, two YBM enpl oyees who were citizens
of Hungary were denied visas to reenter the United States. A
representative of the State Departnent advised plaintiff that the
vi sas were deni ed because “we have information fromreliable
sources that your conpany is involved in illegal activities.”

23. Although YBM never received any subpoenas, or even
i nformal requests, for docunentation from any governnent agencies
prior to the subm ssion of the 1996 Application, according to a
March 4, 1996 letter to plaintiff from Ri chard Rossnan of Pepper,
Ham | ton & Scheetz (“Pepper Ham lton”), plaintiff had asked
Pepper Hamilton “to take aggressive action to counter this
adverse action being taken agai nst YBM Maghex by the American
authorities.” M. Rossman wote that “pronpt action needs to be
taken to attenpt to determine if, in fact, U S. |aw enforcenent
authorities are undertaking an investigation of the conpany or if
the State Departnent is operating under a m staken inpression
whi ch nmust be dispelled.”

24. By letter dated March 11, 1996, another Pepper
Ham | ton attorney wote to plaintiff: “YBM has now heard from
several sources . . . that the problemis conpany specific, and
that there is no technical problemwth the Visa, or personal

problemw th the Visa applicants.” An acconpanying draft letter



to the State Departnent asserted that the State Departnent's
denial of the visas “is causing YBM substantial harnf by, anong
other things, “plac[ing] an unjustified cloud over YBMs
reputation.” The letter also noted that YBM could only specul ate
as to the basis of the State Departnent's action, and that YBM
suspected that the visas were deni ed because of sone previously
di sm ssed court proceedings in 1995 in Engl and regardi ng Arigon
Co., a Channel Islands conpany that was a subsidiary of YBM The
acconpanying letter was sent to the State Departnent and copied
to plaintiff on or about March 14, 1996.

25. By fax dated April 4, 1996, plaintiff obtained a
State Departnent |etter dated March 20, 1996 which stated that
t he YBM enpl oyees had been deni ed visas pursuant to section
212(a)(3)(A)(ii) of the Immgration and Nationality Act. Section
212(a)(3)(A)(ii) denies visa eligibility and adm ssion to the
United States to “[a]lny alien who a consul ar officer or the
Attorney General knows, or has reasonable ground to believe,
seeks to enter the United States to engage solely, principally,
or incidentally in. . . any . . . unlawful activity.” 8 US. C
8§ 1182(3) (A (ii).

26. By letter to plaintiff dated April 15, 1996 - | ust
two weeks before plaintiff signed the 1996 Application - Pepper
Ham | ton forwarded a draft Conpl ai nt agai nst the State Departnent
whi ch had been prepared at plaintiff's instruction. The
Conplaint was in an effort to obtain visas for the two YBM

enpl oyees, but also “to have [ YBM renoved fromany 'watch lists'
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mai ntai ned by the United States governnment” and “to conpel the
governnent to allow YBMto review (and to refute) any evidence or
suspi ci ons whi ch the governnent had against YBM” The Conpl ai nt
alleged “that it has been unjustly placed on a "watch list'” and
that “[t]he suspicion that YBMis involved in crimnal w ongdoing
has the potential to harmYBMin the future in many ways,

i ncluding, but not limted to . . . depressing YBMs stock price,
and triggering opportunistic securities |awsuits.”

27. The State Departnent allegations, and ot her
information available to plaintiff concerning those all egations,
constituted “facts or circunstances which [plaintiff] . . . ha[d]
reason to suppose mght give rise to a future claim” given the
nature of the followng: (1) the State Departnent's all egations
concerning YBM (2) the State Departnent's denial of visas to YBM
enpl oyees based on those allegations; and (3) conmmunications from
Pepper Ham I ton which specifically drew plaintiff's attention to
the possibility that the State Departnent allegations could
depress the value of YBM stock and “trigger[] . . . securities
lawsuits.” As a result, plaintiff's representation in the 1996
Application that he was not aware of any such facts or
ci rcunstances was fal se and m sl eadi ng.

2. PLAI NTI FF' S REPRESENTATI ONS CONCERNI NG
| NVOLVEMENT | N CRI M NAL ACTI ONS

28. On June 1, 1995, in an action “lIn the H gh Court

of Justice, Queen's Bench Division,” London police officer John

Ant hony Sean Wanl ess submitted an affidavit in connection with a

11



crimnal investigation of four individuals, which alleged that
the various individuals, including “Sem on Mdgilevich,” a noted
menber of Russian organized crinme, had engaged i n noney-
| aundering in violation of United Kingdom | aw.

29. The affidavit identified these individuals as
“crimnal defendants” and specified the particular “offences”
that “wi Il be pursued” against those individuals by the Crown
Prosecution Service. |In addition, the affidavit alleged that
YBM s whol | y-owned subsidiary Arigon Conpany Limted “has been
used as a conduit for the proceeds of crinme” by Mpgilevich and
the other defendants. The affidavit sought a “Confiscation O der
pursuant to section 71 of the Crimnal Justice Act of 1988 .
agai nst the Defendants in the crimnal proceedings,” and sought
an “ancillary . . . Restraint order against Arigon.” The matters
concerning the Confiscation Oder and ancillary restraint orders
were deened to be civil, not crimnal, in nature as described in
a July 5, 1995 letter fromthe Crown Prosecution Service to
def ense counsel.

30. Based on O ficer Wanl ess' affidavit, the court on
June 6, 1995 ordered that “ARI GON COMPANY LIM TED be restrained

fromdealing or attenpting to deal in any way howsoever

wWth its realisable property whether such property be situate
within or without the jurisdiction . ”

31. By letter to YBMs and Arigon's London counse
dated June 27, 1995, plaintiff described the inpact of Oficer

Wanl ess' affidavit and the restraining order as follows:

12



The all egations set forth in the affidavit have had a
devastating inpact on YBM. . . and its subsidiaries[']
credibility in the United States, Canada, South

Anerica, and Europe irreparably. The freezing of

Arigon Conpany Limted' s assets have suspended our

public offering proceedi ngs and negatively inpacted

cash flow of both YBM Magnex, Inc. and its
subsidiaries. Cash Flow constraints are effecting both
the present and future of all YBM enpl oyees and

shar ehol ders.

Nor mal busi ness operations are at a virtual standstill.

Future merger plans have ground to a halt. As noted in

the attached docunent . . . investnment |osses are nore

t han substanti al .

32. On July 14, 1995, after receiving further
information from defense counsel, Oficer Wanl ess retracted
material portions of his June 5 affidavit. The proceedings
agai nst Arigon and the naned defendants were then term nated by
consent order on July 17, 1995. However, Oficer Wanl ess did not
wi thdraw his allegation that Arigon was being used as part of a
noney- | aunderi ng operation.

33. At a neeting of the YBM Board of Directors on
April 29, 1996 - two days before the date of the 1996 Application
- plaintiff “advised the board of a proposal to relocate the
Conpany's whol | y-owned subsidiary, Arigon Co. Ltd. fromthe
Channel Islands, U K, to the Cayman Islands.” Plaintiff
“expl ained that the rationale for such nove was to bring Arigon's
operations closer to the Conpany's North Anerican headquarters.”
Plaintiff also “advised that upon the conpletion of such nove,
Arigon's nane wll nost likely be changed to United Trade

Limted.”
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34. At the sanme neeting, plaintiff also described
YBMs “plans to sell Arbat International, Inc.,” a Mdscow based
YBM subsidiary. Plaintiff explained that “the rationale for the
[sal e of Arbat] was that the Conpany's operations in Eastern
Europe were difficult to supervise and exposed [YBM to certain
potential liability.” By letter to plaintiff dated May 2, 1996 -
one day after the date of the 1996 Application - YBM s London
counsel stated that plaintiff had “asked ne to arrange for the
[ iquidation of Arigon Conpany Limted” and identified various
steps that would need to be taken to conduct the |iquidation.

35. Under an agreenent executed by plaintiff and the
various sharehol ders of Arigon - including Mgilevich - the
assets and liabilities of Arigon were assigned to another YBM
whol | y-owned subsidiary, United Trade Limted effective April 1,
1996, and in exchange, Mogilevich and the other Arigon
sharehol ders were issued shares in United Trade. The agreenent
recites that “YBMis the |l egal and beneficial owner of the entire
i ssued share capital of Arigon,” and does not purport to
extinguish YBMs rights in Arigon.

36. Despite the crimnal investigation that pronpted
Oficer Wanl ess' affidavit which led to the ancillary restraining
order on Arigon, said order was of a civil, not crimnal, nature.
Mor eover, the action was di sm ssed over eight nonths before the
YBM 1996 Application was submtted. Therefore, plaintiff's

representation in the 1996 Application that no YBM subsi di ary
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“[hJas . . . been involved in. . . any . . . crimnal action”
was not fal se.

C. M SREPRESENTATI ONS AND CONCEALMENT OF | NFORMATI ON
I N THE 1998 RENEWAL APPLI CATI ON

1. 1997 ANNUAL REPORT

37. Plaintiff invoked his Fifth Anendnent rights and
refused to identify the 1997 Annual Report at trial. During his
deposition, plaintiff refused to state whether he knew that the
1997 Annual Report would be submitted as part of the 1998 Renewal
Application. The fact that his signature appears on page 45 of
the 1997 Annual Report and on the 1998 Renewal Application gives
rise to the inference that plaintiff knew of the Report and its
contents, and was aware that the Report would be submtted as
part of the 1998 Renewal Application.

38. The 1997 Annual Report contained the consolidated
financial statenents for the years endi ng Decenber 31, 1995
t hrough 1997. The front page of the 1997 Annual Report bears the
handwitten notation “Draft”. A section of the 1997 Annua
Report entitled “Managenent's Responsibility for Financial
Reporting” states:

The consolidated financial statenments have been

prepared in accordance with generally accepted

accounting principles and include sonme anobunts that are

based on managenent's infornmed judgnents and best

estimates. . . . The Conpany's independent certified

public accountants, Deloitte & Touche, have audited the

Conpany's consolidated financial statenments as

described in their report.

Plaintiff's signature appears at the bottom of the page

containing these statenents. A copy of the 1997 Annual Report
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bearing plaintiff's signature was di scussed at a Board neeting
attended by all directors, including plaintiff. Plaintiff did
not object to the fact that his signature appeared on this page
of the 1997 Annual Report.

39. The follow ng page of the 1997 Annual Report
contained a section entitled “Report of |Independent Certified
Publ i c Accountants” which states:

We have audited the acconpanyi ng consol i dated bal ance
sheets of YBM Magnex International, Inc. and
subsidiaries (the “Conpany”) as of Decenber 31, 1997
and 1996, and the related consolidated statenents of
operations, sharehol ders' equity and changes in
financial position for each of the years then ended

: which . . . have been prepared on the basis of
accounting principles generally accepted in Canada
.o I n our opinion, such 1997 and 1996 fi nanci al
statements present fairly, in all material respects,
the financial position of the Conpany at Decenber 31,
1997 and 1996, and the results of its operations and
the changes in its financial position for the years
then ended in conformty with accounting principles
general ly accepted in Canada.

Thi s page of the 1997 Annual Report is not signed and provides
space for a date: “March , 1998"
a. DELO TTE' S CONCERNS AND PLAI NTI FF' S
M SREPRESENTATI ONS AND/ OR CONCEALMENTS
REGARDI NG THE 1997 ANNUAL REPCRT
40. Deloitte was engaged to audit YBM s 1997 financi al
records on January 22, 1998.
41. At a Board of Directors Meeting held on February
20, 1998, Dan Gatti, YBMs Chief Financial Oficer, infornmed the
Board that “at present 80%of the Audit by D & T has been

conpl eted.”
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42. In the course of the audit, however, Deloitte
rai sed concerns regardi ng procurenent transactions pursuant to
which YBM s subsidiary United Trade Limited had placed $32
mllion in escrow wth Swi ss Union Bank Corporation, an off-shore
financial agent which had ties to the other parties involved in
t hese transacti ons.

43. Subsequently, on March 19, 1998, plaintiff issued
several nenoranda reprimandi ng I gor Fisherman, United Trade's
Chief Operating Oficer, for his actions related to the escrow
arrangenents. Plaintiff was aware of the seriousness of these
actions, as he deened them “unprofessional”, “unconscionable”,
and “reckl ess” in his nmenoranda.

44, Plaintiff also knew that Deloitte would not issue
an audit opinion at that tinme, as he noted in a fax cover sheet
sent to Mchael Purcell on March 20, 1998 that “YBMrealizes the
seriousness of the situation, which because of the issues raised
has post poned sign-off of our audit.”

45. On March 20, 1998, a Managenent Meeting was held
where YBM s managenent di scussed the fact that Deloitte was
drafting its final report for the 1997 financials. On March 23,
1998, Deloitte nmet with YBMs Audit Commttee and YBM s outside
counsel and expressed concerns regarding certain YBM busi ness
partners. Deloitte responded by beginning its own investigation.

46. At the March 23, 1998 neeting, Deloitte al so
provided YBMs Audit Commttee a one-page “Listing of Selected

1997 Contracts” (“Listing”) which identified the transactions as
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to which Deloitte had concerns. The Listing was divided into two
categories: (1) “Procurenent/Acquisition Contracts” anmounting to
over $44.7 mllion, including the $32.2 nmillion worth of
contracts covered by the escrow agreenents descri bed above; and
(2) Resal e Magnet Purchase Contracts anounting to al nost $24.2
mllion between United Trade and an entity identified as “SKS

G oup.”

47. Stephen J. Coulter, an audit partner at Deloitte,
testified that the dollar anobunts of the contracts identified on
the Listing were significant for purposes of conducting the audit
of YBM because they were material anounts relative to YBMs
financial statenents.

48. At the conclusion of the March 23, 1998 neeti ng,
YBMs Audit Conmittee held a brief neeting with nost nenbers of
YBM managenent, including plaintiff, where it was conveyed t hat
Deloitte wished the Audit Commttee to address Deloitte's
concerns with a nunber of transactions and that Deloitte woul d
not render its opinion until such concerns were addressed.

49. At trial, plaintiff invoked his Fifth Arendnent
rights and refused to state: (1) whether he recalled receiving a
copy of the Deloitte Listing on or about March 23, 1998; (2)
whet her as of March 23, 1998 he was aware that Deloitte had
concerns about approximately $69 mllion in 1997 transactions
involving YBM and (3) whether he was aware that Deloitte had
taken the position that, until its concerns relating to the $69

mllion dollars in contracts had been resolved, it would not sign
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off on the audit. The fact that plaintiff was present at a
nmeeting in which these issues were discussed gives rise to the
inference that plaintiff knew of Deloitte's Listing and concerns
with certain YBMtransactions, as well as Deloitte's subsequent
refusal to sign off on the audit until those concerns were

addr essed.

50. Shortly after he becane aware of Deloitte's
concerns regarding the United Trade transactions, Dan Gatti
engaged in sales and purchases of YBM stock through which he
realized a net gain of approximately $510,000 by |ate March 1998.
M. Gatti subsequently conducted his own review of the
transactions identified by Deloitte. Based on his review, M.
Gatti concluded and reported to the Audit Commttee on or about
April 7, 1998, that those transactions, anong other things,
“creat[ed] a condition where noney can nove in a circle,”
“created the possibility of a Foreign Corrupt Practices Act
problemfor [YBM,” and “could violate Russian and Ukraini an
| aws. ”

51. On April 9, 1998, YBM held a Meeting of the Board
of Directors, where the YBM Board di scussed the issues raised by
Del oitte concerning the escrow arrangenents and ot her
transactions. Plaintiff attended a portion of the neeting where
Del oitte's concerns were discussed. The follow ng day, an
interoffice meno descri bing a managenent neeting noted that YBM s
managenent had di scussed that “[n]obody can sell or buy any stock

until D&T have given their report and signed off.” That
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determ nati on was made just three days before the 1998 Renewal
Application was signed by plaintiff and submtted with the 1997
Annual Report to Federal.
52. By letter to YBM Board nenber Onen Mtchell dated
April 20, 1998, one week before Federal sent YBMa letter
agreeing to renew the Executive Protection Policy, Deloitte
rai sed a concern that certain individuals reputed to have ties
wi th organized crine were associated with entities that did
business wwth YBM Deloitte also forwarded with the letter a
“revised listing of 1997 contracts for which [Deloitte had]
concerns” (“Revised Listing”). The Revised Listing identified
al rost $160 mllion worth of United Trade acquisition, sales, and
purchase contracts - including virtually all of the contracts
identified in the original Deloitte Listing and nore than a dozen
new contracts.
53. The April 20 letter specifically stated:
[ T]he informati on we have received to date has nmade us
extremely concerned. Qur prelimnary search has found
no information that confirns that certain entities
involved in the transactions, including Sw ss Union
Bank Corp. and CBN Trust are legal entities registered
to do business in Russia nor have we been able to
confirmthat SKS G oup exists anywhere as a corporate
entity.
Qur prelimnary search has also indicated that certain
i ndi vidual s associated wth these entities and certain
other related entities are reputed to have ties with
organi zed crine. The information obtained hei ghtens
our serious concerns that these transactions nay be

bogus and are being used to cover the flow of noney
bet ween t hese conpani es for other purposes.
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54. The April 20 letter continued and infornmed YBM
that Deloitte was responding to its concerns by suspending its
audit of YBM

W will not performany further audit procedures or

ot her services for YBMuntil the Committee conpletes

its investigation and all nmatters are resolved to our

satisfaction. Upon conpletion of the investigation,

Deloitte & Touche will need to nake a determ nation (i)

whether it is willing to continue to be associated with

YBM (ii) whether it is able to issue an opinion on

YBM s 1997 financial statements; and (iii) whether it

will continue to be associated with YBM s 1996

financi al statenents.

We believe that it is highly unlikely that these issues

can be resolved by your April 30 filing deadline. W

are al so concerned that you have rel eased your 1997

earnings. Accordingly, we recommend that you consult

Wi th your securities counsel to address these issues.

55. By letter to M. Mtchell dated April 24, 1998, M
Coulter of Deloitte provided additional information on entities
and individuals referred to in the April 20, 1998 letter.

56. In another letter, dated April 28, 1998 - three
days before the effective date of the renewed term of the
Executive Protection Policy - M. Coulter reiterated “Deloitte &
Touche LLP's concern that YBM. . . has released its first
guarter 1998 earnings, because the issues relating to the
transacti ons which occurred in 1997 have not been resol ved and
may inpact first quarter earnings.” In addition, M. Coulter
noted Deloitte's “recomrendati on that you consult w th your
securities counsel to address the Conpany's need to disclose to
the Ontario Securities Conm ssion and the public that the audit

of the Conpany's 1997 financial statenents has been suspended
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pendi ng the conpletion of an investigation by the Audit Commttee
and outside counsel into certain transactions of the Conpany.”

57. At trial, plaintiff invoked his Fifth Amendnent
rights and refused to answer any questions regarding the contents
of M. Coulter's letters of April 20, 1998, April 24, 1998, and
April 28, 1998.

58. M. Coulter wote in a May 8, 1998 letter to YBM
Board Chairman Harry Antes:

As we have indicated on several occasions and as we

di scussed yesterday, we are extrenely concerned that

t he Conpany has issued its earnings rel eases for 1997
and for the first quarter 1998 but has failed to

di scl ose that our audit has been suspended until the
Conpany conpletes its investigation into the validity
of certain significant transactions which took place in
1997 and which nmay inpact those earnings.

Since we first brought these transactions the Audit
Commttee's attention on March 23, 1998, we have not
recei ved detailed informati on about the scope, timng
or results to date of the investigation despite

di scussing our concerns as to the sufficiency of the
procedures on several occasions.

In addition, we also recently |earned that YBM has nade
filings with the U S. Securities and Exchange

Comm ssion which trigger obligations under Section 10A
of the Securities Exchange Act of 1934 when the auditor
becones aware of information indicating that one or
nore illegal acts may have occurred. W believe the

i nformati on we have previously provided to you

i ndi cates that one or nore illegal acts may have
occurred which may have a material inpact on the 1997
financi al statenents.

59. Deloitte never conpleted its audit of YBMs 1997
financial statenents. On June 24, 1998, M. Coulter wote to
Harry Antes that upon review of the “Report of the Audit and

Finance Conmttee - Investigation of Certain 1997 Busi ness
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Transactions” dated June 2, 1998 and appendi ces, the Report did
not “fully address and resolve all questions and issues” raised
in Deloitte's previous comuni cations with the Audit Commttee.
Specifically, M. Coulter wote:

The Report al so does not provide sufficient conpetent

audi t abl e evidence for all the transactions in

guestion. Further the Report raises additional
unanswer ed questions and i ncludes internal

i nconsi stencies. W also note that the Report contains

certain inaccurate statenents regarding Deloitte &

Touche LLP

We have concl uded, based on the questions and issues

which remain after our review of the Report and the

| ack of conpetent auditable evidence, that it is

unli kely that sufficient additional audit procedures

coul d be perfornmed which would reduce to an acceptabl e

| evel the risk of material msstatenment in [ YBM s]

financial statenents for the year ended Decenber 31

1997 due to error or fraud.

M. Coulter concluded his letter by alerting M. Antes that
Deloitte would not be able to report on YBMs 1997 financia
statements and thereby resigned as YBMs auditor effective

i mredi ately.

60. The findings set forth in the above paragraphs
establish that at the tine of the 1998 Renewal Application,
plaintiff knew. (a) that Deloitte had not conpleted its audit of
YBM s 1997 Annual Report; (b) that Deloitte would not conplete
its audit until and unless YBM satisfactorily investigated and
addressed the concerns raised by Deloitte; (c) that YBM had not
addressed those concerns to Deloitte's satisfaction; (d) that the
total value of the transactions questioned by Deloitte had grown

from$32.2 mllion in early March 1998 to $68.9 mllion on March
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23, 1998, to alnpst $160 million on April 20, 1998; (e) that

YBM s own Chief Operating Oficer had engaged in “reckl ess”
conduct with respect to $32.2 million worth of the transactions
gquestioned by Deloitte; and (f) that he had not al erted defendant
Federal of any of these concerns.

61. Plaintiff's representations in the 1998 Renewal
Application and the acconpanying materials: (1) that the 1997
Annual Report constituted YBMs “[l|]atest audited Annual Report”;
(2) that “[t]he Conpany's independent certified public
accountants, Deloitte & Touche, have audited the Conpany's
consol i dated financial statements as described in their report;”
and (3) that the financial statenents contained in the 1997
Annual Report fairly represented YBMs financial condition, were
fal se when nade. Contrary to his representations, plaintiff knew
at the tinme of the 1998 Renewal Application that Deloitte had
guesti oned substantial quantities of YBMtransactions and had
refused to conplete its audit of YBMs 1997 financial statenents
because YBM had not addressed Deloitte's concerns regardi ng those
transacti ons.

b. FEDERAL' S RELI ANCE ON THE 1997 ANNUAL
REPORT

62. On or about April 21, 1998, follow ng Federal's
recei pt of the 1998 Renewal Application, Brad Sensi bar prepared a
“For Profit Whrksheet” based on the 1997 Annual Report, including

financial information found in the Report.
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63. M. Sensibar reviewed the 1997 Annual Report,
including the provision entitled “Managenent's Responsibility for
Fi nanci al Reporting.” Based on his reading of the | anguage of
the provision and plaintiff's signature underneath it, M.

Sensi bar understood that YBM nanagenent, including plaintiff, was
responsi ble for the preparation, objectivity, and integrity of

t he consolidated financial statenments and other information
contained in the 1997 Annual Report. M. Sensibar also believed
the Report to have been audited by Deloitte & Touche because of
the provision's representations. M. Sensibar even indicated on
the For Profit Wbrksheet that Deloitte had issued an
“unqual i fied” audit opinion in March 1998 with respect to the
financial statenents contained in the Report.

64. As aresult of reviewng the financial information
in the 1997 Annual Report that was submtted with the 1998
Renewal Application, M. Sensibar set forth his conclusions in
the For Profit Wrksheet as foll ows:

Results seemto be solid. Liquidity and current ratio

appear to be in good shape. Retained earnings and

equity seemstrong. Net incone grew at a good rate.

Margin is good. Cashflow fromoperations is strong

while long termdebt, although it has grown seens to be

very manageabl e in conparison. Overall financial
condition seens to be in very good shape.

65. On or about July 7, 1998, based on M. Sensibar's
underwiting, analysis, and recomendation, Federal issued the
1998 Policy and doubled YBMs policy limt to $10, 000, 000.

66. M. Sensibar was never infornmed before May 1,

1998, the effective date of the 1998 Policy, that Deloitte had
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not signed off on its audit of YBM [If he had been so inforned,
M. Sensi bar woul d have questioned why Del oitte had not signed
off on the audit. M. Sensibar testified that while an audited
annual report is preferred and that he would want to see an
audited report, he would not flat out reject an unaudited report.

67. M. Sensibar was al so never informed prior to May
1, 1998 that Deloitte had questioned $67 mllion in transactions,
including $32 million in transactions that plaintiff hinself
bel i eved were unprofessional, reckless, and in violation of the
conpany's established policy and practices. If M. Sensibar had
been so infornmed, he would not have issued a policy to YBM

68. |If M. Sensibar had been informed that Deloitte
had concerns about $160 nmillion in transactions and was not goi ng
to sign off on the audit until those concerns were resolved, he
woul d not have issued a policy to YBM

69. At trial, plaintiff invoked his Fifth Amendnent
rights and refused to state whether he understood at the tine the
1998 Renewal Application was submtted that having accurate
financial statenments was material to an assessnent of the
i nsurance risk and to the issuance of the 1998 Policy.

2. UNI TED STATES JUSTI CE DEPARTMENT
| NVESTI GATI ON OF YBM

70. By letter to plaintiff dated June 6, 1996, Peter
Hearn, a Phil adel phia Attorney, confirnmed that he had agreed to
“represent YBMin an aspect of its current 'suspected crimnm na

activity' problemw th the U S. Departnent of State.” M. Hearn
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wote that he would “act as co-counsel with Messrs. Rossman and
Adl er of Pepper, Ham lton & Scheetz” in this matter and woul d be
responsi ble for “the preparation and nmaking of a presentation to
U.S. Senator Arlen Specter.”

71. By letters to M. Hearn dated June 29, 1996 and
July 2, 1996, copies of which were sent to plaintiff, Aaron
Krauss of Pepper Ham |ton forwarded nenoranda concerning “the
United States governnent's interest in YBM”

72. According to the nenorandumentitled “FACTS
RELATI NG TO THE UNI TED STATES GOVERNMENT' S | NTEREST IN [ YBM OF
WH CH[YBM IS AWARE,” the State Departnent had informed YBM
“that there is a 'large Justice Departnent file on YBM” and that
“It is the Justice Departnent, rather than any of the United
States' intelligence agencies, which ha[s] an "interest' in YBM”

73. According to another of the nenoranda attached to
M. Krauss' July 2, 1996 - entitled “STEPS WH CH [ YBM HAS TAKEN
AS A RESULT OF THE UNI TED STATES GOVERNMENT' S SCRUTI NY OF THE
COVPANY.” - YBM took steps that included, anong other things:
“perfornfing] an internal investigation;” divest[ing] itself of
its interest in its Russian subsidiary, Arbat International;”
“divest[ing] itself of its interest inits U K subsidiary,
Arigon Conpany Limted;” “retain[ing] |egal counsel in the United
States to investigate the reasons for the Governnent's interest
in YBM” and “offer[ing] to nmake its books and records avail abl e

to the Departnent of State or the Justice Departnent.”
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74. By letter to plaintiff dated August 7, 1996, M.
Hearn advi sed plaintiff that Senator Specter's office had
declined to assist YBM because “it was the Senator's established
policy not to discuss current Justice Departnent investigations.”
M. Hearn wote plaintiff that he was further advised “to contact
the FBI in Philadelphia.” The letter went on to note that M.
Hearn had requested a neeting with the United States Attorney in
Phi | adel phia, Mchael Stiles, but Stiles said that “he could not
nmeet and that any offer of testinony [from YBM would not be
wel cone” and that “a 'highly sensitive investigation was
i nvol ved.”

75. On August 20, 1996, at a Special Meeting of the
YBM Board, which plaintiff attended, the Board forned a speci al
commttee (“Special Conmttee”) to investigate areas of concern
and report back to the Board.

76. A Novenber 1, 1996 interim Report of the Speci al
Conmittee to the Board of Directors of YBM which plaintiff
reviewed and with which he was in agreenent with its factual
content and its recomendati ons, noted that on August 15, 1996
YBM managenent advi sed the YBM Board during a Board neeting that
YBM managenent was nade aware “of a pending investigation of the
Conpany and its activities through U S. Attorney's office in
Phi | adel phia.” The Report also outlined several possible sources
for the investigation, including a “disgruntled fornmer enpl oyee
who had threatened the Conpany with financial harm” the “past

enpl oynent of a nunber of enployees in the CatchDi sk depart nent
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Wi th security agencies of the Forner Soviet Union and the
possi bl e concerns the U S. may have about national security
sensitive encodi ng technol ogy,” and “[g] eneral concerns
surroundi ng the trade goods business with Russia undertaken by
Arbat and the difficulties in tracking this business froma
control and reporting basis.”

77. According to the Novenber 1, 1996 report of the
Special Commttee, although the focus of the U S. Attorney's
Ofice's investigation of YBM was not disclosed, discussions with
YBM counsel confirmed that “U. S. | aw enforcenent agenci es had
pl aced a priority on uncovering infiltration of Organized Crine
fromthe Fornmer Soviet Union into U S. business.” The Report
further states that “[g]iven the roots of YBMand its affiliates
in Russia and the invol venent of forner Russian nationals as
shar ehol ders and managers of the Conpany, it was viewed to be a
reasonabl e expectation that this would be the basis of such
i nvestigation.” The Report concluded that “the potenti al
seriousness of the allegations mandate further investigation.”

78. Wth his letter to M. Rossman dated Decenber 19,
1996, plaintiff forwarded an additional letter “To the Foundi ng
Shar ehol ders of YBM Magnex International and Subsidiaries.” The
letter to the sharehol ders states:

This letter serves to informyou of events that
are currently unfolding in the United States and Canada

that could destroy our conpany in a short period of
time if not addressed i mredi ately.
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As you may know, during 1996 managenent becane
aware that the United States governnment was perform ng
an investigation into our conpany.

The letter refers to a deposition given by an FBI agent
whi ch asserted that an alleged “major Russian crine figure” had
used Arbat - the fornmer YBM subsidiary - “to conduct his crimnal
activities and | aunder crimnal proceeds.”

79. The letter further states:

We are aware that references to our conpany and
al leged ties to organi zed crine have appeared in
newspaper and magazine articles. However, this is the
first docunented evidence fromauthorities in the
United States of this suspicion.

The letter goes on to outline several facts YBM managenent had
confirmed, as well as the fact that wthin the |ast 60 days,
Ernst & Young “has refused to do business with [ YBM and has
resigned as auditors of Schw nn Csepel,” “Dean Wtter has asked
that all YBM stock be renoved fromall accounts (regardl ess of
citizenship),” “Ernst & Young in the Cayman |Islands refuses to
act as registered office for United Trade,” and that YBM was
“being asked to close affiliated accounts in off-shore banks.”

80. The letter also noted that:

Qur western securities lawers tell us that we are
very close to having an obligation to disclose these
all egations to the general public. If this were to
happen, our stock could be worthless in a short period
of tinme. Since you are now infornmed about these
al | egations, we encourage you to avoid selling any YBM
stock until these issues are resolved or risk
prosecution under insider trading | aws.

The | etter asked each of its recipients to conplete an encl osed

“Questionnaire” concerning, anong other things, their relations
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with specified individuals and their know edge “of any crim nal
activity conducted by any sharehol der, officer, enployee or sales
representative of our conpanies.”

8l1. The FBI affidavit referenced in plaintiff's
Decenber 19, 1996 l|letter describes the activities of Vyachesl av
Kirillovich Ivankov, a | eader of Russian organi zed crine who
“belongs to an elite group of high-level crimnals known in the
Soviet Union and its successor states as 'thieves in law.” The
affidavit alleges that:

Anmong the front conpanies that | VANKOV uses to conduct

his crimnal activities and | aunder crimnal proceeds

are . . . “Arbat International,” which is al so based
in Moscow. | VANKOV uses Arbat to transmt |arge sums
of nmoney from Moscow to a conpany in Budapest, Hungary
overseen by “Seva” Mogil evich, one of |IVANKOV s cl osest
associ at es.

82. YBMsold Arbat in the spring of 1996. Plaintiff
expl ained to the YBM Board that “the rationale for the [sale of
Arbat] was that the Conpany's operations in Eastern Europe were
difficult to supervise and exposed [ YBM to certain potentia
l[iability. However, on the date of the FBI affidavit - March 31,
1995 - Arbat was a YBM subsidiary, and so the allegations in the
affidavit relate to the period when Arbat was part of YBM

3. THE FAI RFAX GROUP | NVESTI GATI ON AND REPORTS

83. On or about Novenber 8, 1996, YBMretained the
Fairfax G oup, Ltd., a private investigative firm to assist the
Special Commttee in its investigations. According to its

subsequent report, the Special Commttee asked the Fairfax G oup

to, anong other things: “[d]iscover if possible nore details on
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the 'ongoing investigation'” of YBM by U S. |aw enforcenent
authorities, and “provi de background checks on YBM nmanagenent and
t he Foundi ng Sharehol ders.” The Fairfax G oup retai ner agreenent
specifically provided that the Fairfax G oup was being retained
“in contenplation of potential future litigation.”

84. On or about Decenber 3, 1996, Philip Stern,
Fai rfax Group's Senior Managing Director and the Project Manager
for the YBM engagenent, prepared a nenorandum sunmari zi ng “t he
facts and circunstances surrounding the YBMinvestigation up to
the point [the Fairfax G oup] got involved.” The nenorandum
whi ch i ncludes a chronol ogy of events supplied by Pepper
Ham | ton, notes that YBM nanagenent believed that there is
either: (1) an “illegal technology transfer investigation;” (2) a
“national security inquiry concerning enployees or sharehol ders;”
or (3) a “crimnal investigation involving noney
| aunderi ng/ Russian Mafia.” M. Stern obtained this information
t hrough di scussions with Pepper Ham |l ton and YBM nmanagenent,
including plaintiff.

85. The first phase of the Fairfax G oup investigation
i nvol ved determ ni ng “what governnent agencies were investigating
YBM and what they were |ooking at in specifics.” Wth respect to
this assignnent, the Fairfax G oup confirned “that there were
i nvestigations directed at YBM and determ ned through “sources
in several agencies of the [U S. Governnent]” that “the issues”
in those investigations “involved national security and organi zed

crinme.”
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86. YBM al so asked the Fairfax G oup to conduct
“background checks” on certain sharehol ders of the conpany to
determ ne whether they “had affiliations with organized crine in
the Soviet Union.” In the course of its investigation, the
Fairfax Goup “confirnmed and reported that [those individual s]
had i nvol venment with organi zed crine groups in the Soviet Union.”

87. In March 1997, the Fairfax G oup prepared witten
reports concerning the results of its investigation. The
information that the Fairfax G oup had obtai ned concerning the
i nvol verent of YBM s original shareholders in organized crinme was
set forth in a report |abeled “Qutline for Presentation on March
21, 1997" (“Fairfax Qutline”). Wth respect to its sources, the
Fairfax Qutline notes:

| should say a word about the degree of confidence we
have in the informati on we have obtained. Wth regard
to our confidential sources, first of all they are
sources we have used in the past and who have proven
records of access and reliability. Secondly, the
convergence of the substance of the reporting from
sources reporting i ndependently fromfour different
countries is striking. There has not been a single

di vergence in this reporting. Each report has
consistently reinforced and corroborated the others.
This is particularly true with regard to the original
investors and their backgrounds. Thirdly, the research
conducted in the United States relies on official data
bases at the state and county |evels of |ocal

gover nment .

88. The Fairfax Qutline states:

The original investors included the foll ow ng persons:
Sem on Mogi |l evi ch

Anatoly M Kul achencko

Vitali Leibya

Sem on | frai nov

Al exandr Al exandr ov

Al exei Al exandr ov

0O O O O o o
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Each of these persons has been confirnmed as not only
menbers of Russian organi zed crine, but all have been
identified as belonging to the Russian organi zed crine
syndi cate call ed Sol ntzevskaia or Sol nt zevo, the area
in Moscow where it originated.

The organi zation i[s] involved in narcotics sales and
transport, general snuggling activities, noney

| aunderi ng, autonobile theft and sales, protection
rackets, clothing sales and prostitution. . . . One or
nore reliable sources has reported that the

organi zati on owns or controls conpanies in Russia,

Bel gium the UK, Hungary, and |Israel. The conpanies
this source naned in its reporting are:

Arbat in Russia

Arigon in the UK

“Magnek” in Hungary, and
Sunny I nvestnent in |srael.

o o o o

As noted above, Arbat and Arigon were forner subsidiaries of YBM
89. The Fairfax Qutline, which the Fairfax G oup
prepared in connection with a March 21, 1997 presentation by the
Fairfax G oup to the YBM Board in Toronto, also was used during a
March 22, 1997 neeting in Philadel phia attended by M. Stern,
plaintiff, and other Fairfax G oup and YBM personnel. In
particular, the information contained in the Fairfax Qutline
concerning the U S. Governnent's investigation of YBM and the
ori gi nal sharehol ders' involvenent in organized crinme was
conveyed orally to plaintiff and the other attendees and
di scussed during the March 22, 1997 neeting. Notes taken by
attendees at the neeting include specific references to this
i nformati on.
90. During the March 22, 1997 neeting, in discussing
options based on a threat of zero value of outstanding stock to

original investors, the Fairfax G oup nade recommendations to
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both the YBM Board and to YBM Managenent regarding “options that
were available [dealing] with purchasing or getting those
origi nal sharehol ders out of the Conpany.” M. Stern testified
that “one of the things we had in our mnds was that the stock
woul d be virtually worthless if they didn't w thdraw and the
conpany had sone problens with the governnment agencies
investigating it and therefore, it would be in their interest to
sell or get out of the conpany.”
91. Wien asked why he thought YBM s stock woul d becone
worthless, M. Stern answered:
A public conpany that had organi zed crine we believe,
or what we believe to have organi zed crine nenbers as
shar ehol ders, that stock woul d have very little val ue
if that information came out.
This information was al so provided to plaintiff and others
attending the March 22, 1997 neeting as part of the Fairfax
Group's recomendat i ons.
92. In an April 2, 1997 report, the Special Conmittee
di scussed certain of Fairfax Goup's findings. Although the
concl usions of the Special Conmttee included that “neither
Fairfax nor the Conmittee has di scovered any evidence that senior
managenent of YBMis in any way involved in any illegal or
i nproper activities” and that “Jacob Bogatin is conpletely
comritted to the business and is entirely focused on the growth
and future success of YBM” under a section entitled “Mst

Si gni ficant Concern,” the Coonmittee noted that “the Board and

managenent are very concerned that significant paynments were nade
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fromArbat, a forner subsidiary of YBM to organi zed crine
figures in Eastern Europe and that the basis for these paynents,
comm ssion on trade goods sal es, appears to be insupportable.”

93. The report went on to state that Fairfax's review
through its contacts identified Arbat as an all eged vehicle for
crimnal ends” and that “[u]lnfortunately, despite the fact that
Arbat has been sold and YBM no longer is involved in any way in
its activities, ties remain.” On page 2 of the report, the
Committee identified that “the greatest threat to the Conpany
woul d be an investigation which questioned the legitimacy of its
core business. This legitimcy could be brought into question if
enpl oyees or sharehol ders of the conpany were found to be
involved in organized crinme or if "artificial' transactions were
occurring.”

94. On or about April 9, 1997, YBM Director Owen
Mtchell sent a copy of the Special Conmttee's report to M.
Stern. The Fairfax G oup nmade a nunber of hand-witten changes
to the report and returned the marked-up copy to M. Mtchell.
Among t hose changes was the foll ow ng change to the sentence
found on page 2 of the report as noted in the previous paragraph:
the term*®“in organized crinme” was circled, and a |line was drawn
fromthe circle to a note in the margin which states “they are.”
M. Stern testified at trial that the note “reflects [the Fairfax
G oup's] belief that, in fact, those sharehol ders were nenbers of

organi zed crine.”
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95. The Special Commttee's report referenced the
conpany's effort to acquire a Kentucky corporation called
Cruci bl e Magnetics, Inc. and recommended that YBM nanagenent be
directed to [a]dvise the underwiters financing the acquisition
of Crucible as to the background and results of this
investigation.” Those “underwiters” included First Marathon
Securities Limted, a conpany headed by YBM Director and Specia
Comm ttee nenber Owen M tchell

4. | NS FRAUD | NVESTI GATI ON

96. On March 17, 1998, Helena Astolfi, an attorney at
Pepper Ham lton, forwarded to plaintiff a letter dated March 9,
1998 fromKevin O Neil, an official of the U S. Immgration and
Natural i zation Service, requesting that YBM “provide the
Imm gration Service with a conplete |list of non-inmmgrant and
i mm grant alien conpany enployees.” M. O Neil represented that
the request was “[i]n an earnest effort for Special Agent Ernest
Gresco to clarify the status of pendi ng unadjudi cated petitions
filed by YBM” M. Astolfi's letter to plaintiff that
acconpani ed the March 9 letter noted that the INS |letter
“reaffirms Agent Gresco's position that the INS requires
additional information prior to concluding the YBM
i nvestigation.”

97. By letter dated March 30, 1998, Ms. Astolfi wote
to M. ONeil that during a neeting with INS Agent Gresco on
Novenber 17, 1997, “he informed nme that he was conducting a fraud

investigation of YBM” Plaintiff was carbon copied on M.
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Astolfi's March 30, 1998 letter - approxinmately tw weeks before
he signed the 1998 Renewal Application.

5. MATERI ALI TY OF THE M SREPRESENTATI ONS AND
CONCEALMENT | N THE 1998 RENEWAL APPLI CATI ON

98. Brad Sensibar testified that prior to issuance of
the 1998 Policy, or in connection with receipt of the 1998
Renewal Application, he was not infornmed of the follow ng: (1)

t hat YBM was under investigation by the Departnent of Justice
wWith respect to national security and organi zed crine concerns;
(2) that plaintiff believed that the Departnment of Justice

i nvestigation could destroy the conpany; (3) that plaintiff
believed that if the allegations relating to the FBI

i nvesti gati on becane public, the Conpany's stock woul d becone
worthless in a short period of tine; or (4) that YBMwas the
subject of a fraud investigation by the Immgration and
Naturalization Service. M. Sensibar testified that had he known
of any of the aforenentioned facts, he “would not have issued a
policy.”

99. M. Sensibar also testified at trial that one of
the pieces of information that woul d have caused himto refuse
the 1998 Policy was that YBM had been inforned that U S. |aw
enforcenment authorities were conducting investigations of YBM
M. Sensibar went on to note that even if he did not know
anyt hi ng about the investigations, “[i]Jt's a standard practice
that if there is | aw enforcenent investigations [sic], sonething

that serious, . . . [defendant Federal] wouldn't want to issue a
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policy w thout knowi ng about it so, therefore, |I would not issue
a policy.”

100. M. Sensibar stated that he was never inforned
prior to the application and i ssuance of the 1998 Policy that a
private investigative firmhired by YBM s Board had confirned
t hat the foundi ng sharehol ders of YBM were nenbers of a Russian
organi zed crine syndicate. Had he been so inforned, M. Sensibar
“woul d have run like hell the other way. [He] would not have
issued a policy.” M. Sensibar further noted that “[i]t's a huge
red flag when you see the words 'organi zed crine' so, therefore,
| would not want to issue a policy.”

101. M. Sensibar also testified that he woul d expect
the information outlined above to be disclosed by an insured
pursuant to the “Fal se Information” provision on the second page
of the 1998 Renewal Application. Although the particul ar
par agraph on the 1998 Renewal Application concerning “Fal se
I nformati on” does not specifically request the applicant to
di scl ose any information that mght give rise to a claimin the
future, M. Sensibar testified that he believes it is inplied.

102. At trial, plaintiff invoked his Fifth Arendnent
rights and refused to state whether he understood that any of the
foregoing information “was material to an assessnent of the
insurance risk or to the issuance of an insurance policy.” In
light of M. Sensibar's unrefuted testinony as to the materiality
of such information and plaintiff's own docunented statenents

concerning the potential inpact of that information on YBM
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plaintiff's refusal to testify on these subjects supports the
adverse inference that plaintiff understood that such information

woul d be material to defendant Federal's underwiting decision.
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V. EVENTS FOLLOWN NG THE | SSUANCE OF THE 1998 POLI CY

103. On May 13, 1998, less than two weeks after the
effective renewal date of the 1998 Policy, representatives of
various United States | aw enforcenent agencies, including the FB
and I NS, executed a search warrant at YBM s headquarters in
Newt own, Pennsyl vani a.

104. In the course of the search, |aw enforcenent
officials seized froma safe in plaintiff's office original YBM
stock certificates for hundreds of thousands of shares issued to,
anong ot her persons, Sem on Mogil evich, Sem on Ifrainov, Al exandr
Al exandrov, and Al exei Al exandrov - all of whomthe Fairfax G oup
had “confirnmed as . . . nenbers of Russian organized crine.”
Plaintiff had obtained these stock certificates, as well as stock
certificates issued in the nanme of Anatoly Kul anchenko - anot her
sharehol der identified as a nenber of Russian organized crine -
after the certificates were rel eased by an escrow agent in
January 1997. At the sane tine, plaintiff had obtai ned powers of
attorney for the shareholders identified as nenbers of Russian
organi zed cri ne.

105. YBM did not inform defendant Federal of the My
13, 1998 search prior to the date the 1998 Policy was issued.

The first notice defendant received was in Novenber 1998, when
Federal's claimdepartnent received a letter fromplaintiff's
counsel seeking coverage for an investigation by federal

authorities relating to YBM
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106. On June 7, 1999, YBM pled guilty to a one-count
crimnal information with a nulti-object conspiracy to commt
mai | fraud and securities fraud. |In support of the guilty plea,
t he governnment submtted a nenorandum stating that from 1993

t hrough May 1998:

YBM and its conspirators engaged in a conpl ex
fraudul ent schene to artificially inflate the val ue of
YBM stock by creating the false appearance of record
sal es, high revenues, and substantial profits fromthe
manuf acture and distribution of industrial nmagnets and
ot her YBM products worldwide. 1In its annual reports,
press releases and public filings with the securities
regulators in the United States and Canada, YBM made
nunmerous material m srepresentations and om ssions
regardi ng, anong other things, its managenent,
ownershi p, the extent and nature of its business
operations and its financial condition.

107. As part of its Quilty Plea Agreenent, YBM admtted
that it engaged in a:

conspiracy involving, anong other things, YBMs
creation, use and di ssem nation of false and m sl eadi ng
fraudul ent statenents between approxi mately 1993 and
May 1998, including YBMs Annual Reports, press

rel eases, prospectuses, public filings (Form 40-F) and
periodic reports (Form6-K) submtted to the SEC, which
contained material msstatenents and onmi ssions, and
YBM s engaging in acts and practices which operated as
a fraud in connection with the offer, purchase and sal e
of YBM securiti es.

V. ACTI ONS FOR WHI CH PLAI NTI FF SEEKS COVERAGE

A THE CRI M NAL | NVESTI GATI ON

108. By letter to plaintiff dated Novenmber 16, 1998,
the U S. Attorney for the Eastern District of Pennsylvania (the
“U S, Attorney”) notified plaintiff:

You are presently a target of a grand jury

i nvestigati on concerni ng, anong others, violations of
Title 18, United States Code, § 1962 (RICO, Title 18,
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United States Code, 88 1956, 1957, Money Launderi ng,

and Title 15, United States Code, 88 77 and 78,

Securities Fraud, arising fromyour involvenent with

YBM Magnex International, Inc., its subsidiaries and

affiliates, and your association with Sem on

Mogi | evi ch, a/k/a "“Seva.”

109. By letter dated Novenber 16, 1998, plaintiff's
counsel notified defendant “that federal |aw enforcenent are
conducting a formal investigation related to YBM (“Crim na
| nvestigation”) and asserted that the investigation constituted a
“claimwi thin the meaning of the policy.” In response, by letter
dat ed Decenber 16, 1998, defendant notified plaintiff that
“[a]fter careful review, Federal has concluded that there is no
coverage for the allegations contained in the docunentation as
presently submtted” and that “the Crimnal Investigation did not
constitute a “Clainmf within the neaning of the Policy and woul d
not constitute a Claim®“until the grand jury returns an
i ndi ct ment agai nst Insured Persons.” Federal also reserved its
rights under the Policy and at |aw to assert additional grounds
for denial, "“including representations and om ssions in
connection with the application.”

110. The 1998 Policy only provides coverage for “ Loss

whi ch the I nsured Person becones legally obligated to pay
on account of any Claimfirst nmade against hini during the policy
period. The Policy's definition of “Cainf is limted in

rel evant part to “civil proceeding[s] comrenced by the service of

a conplaint or simlar pleading . . .[and] crimnal proceeding|s]
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comrenced by a return of an indictnent . . . against any Insured
Person.”

111. Because the Crimnal I|nvestigation has not
resulted in the return of an indictnent against plaintiff, it
does not constitute a Claimfor which coverage is avail abl e under
t he Policy.

112. The 1996 Application, which the 1998 Application
and the 1998 Policy incorporate by reference, provides that, in
the event any “person proposed for coverage is aware of any facts
or circunstances which he or she has reason to suppose m ght give
rise to a future claimthat would fall within the scope of the
proposed coverage,” “any claimarising fromthemis excluded”
fromcoverage (“Prior Know edge Excl usion”).

113. The Crimnal Investigation arises fromthe
following facts or circunstances of which plaintiff was aware at
the time of the 1996 Application and which plaintiff had reason
to suppose mght give rise to a future claim (1) the State
Departnent's belief that YBMwas involved in illegal activities;
(2) allegations and investigations of the involvenment of Arigon,
YBM s whol | y-owned subsidiary, in a noney-|aundering schene; (3)
YBM s | ack of control over the operations of Arbat, YBMs wholly-
owned subsidiary; and (3) Sem on Mgelivich's role in the
operations of YBMor its subsidiaries. As a result, regardless
of whether it results in a Claimas defined in the 1998 Policy,
the Crimnal Investigation would fall within the Prior Know edge

Excl usion specified in the 1996 Application.
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B. THE PENNSYLVANI A CLASS ACTI ON LI Tl GATI ON

114. On Decenber 11, 1998, plaintiff was naned as a
defendant in a securities class action [awsuit. Over the next
few nont hs, another four class actions were filed agai nst
plaintiff and other YBM directors and officers and | ater
consolidated in the Eastern District of Pennsylvania in this

Court in an action styled Paraschos, et al. v. YBM Magnex

International, Inc., No. 98-CV-6444 (E.D. Pa.) ("Pennsylvania

Class Action Litigation”).

115. The plaintiffs in the Pennsylvania C ass Action
Litigation allege that during the period of January 19, 1996
(three nonths prior to the inception of the 1996 Policy) to My
14, 1998, plaintiff violated Sections 10(b) and 20(a) of the
Securities Exchange Act and SEC Rul e 10b-5 by know ngly or
reckl essly enpl oyi ng devices, schenes, and artifices to defraud
and engaging in acts, practices, and a course of business which
operated as a fraud and deceit upon the purchases of YBM
securities, and engaged in insider trading.

116. Section 6(c) of the 1998 Policy excludes coverage
for “any Aaim. . . based upon, arising from or in consequence
of [any] Insured Person having gained in fact any personal
profit, renmuneration or advantage to which such Insured Person
was not legally entitled” (“Personal Profit Exclusion”).

117. The Pennsyl vania C ass Action Litigation is based
upon, arises from or is in consequence of plaintiff's having

gained in fact a personal profit, renmuneration or advantage to
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which plaintiff was not legally entitled, including profits from
the sale of YBM stock. As a result, the Pennsylvania C ass
Action Litigation falls within the Personal Profit Exclusion
specified in Section 6(c) of the 1998 Poli cy.

118. The Pennsyl vania C ass Action Litigation also
arises fromthe followng facts or circunstances of which
plaintiff was aware at the tinme of the 1996 Application and which
plaintiff had reason to suppose mght give rise to a future
claim (1) the State Departnent's belief that YBMwas involved in
illegal activities; (2) allegations and investigations of the
i nvol venent of Arigon, YBMs wholly-owned subsidiary, in a noney-
| aundering schene; (3) YBMs |lack of control over the operations
of Arbat, YBMs whol|ly-owned subsidiary; and (4) Sem on
Mogi l evich's role in the operations of YBMor its subsidiaries.
As a result, the Pennsylvania C ass Action Litigation falls
within the Prior Know edge Exclusion specified in the 1996
Appl i cati on.

C THE CANADI AN CLASS ACTI ON LI TI GATI ON

119. Plaintiff has been nanmed as a defendant in a

Canadi an class action styled Mondor v. Fisherman, Court File No.

98- G- 4545 (Ontario Court, Ceneral D vision). The Mndor action
all eges that plaintiff made intentional m srepresentations
concerning YBM s business in order to further his personal
interests and gain. Plaintiff has not been served wth a copy of

this conpl aint.
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120. The 1998 Policy only covers civil proceedings
whi ch have been “commenced by the service of a conplaint or
simlar pleading.” As a result, because plaintiff has not been
served in the Mndor action, that action does not constitute a
Claimfor which coverage is available under the 1998 Poli cy.

121. Plaintiff also has been naned as a defendant in a

Canadi an class action styled Royal Trust Corporation of Canada v.

Fi sherman, Court File No. 99-GD 46096 (Ontario Court, General

Division). The Royal Trust action alleges that plaintiff mde

intentional m srepresentations concerning YBM s business in order
to further his personal interests and gain.

122. The Mondor and Royal Trust actions are based upon,

arises from or in consequence of plaintiff’'s having gained in
fact a personal profit, renuneration or advantage to which
plaintiff was not legally entitled, including profits fromthe
sale of YBMstock. As a result, both actions fall within the
Personal Profit Exclusion specified in Section 6(c) of the 1998
Pol i cy.

D. THE YBM RECEI VER' S ACTI ON

123. Plaintiff has been nanmed as a defendant in an
action brought by Ernst & Young YBM Inc., which was appointed as
YBM s bankruptcy receiver (“YBM Receiver”), styled YBM Magnhex

International, Inc. v. Bogatin, Court File No. 99-CL-3424

(Ontario Court, General Division) (“YBM Receiver’s Action”). The
YBM Receiver’s Action alleges that plaintiff engaged in insider

trading and tipping in violation of the Canadi an Securities Act.
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124. Section 5(c) of the Policy excludes coverage for
“any Claim. . . brought or naintained by or on behalf of any
Insured except: . . . a Caimthat is a derivative action brought
or mai ntai ned on behalf of an Insured Organi zati on by one or nore
persons who are not Insured Persons and who bring and maintain
the aimwthout the solicitation, assistance or participation
of any Insured.” The 1998 Policy's definition of “Insured”
i ncludes the “lInsured Organization,” YBM Magnex | nternational,
Inc. Thus, because the YBM Receiver's Action nanes as the
plaintiff “YBM Magnex International, Inc. by its Receiver and
Manager Ernst & Young YBMInc.,” it is an action “brought or
mai ntai ned by or on behalf of an[] Insured” that is not covered
by any of the provided exceptions and coverage for the YBM
Receiver's Action is precluded by Section 5(c) of the Policy.

125. Section 6(a) of the 1998 Policy provides that
def endant shall not be liable on account of any “d ainf mde
agai nst any “lnsured Person”, “for an accounting of profits nade
fromthe purchase or sale by such Insured Person of securities of
the I nsured Organi zation within the nmeaning of Section 16(b) of
the Securities Exchange Act . . . or simlar provisions of any
federal, state or local statutory or common law.” The YBM
Recei ver's Action seeks “an accounting pursuant to section 134(4)
of the Securities Act, RS . O 1990, c¢c.S. 5 a anended . . . for
every benefit or advantage received or receivable by each of the
Def endants as a result of their purchase, sale or conmmunication,

as the case may be, of or in respect of the securities of YBM
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Magnex International, Inc.” Section 134(4) of the Securities Act
of Ontario is a “local statutory law of a simlar nature to the
Securities Act of 1934.~”

126. In addition, the YBM Receiver’s Action is based
upon, arises from or is in consequence of plaintiff’s having
gained in fact a personal profit, renmuneration or advantage to
which plaintiff was not legally entitled, including profits from
the sale of YBMstock. As a result, the YBM Receiver’s Action
falls wiwthin the Personal Profit Exclusion specified in Section
6(c) of the Policy.

E. THE ONTARI O SECURI TI ES COW SSI ON ACTI ON

127. Plaintiff has been naned as a defendant in an
action brought by the Ontario Securities Comm ssion styled In the

Matter of the Securities Act and YBM Magnex International, Inc.

(Ontario Securities Comm ssion) (“OSC Action”). The OSC Action
all eges that plaintiff made intentional m srepresentations
concerni ng YBM s busi ness.

128. The OSC Action arises fromthe followi ng facts or
ci rcunstances of which plaintiff was aware at the tine of the
1996 Application and which plaintiff had reason to suppose m ght
give rise to a future claim (1) the U S. governnent’s belief
that YBMwas involved in illegal activities; (2) allegations and
i nvestigations of the involvenent of Arigon, YBMs wholly-owned
subsidiary, in a noney-laundering schene; (3) YBMs | ack of
control over the operations of Arbat, YBM s wholly-owned

subsidiary; and (4) Semon Mgilevich’s role in the operations of
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YBM or its subsidiaries. As a result, the OSC Action falls
within the Prior Know edge Exclusion specified in the 1996
Appl i cati on.
V. THE COVERAGE | NVESTI GATI ON
129. In the course of its investigation of requests for
coverage by plaintiff and other fornmer YBM officers and
directors, defendant requested that plaintiff and the other
former YBM officers and directors actively seeking coverage under
the 1998 Policy submt to interviews by Federal. Defendant's
request for interviews was nmade in accordance with Section 10 of
the Policy, which provides that:
The Insureds shall, as a condition precedent to
exercising their rights under this coverage section,
give to the Conpany such information and cooperation as
it may reasonably require, including but not limted to
a description of the Claimor circunstances, the nature
of the alleged Wongful Act, the nature of the alleged
or potential damage, the nanes of actual or potenti al
claimants, and the manner in which the Insured first
becane aware of the C aimor circunstance.
130. Plaintiff refused to submt to an interview by
def endant. Everyone el se seeking coverage agreed to submt to an
interview and did, in fact, provide an interview to defendant.
Plaintiff's refusal to submit to an interview cut off a very
i nportant source of information because defendant had substanti al
docunentati on that provided many bases for believing that
plaintiff had significant know edge about events and
ci rcunstances that he had not disclosed to Federal.

131. While the other YBMdirectors and officers were

wlling to submt to interviews, plaintiff was in a uni que
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posi ti on because his experience with the conpany went back to the
origins of the conpany, docunents reveal ed that he had
significant tenure with the conpany, and docunents showed that he
had stronger relationships than any other insured persons with
M. Sem on Mgilevich. Consequently, plaintiff's refusal to
submt to an interview prevented defendant from having as

conpl ete an understanding as it would |like to have had about the
clains it was asked to cover.

CONCLUSI ONS OF LAW

ADVERSE | NFERENCES MAY BE DRAWN AGAI NST PLAI NTI FF W TH
RESPECT TO MATTERS ON WH CH HE REFUSED TO TESTI FY

1. “I't is. . . settled lawthat a civil litigant's
assertion of the Fifth Anendnent permts an adverse inference

against the litigant with respect to the matter for which the

privilege is clainmed.” Aetna Cas. & Sur. Co. v. State Farm Mut.
Auto. Ins. Co., 771 F.Supp. 704, 708 (WD. Pa. 1991), aff'd, 961

F.2d 207 (3d Gir. 1992).

2. Because there is i ndependent evidence, including
docunentary evi dence, consistent with and supporting such an
i nference, defendant Federal is entitled to an adverse inference
against plaintiff with respect to those questions which he

refused to answer on Fifth Arendnent grounds. United States v.

St el nokas, 100 F. 3d 302, 311 (3d Gr. 1996), cert. denied, 520

U.S. 1242 (1997) (citing Baxter v. Palm giano, 425 U. S. 318
(1976)).
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. RESCI SSI ON OF THE 1998 POLI CY
3. Plaintiff argues that as a cl ains made policy,
defendant is obligated to advance his defense costs. Plaintiff

relies on Little v. M3 C Indemity Co, 836 F.2d 789 (3d Cr.

1987), to assert that defendant cannot w thhold defense costs
during a pendi ng coverage dispute.

4, Def endant, however, argues that based on
plaintiff's know ng m srepresentations and conceal nent of
material information on YBM s insurance applications, the 1998
Policy should be rescinded as to plaintiff, and therefore, there
shoul d be no policy available to him Defendant contends that
said m srepresentations and conceal nent are not the sane issues
to be tried in the underlying cases which constitute plaintiff's
I nsurance coverage cl ai ns.

5. This Court agrees with defendant and finds that
plaintiff's alleged m srepresentati ons and conceal nent on YBM s
i nsurance applications do not constitute the same issues to be
tried in the underlying clainms for which he seeks insurance
coverage and defense costs. Defendant alleges plaintiff nade
fraudul ent m srepresentations to and conceal ed materi al
information fromthe insurer in obtaining the insurance policies
at issue. Such acts constituting the alleged m srepresentations
and conceal nent present a separate issue to be determned by this
Court with respect to rescission of the 1998 Policy. Therefore,
this Court is in a position nowto determ ne whether plaintiff's

representations made in YBMinsurance policies were in fact
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fraudul ent, irrespective of whether plaintiff my be found to be
guilty of or liable for the allegations presented in the
under | yi ng clains.

6. Consequently, since Pennsylvania |aw holds that an
i nsurance policy is void ab initio for m srepresentati on when the
i nsurer can establish that the insured knowingly or in bad faith
made a fal se representation which was material to the risk being

i nsured, see Matinchek v. John Alden Life Ins. Co., 93 F. 3d 96

(3d Gr. 1996), and to the extent that a rescission anmounts to

t he unmaki ng of the policy and is not nerely a termnation of the
rights and obligations of the parties towards each other, but an

abrogation of all rights and responsibilities of the parties

t owards each other fromthe inception of the policy, see Kl opp v.
Keystone Ins. Cos. 595 A 2d 1, 4 n.6 (Pa. 1991), this Court wll

di scuss the nore dispositive rescission issue first, before

orderi ng any advancenent of defense costs to plaintiff.
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A STANDARDS FOR RESCI SSI ON

7. Under Pennsylvania |aw an insurance policy is void
or may be rescinded for m srepresentation if the insurer can
establish by clear and convincing evidence the follow ng three
el ements: (1) that the representation was false; (2) that the
i nsured knew that the representati on was fal se when nade or nade
it in bad faith; and (3) that the representation was material to

the risk being insured. See New York Life Ins. Co. v. Johnson,

923 F.2d 279, 281 (3d Cr. 1991); Lotman v. Security Miut. Life

Ins. Co., 478 F.2d 868, 870 (3d Gr. 1973); A.G Allebach, Inc.

V. Hurley, 540 A 2d 289, 294 (Pa. Super. Ct. 1988).

8. An insurer may also rescind an insurance policy if
it can prove by clear and convincing evidence that the insured
knowi ngly failed to disclose informati on which was material to
the risk agai nst which the insured sought to be protected. Rohm

& Haas Co. v. Continental Cas. Co., 732 A 2d 1236, 1251 (Pa.

Super. C. 1999) (citing Tudor, 697 A 2d 1010, 1016 (Pa. Super.
Ct. 1997)). However, “an applicant is under no duty to vol unteer
i nformation where no question plainly and directly requires it to

be furnished.” Vella v. Equitable Life Assurance Society of the

United States, et al., 887 F.2d 388, 392 (2d Cr. 1989); see

also Sebring v. Fidelity-Phenix Fire Ins. Co., 174 N.E. 761 (N.Y.

1931) (“If fraud be absent, the assured may remain silent in
respect to many matters concerning which the underwiter fails to

guestion him?").
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9. However, where the nondisclosure, as to a matter
whi ch the insured has not been directly asked, constitutes fraud,
the policy may be voided. Sebring, 174 NE at 761. To
constitute fraud, the nondisclosure nust be “in bad faith with
intent to mslead the insurer.” 1d. |In other words, “[i]f the
applicant is aware of the existence of sonme circunstance which he
knows woul d influence the insurer in acting upon his application,
good faith requires himto disclose that circunstance, though

unasked.” |1d.. See also Lighton v. Mudi son-Onondaga Mutual Fire

Ins. Co., 106 A.D.2d 892, 483 N.Y.S. 2d 515, 516 (N.Y.A D. 4Dept
1984) (“Fraudul ent conceal nent may void an insurance policy, even
if the fact conceal ed was one not inquired into by the
insurer.”).

10. The standard for clear and convincing proof is
sufficiently net if the evidence presented was “so clear, direct,
wei ghty, and convincing as to enable the jury to cone to a clear

conviction, wthout hesitancy, of the truth of the precise facts

in issue.” Lessner v. Rubinson, 592 A 2d 678, 681 (Pa. 1991).
Nonet hel ess, “fraud . . . is never proclainmed fromthe housetops
nor is it done otherw se than surreptitiously with every effort
to conceal the truth of what is being done. So fraud can rarely
if ever be shown by direct proof. It nust necessarily be largely

inferred fromthe surroundi ng circunstances.” Rohm & Haas Co.,

732 A 2d at 1251 (quoting Shechter v. Shechter, 76 A 2d 753, 755

(Pa. 1950).
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11. “I'n order to show a policy is void ab initio on
the basis of fraud, the insurer nmust prove that the intent to

decei ve was deliberate.” 1d. (citing Gines v. Prudential Ins.

Co. of Anerica, 585 A 2d 29, 33 (Pa. Super C. 1991)).

Ther ef or e,

Mere m stakes, inadvertently made, even though of
material matters, or the failure to furnish all details
asked for, where it appears that there is no intention
of concealing the truth, does not work a forfeiture,
and a forfeiture does not foll ow where there has been
no deliberate intent to deceive, and the known falsity
of the answer is not affirmatively shown.

Rohm & Haas Co., 732 A 2d at 1251.

B. PLAI NTI FF' S M SREPRESENTATI ONS AND CONCEALMENT AND
THEI R MATERI ALI TY

12. M srepresentations in the original 1996
Application, as well as subsequent applications, constitute
grounds for rescinding the 1998 Policy because those previous
applications were incorporated by reference in the 1998 Renewal
Appl i cati on.

13. It has been held that "[e]very fact is materi al
whi ch increases the risk, or which, if disclosed, would have been

a fair reason for demandi ng a higher premum"”™ New York Life,

923 F.2d 279, 282 (3d Cr. 1991) (quoting Hartman v. Keystone

| nsurance Co., 21 Pa. 466, 477 (1853)). "The |law undoubtedly is,

that a policy . . . will be vitiated by the m srepresentati on of
any fact which would increase the risk . . . . [A]nything which
i ncreases the risk cannot be immterial."” 1d. (quoting Hartnman

21 Pa. at 477 and citing McCaffrey v. Knights & Ladies of
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Col unbi a, 63 A 189, 189 (Pa. 1906) (pregnancy not material to
ri sk because facts showed that insurer nust have antici pated that
possibility and yet did not demand hi gher premum "A fact is
material to the risk when, if known to the underwiter, it would
have caused himto refuse the risk, or would have been a reason
for his demandi ng a higher premum?").

14. In conjunction wth the Findings of Fact outlined
above, this Court finds that clear and convincing evidence
denonstrates that plaintiff nmade a fraudul ent and nateri al
m srepresentation on the 1996 Application by answering “no
exceptions” as to whether he was aware of “any facts or
ci rcunstances which he . . . has reason to suppose m ght give
rise to a future claim” The clear and convinci ng evidence al so
shows that plaintiff concealed material information fromthe 1996
Application, while know ng such conceal nent could constitute a
fraudul ent insurance act.

15. Plaintiff was specifically aware that the State
Department suspected YBMof illegal activities. Plaintiff also
acknow edged that the State Departnent allegations could depress
the value of YBM stock and trigger securities |awsuits agai nst
the conpany. Plaintiff was also aware before the 1996
Application was submtted that a certain YBM subsidiary could
“subject [YBM to certain potential liability.” Said facts were
material to defendant Federal's underwiting decision as
know edge of them would have caused defendant to refuse the risk

and deny YBM s applications for the policies.
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16. In conjunction with the Findings of Fact outlined
above, this Court finds that clear and convinci ng evi dence
denonstrates that the representations in the 1997 Annual Report
attached to the 1998 Application that Deloitte had “audited
[ YBM s] consolidated financial statenents as described in their
report” and that Deloitte had prepared a “report” stating “[i]n
our opinion, such 1997 and 1996 financial statenents present
fairly in all material respects, the financial position of [YBM
at Decenber 31, 1997 and 1996" were false and material to
def endant's underwiting deci sion.

17. In conjunction wth the Findings of Fact outlined
above, this Court finds that clear and convincing evidence
denonstrates that plaintiff concealed material information from
the 1998 Renewal Application. Plaintiff's failure to disclose
the followng information in the 1998 Renewal Application
constituted material concealnent: (1) that Deloitte had suspended
its audit due to concerns it had regarding sone of YBM s
transactions that Deloitte thought nay have been “bogus” and sone
of YBM s custoners who were thought to have connections to
organi zed crinme; (2) that U. S. authorities were conducting
i nvestigations of YBMinvol ving concerns of “national security”
and “fraud”; (3) that the Fairfax Goup had concluded that six of
YBM s origi nal sharehol ders were nenbers of organized crine.

C PLAI NTI FF' S M SREPRESENTATI ONS AND CONCEALMENT OF

MATERI AL | NFORVATI ON I N YBM S | NSURANCE
APPLI CATI ONS WERE FRAUDULENT OR MADE I N BAD FAI TH
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18. A statement known to be false when it is nade is

presunptively fraudulent. Shafer v. John Hancock Mut. Life Ins.

Co., 189 A 2d 234, 236 (Pa. 1963). An insured acts in bad faith
when he makes a fal se statenent while aware that he does not know

whet her or not his statenent is true. See Rovyal |Indemity Co. V.

Deli by Foodarama, No. CIV.A 97-1267., 1999 W. 178543, at *3

(E.D. Pa. March 31, 1999) (citing Evans v. Penn Mut. Life Ins.

Co., 186 A. 133, 138 (Pa. 1936)).

19. Signing an application that contains a
certification of the accuracy of its contents w thout review ng
the application to ensure its accuracy also constitutes bad faith

as a matter of | aw Peer v. Mnnesota Mut. Fire & Cas. Co., No.

ClV. A 93-2338, 1995 W. 141899, at *6 (E.D. Pa. Mar. 27, 1995).

20. In accordance with the Findings of Fact as well as
t he Concl usions of Law outlined above, this Court finds that
cl ear and convi nci ng evi dence denonstrates that plaintiff's
material m srepresentations and om ssions with respect to YBM
i nsurance policies were fraudulent or in bad faith.

21. In light of the substantial docunmentary evidence
indicating that plaintiff was aware that the State Departnent's
suspicion that YBMwas involved in crimnal activity coul d damage
YBM s business and “trigger[] opportunistic |awsuits,”
plaintiff's refusal to testify gives rise to an adverse inference
that he knew that the Prior Know edge Warranty in the 1996
Application was fal se, and therefore establishes fraud as a

matter of | aw
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22. In light of the substantial docunentary evidence
denmonstrating that plaintiff knew, when he submtted the 1997
Annual Report in response to the renewal application' s request
for YBMs “[|]atest audited annual report,” that Deloitte had not
conpleted its audit, plaintiff's refusal to testify gives rise to
an adverse inference that he knew that the representations in the
1997 Annual Report regarding the status of Deloitte's audit were
false, and therefore establishes fraud as a matter of |aw.

23. Gven the substantial docunentary evidence that
plaintiff believed that the U S. authorities' investigation could
have a devastating effect on the conpany and lead to | awsuits,
plaintiff's refusal to testify whether he was aware that the
exi stence of the investigation was material to Federal gives rise
to the inference that he was aware of that fact, and therefore
establ i shes bad faith.

24. Gven the substantial docunentary evidence that
plaintiff was aware that reports of the conpany's ties to
organi zed crinme could have a devastating effect on the conpany's
busi ness, plaintiff's refusal to testify whether he was aware
that the results of the Fairfax G oup investigation were materi al
to Federal gives rise to the inference that he was aware of the
fact, and therefore establishes bad faith.

25. Plaintiff cannot avoid responsibility for the
m srepresentations and omissions in the 1998 Renewal Application
by claimng that he was unaware of their subm ssion because he

signed the application that “to the best of his . . . know edge
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and belief the statenents set forth herein are true.” See Jung

v. Nationwde Mut. Fire Ins. Co., 949 F. Supp. 353, 358 (E.D. Pa.

1997) .

D. PLAI NTI FF* S REFUSAL TO COVPLY W TH
COOPERATI ON REQUI REMENT OF POLI CY

26. Federal is not required to pay benefits under the
1998 Policy if it can establish that plaintiff materially
breached the terns and conditions of the Policy. See, e.q.,

Paxton Nat'l Ins. Co. v. Brickajlick, 522 A 2d 531 (Pa. 1987).

27. Section 10 of the 1998 Policy required plaintiff
to cooperate and give defendant information as a condition
precedent to plaintiff's exercising his rights under the Policy.

28. Federal is entitled to deny coverage under the
1998 Policy if it can prove that plaintiff breached his duty to
cooperate and that Federal was substantially prejudiced by that

br each. See, e.q., Prudential Property & Cas. Co. v. FErie Ins.

Co., 660 F.Supp. 79, 81 (E.D. Pa. 1986).

29. Defendant's requests for information concerning
plaintiff's know edge of m srepresentations and onm ssions in the
1996 Application and the 1998 Renewal Application were
reasonable. In refusing to submt to defendant's requests for
information, plaintiff argues that his duty to provide reasonable
cooperation does not require himto waive his Fifth Amendnent
rights. However, a Fifth Amendnent privil ege against self-
incrimnation does not trunp an insurance policy's duty to

cooperate requirenent. Aetna Cas. & Sur. Co. v. State Farm Mut.
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Auto. Ins. Co., 771 F.Supp. 704, 708 (WD. Pa. 1991), aff'd, 961

F.2d 207 (3d Cir. 1992). Wile a person nay not be penalized for
asserting the Fifth Arendnent privil ege against self
incrimnation, that does not nean that if a person refuses to
meke a statenment in a civil proceeding that the failure to
provi de evi dence may not have adverse consequences. |d.

30. The Court finds that plaintiff breached his duty
to cooperate by failing to disclose informati on and docunents
reasonably requested by defendant and by refusing to submt to an
interview. Furthernore, in accordance with the Findings of Fact
outlined above, the Court finds that plaintiff's failure to
cooperate substantially prejudiced defendant's ability to
conplete its investigation.

L1l 1998 POLI CY DCES NOT COVER OR EXCLUDES COVERAGE FOR THE
ACTI ONS FOR VWHI CH PLAI NTI FF REQUESTS COVERAGE

31. Irrespective of this Court's holding on the issue
of recision, defendant seeks a declaratory judgnent that
plaintiff is not entitled to coverage based on the terns,
condi tions, and excl usions contained in the policy.

32. Plaintiff has the initial burden of establishing
by a preponderance of the evidence that the proceedi ngs for which
he seeks coverage fall under the Policy’'s affirmative grant of

coverage. Koppers Co. v. Aetna Cas. & Sur. Co., 98 F. 3d 1440,

1446 (3d Cr. 1996).
33. The burden of proving the applicability of any

exclusions or limtations on coverage lies with the insurer, as
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those are affirmative defenses. See id. Regardless of whether
plaintiff can neet his burden of establishing that the
proceedi ngs for which he seeks coverage fall within the Policy’s
affirmati ve grant of coverage, defendant may avoid liability for
any loss relating to those proceedings if it can establish that
coverage is precluded by exclusions or Iimtations in the policy.

Ehrgood v. Coregis Ins. Co., 59 F.Supp.2d 438, 442 (MD. Pa.

1998) .

A PLAI NTI FF* S REQUESTS FOR COVERAGE ARE BARRED BY
THE POLI CY' S EXCLUSI ONS

34. The Prior Know edge Exclusion in the 1996
Application, which is incorporated by reference in the 1998
Renewal Application and the 1998 Policy, precludes coverage for
clains arising fromfacts and circunstances of which any person
proposed for coverage was aware on or before May 1, 1996 and
whi ch a reasonabl e person woul d have supposed “m ght give rise to
a future claimthat would fall within the scope of proposed
coverage.”

35. In accordance with the Findings of Fact outlined
above, this Court finds Coverage for the Crimnal Investigation,
t he Pennsyl vania Class Action Litigation, and the OSC Action is
precluded by the Prior Know edge Excl usion.

36. The Personal Profit Exclusion in Section 6(c) of
the Policy precludes coverage for “any Claim. . . based upon,

arising from or in consequence of [any] Insured Person having
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gained in fact any personal profit, renuneration or advantage to
whi ch such Insured Person was not legally entitled.”

37. In accordance with the Findings of Fact outlined
above, this Court finds that coverage for the Pennsylvania O ass

Action Litigation, the Mndor Action, the Royal Trust Action, and

the YBM Receiver’s Action is precluded by the Personal Profit
Excl usi on.

38. Section 5(c) of the Policy precludes coverage for
“any Claim. . . brought or maintained by or on behalf of any
| nsured.” The definition of “Insured” includes the “Insured
Organi zation,” YBM

39. Section 6(a) of the 1998 Policy provides that
def endant shall not be |iable on account of any C ai m nade
agai nst any Insured Person “for an accounting of profits nade
fromthe purchase or sale by such Insured Person of securities of
the I nsured Organi zation within the nmeaning of Section 16(b) of
the Securities Exchange Act . . . or simlar provisions of any
federal, state or local statutory |law or common | aw.”

40. I n accordance with the Findings of Fact outlined
above, this Court finds that coverage for the YBM Receiver’s
Action is precluded by Section 5(c) and Section 6(a) of the

Pol i cy.
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B. THE MONDOR LI TI GATI ON DCES NOT FALL W THI N THE
PCLI CY’ S AFFI RVATI VE GRANT OF COVERACE

41. Coverage under the 1998 Policy is limted to
| osses “which the Insured Person becones legally obligated to pay
on account of any Claimfirst made against him individually or
ot herwi se, during the Policy Period or, if exercised, during the
Ext ended Reporting Period.”

42. The 1998 Policy only covers civil proceedings
whi ch have been “comenced by the service of a conplaint or
simlar pleading.” Because plaintiff has not been served in the
Mondor action, that action does not constitute a Caimfor which
coverage is avail able under the 1998 Policy and plaintiff is not
entitled to coverage for costs relating to the Mondor litigation.
| V. CONCLUSI ON

The Court concludes that clear and convi nci ng evi dence
denmonstrates that plaintiff Jacob Bogatin nade certain materi al
m srepresentations to and conceal ed a great deal of nmateri al
i nformati on from def endant Federal throughout the period during
whi ch YBM sought i nsurance coverage. More inportantly, plaintiff
made these mi srepresentati ons and om ssions on YBM s insurance
applications to defendant Federal, who in turn relied on themin
maki ng their underwiting decisions and in granting YBMthe
i nsurance policies.

Therefore, this Court finds JUDGVENT in favor of
def endant Federal |nsurance Conpany and against plaintiff Jacob

Bogatin. The 1998 Policy is found to be void ab initio, is
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rescinded, and is without |egal force or effect as to plaintiff
Bogatin. Furthernore, it is declared that plaintiff is not
entitled to coverage based on the terns, conditions and
exclusions contained in the 1998 Policy. Federal has no
obligation or duty to provide coverage for any clain(s) asserted
by plaintiff Bogatin under the 1998 policy.

An appropriate O der follows.

Cl arence C. Newconer, S.J.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

JACOB BOGATI N, : ClVIL ACTI ON
Plaintiff :

V.

FEDERAL | NSURANCE COWVPANY, :
Def endant : NO. 99-4441

ORDER

AND NOW this day of June, 2000, upon consideration
of the testinony of the witnesses, adnmtted exhibits, and
argunents of counsel, as well as the parties' post-trial
subm ssions, the Court hereby ORDERS as follows:

(1) JUDGMENT is ENTERED in favor of defendant Federa
| nsurance Conpany and agai nst plaintiff Jacob Bogatin.

(2) The 1998 Policy is FOUND to be VOD ab initio, is
RESCI NDED, and is without |legal force or effect as to plaintiff.

(3) It is DECLARED that plaintiff is not entitled to
coverage based on the ternms, conditions and excl usi ons contai ned
in the 1998 Policy. Federal has no obligation to provide
coverage for any clains asserted by plaintiff under the Policy.

(4) Al outstanding notions are denied as noot, this
Court having rendered judgnent in this action.

AND I T I'S SO ORDERED

Cl arence C. Newconer, S.J.



