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

PAUL M PRUSKY, et al. ) G VIL ACTI ON
V.

RELI ASTAR LI FE | NSURANCE )
COVPANY ) NO. 03-6196

MEMORANDUM

Dal zel I, J. January 5, 2007
Bet ween February and August of 1998, Paul and Steven
Prusky, as trustees of the MFl Associates, Ltd. Profit Sharing
Plan ("Plan"),! entered into seven variable |life insurance
contracts with ReliaStar Life Insurance Conpany. In Novenber,
2003, claimng that ReliaStar was violating the terns of those
contracts, the Pruskys filed this lawsuit. After an involved
procedural history, which we review in detail below, we are
finally in a position to rule on the Pruskys' notion for summary

judgnent under Fed. R Civ. P. 56.°

Fact ual Background

In 1998, the Plan purchased seven variable life

i nsurance policies fromReliaStar with face val ues of between $2

! The Plan was formerly known as the W ndsor
Securities, Inc. Profit Sharing Plan.

2 Sunmary judgment is appropriate "if the pleadings,
depositions, answers to interrogatories, and adm ssions on file,
together with the affidavits, if any, show that there is no
genui ne issue as to any material fact and that the noving party
is entitled to a judgnent as a matter of law." Fed. R Gv. P
56(c). In resolving a notion for sumary judgnment, the Court
must draw all reasonable inferences in the non-novant's favor,
Bartnicki v. Vopper, 200 F.3d 109, 114 (3d Gr. 1999), and
det erm ne whether "the evidence is such that a reasonable jury
could return a verdict for the nonnoving party.” Anderson v.

Li berty Lobby, Inc., 477 U. S. 242, 248 (1986).




mllion and $10 nmillion each. The policies jointly insured the
lives of Paul Prusky and his wife, Susan, and provided for
paynent of the death benefit upon the death of both insureds.
These policies permtted the Plan to invest their cash values in
the Select*Life Variable Account, a unit investnent trust created
under the Investnent Conmpany Act of 1940. See 15 U S.C. § 80a-4.
The Vari abl e Account was further divided into a series of nutual
fund sub-accounts, allowing the trustees to select froma
portfolio of nmutual funds for investnent.

When it issued the policies, ReliaStar was aware that
the Pruskys intended to engage in an investnent strategy known as
"market timng." Market timng is an arbitrage strategy that
seeks to benefit frominformation affecting the valuation of a
mutual fund that is not yet incorporated into the net asset val ue
("NAV') of the fund shares, a value that is typically cal cul ated
only once per day. Because it seeks to take advantage of short-
term di screpanci es between the price and the NAV of nmutual fund
shares, this strategy requires frequent trading. Although nutua
fund conpani es often frown upon nmarket timng, it is a perfectly

| egal strategy.?®

® The Pruskys al so sought to use a practice comonly
known as late trading, which allowed themto trade after the
daily NAV cal culus for the fund. This strategy violates the
Securities and Exchange Commi ssion's forward pricing rule, 17
CF.R 8 270.22c-1(a). The SEC and other authorities have
recently cracked down on late trading in the nutual fund
i ndustry, and in Novenber, 2002, ReliaStar notified the Pruskys
that federal law precluded it fromconformng with their late
tradi ng requests. The Pruskys do not seek to enforce the late
tradi ng provisions of their agreenment with ReliaStar
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ReliaStar's prospectus for its variable life insurance
policies allowed for only four transfers a year, a nunber that
woul d be i nadequate for inplenenting the Pruskys' market tim ng
strategy, so the Plan negotiated an anendnent to each of the
policies, which was signed in each case by ReliaStar Vice-
President MC. Peg Sierk. These anendnents have been referred to
t hroughout the litigation as the "Sierk Menos". The Sierk Menos
allowed the Plan to make unlimted transfers between the sub-
accounts within the Variable Account by phone or fax w thout any
fee and waived any restriction as to the dollar anmount of those
transfers. Paul Prusky began nmaki ng sub-account transfer
requests in March, 1998. Oten, these requests were made daily.

In Septenber of 2003, Eliot Spitzer, then New York
State Attorney Ceneral, announced that he was investigating |ate
trading and market timng schenes in the nutual fund industry for
potential violations of state and federal | aw. See Def. Mem,
Exh. 2. As a result, many fund conpani es began scrutini zing
their investors' transactions for suspicious trades. On Cctober
6, 2003, ReliaStar received an inquiry from Pioneer I|nvestnent
Managenent, one of the fund conpanies with which the Variable
Account was invested, about a series of trades that Pioneer
t hought mght be linked to market timng. Wen ReliaStar
investigated, it found that the Plan had nade the trades. On
October 8, 2003, Christie Gutknecht, a director at | NG
ReliaStar's parent conpany, sent a letter to Paul Prusky noting

t hat Pi oneer was concerned by the transactions and had a no-



market-timng policy.* The letter informed Prusky that,
effective imedi ately, he would only be able to nmake trades in

Pi oneer funds by U S. Mail. The October 8 letter went on to warn
that any further market timng transactions would result in the
pl acenment of a simlar restriction on all trading under the
pol i ci es.

This eventuality could not have taken the Pruskys by
surprise. The next day, they sent a response to Gutknecht, wth
a copy to their attorney, asserting their view that ReliaStar had
violated the ternms of the insurance contracts and threatening to
hold ReliaStar liable for any |l osses as a result of refused
transaction requests. Notw thstanding these threats, on Novenber
5, 2003, after a simlar inquiry fromFidelity, Gutknecht
i nformed Prusky that ReliaStar would no | onger accept trades by
phone or fax but would require all trades to be nmade by U. S.

Mai | .

Agai n, the Pruskys were prepared. The next day, Steven
Prusky wote to Gutknecht:

In response to your letter of this week

regarding restrictions on transfers
concerning the Fidelity Advisor H gh Incone

fund, | hereby strenuously protest. Your
actions are in violation of your contracts
with us.

In light of this breach, we will follow these
procedures: we wll continue to send you two
faxes, one noting our "desired" exchanges,
representing what our transfers would be if

* Though the record does not make it apparent, we
assune for purposes of this notion that Pioneer did, in fact,
have such a policy and that it had conmuni cated that policy to
Rel i aSt ar .



not restricted by you, the other fax noting

our "actual" exchanges, representing

exchanges that neet your restrictions.

By this nethod we will track our damages and

hol d I NG Rel i astar responsible for them The

actual exchanges are our best attenpt at

mtigating those damages. |f you believe

there is a better course of mtigation,

pl ease informus immediately so we can

consider it.

Prusky Decl., Exh. 37.

Wthin a week, the Pruskys sued. The Plan has
continued to send ReliaStar daily sub-account transfer requests,
whi ch ReliaStar has not executed. For reasons that are not
disclosed in the record, the Plan has not sent ReliaStar requests
for "actual" exchanges. Instead, Paul Prusky transferred the
bal ance of all seven policies into ReliaStar's noney market sub-
account "in order to mtigate any damages and mnim ze risk."

Prusky Decl., f 5.

Procedural History

On August 4, 2004, the Pruskys filed a notion for
partial summary judgnment as to liability. On Decenber 7, 2004,
Judge Hutton, finding that the late trading provisions rendered
the contract illegal and therefore void, granted summary judgment

sua sponte to Reli aStar. Prusky v. Reliastar Life Ins. Co., 2004

W. 2827049 (E.D. Pa. Dec. 7, 2004). The Pruskys appeal ed.
The Court of Appeals found that, although the late

trading provisions were illegal, they were not the centra

pur pose of the contracts and so di sregardi ng those provisions

woul d not defeat their purpose. Prusky v. Reliastar Life Ins.




Co., 445 F.3d 695, 699-700 (3d Cir. 2006). It therefore reversed
and remanded the case.

During the pendency of the appeal, however, Judge
Hutton had retired and so, upon its return to this Court, the
case was reassigned. The Pruskys filed the current notion for
summary judgnment on June 14, 2006. Al though the notion was fully
briefed by July 5, we delayed ruling on the notion at the request
of the parties so that they m ght engage in settlenent
di scussions. Despite Magistrate Judge Rice's patient nediation
and the parties' repeated assurances that settlenent discussions
were proceeding fruitfully, the litigants now agree that
settlenent is inpossible and so we nust now deci de the Pruskys'

nmoti on.

Anal ysi s

The Pruskys' claim sinply stated, is that ReliaStar
breached its contract with them particularly the ternms in the
Si erk Menos, when it refused to execute sub-account exchanges
received by tel ephone or fax after November 5, 2003. The Sierk
Menos explicitly all owed exchanges by phone and fax: "Transfer
requests may be nade in witing to the home office of RLIC or, at
t he policyholder's choice, via telephone, fax or other electronic
substitute in accordance with a properly executed Tel ephone
Transfer Authorization Form (TTA)." Pl. Mem, Exh. | (enphasis
omtted). ReliaStar defends itself by claimng that its

per formance has becone inpracticabl e because of changes in the



mutual fund industry in the wake of the late trading
i nvesti gati on.

Pennsyl vani a courts have recogni zed the doctri ne of
di scharge by supervening inpracticability enbodied in the

Restatenent of Contracts. "Were, after a contract is nade, a

party's performance is nmade inpracticable without his fault by

t he occurrence of an event the non-occurrence of which was a
basi ¢ assunption on which the contract was made, his duty to
render that performance is discharged, unless the |anguage or the

circunstances indicate to the contrary." Luber v. Luber, 614

A 2d 771, 774 (Pa. Super. 1992) (quoting Restatenent (Second) of
Contracts 8§ 261 (1979)). Thus, in order to have its performance
di scharged on grounds of inpracticability, ReliaStar nust show
that (1) performance is actually inpracticable, (2) it did not
cause the situation that has resulted in that inpracticability,
and (3) the parties predicated their agreenent on the assunption
that this situation would not arise. Because ReliaStar cannot
denonstrate either that performance is now inpracticable or that
the parties assunmed this situation would not arise, its defense
of inpracticability fails.

ReliaStar's claimis that the reactions of both the
fund conpanies and the SEC to the late tradi ng scandal prevented
it fromcontinuing to allow the Plan to make market timng

trades.® ReliaStar asks us to find that "the practices and

®> Traders who engage in market timng of nmutual funds
wi Il generally nake | arge purchases of funds that are underval ued
and then redeemtheir fund shares once the valuation anonmaly has
(continued...)



policies adopted by fund conpanies to enforce their zero
tol erance for frequent traders, as nmanifested by their routine
instructions to financial internediaries (like ReliaStar) to
restrict and prohibit such frequent trading, render it futile for
ReliaStar to attenpt to process electronic trade requests from
Prusky that will only be rejected.” Def. Mem at 21

We note, first, that ReliaStar has not denonstrated the
exi stence of a "zero tolerance" policy at any fund, much | ess at
all of them Further, futility is not the sane as
inpracticability. The usual situations in which inpracticability
arises involve either extrene difficulty or expense, or the
threat that performance will result in injury. See Restatenent
(Second) of Contracts 8 261, cnt. d. None of those situations is
present here. A party to a contract cannot refuse to performits
obligations nerely because it believes that such perfornmance
woul d be fruitless.

Even if futility were sufficient grounds for
di scharging ReliaStar's duties, it has not shown that attenpting
to place the Pruskys' trades would necessarily be futile. Not
all funds restrict market timng, and the new regul ati ons the SEC
promul gat ed® do not require funds to do so. There may,
t herefore, be funds available in the Variable Account that would

accept the Plan's trades without condition or with conditions

°(...continued)
corrected itself, often the followi ng day. Thus, as in nost
arbitrage strategies, market timng is characterized by |arge
fund purchases which are i medi ately redeened.

® W& discuss these in nore detail bel ow
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| ess strict than those that ReliaStar has inposed. Further,
before claimng inpracticability, "a party is expected to use
reasonabl e efforts to surnmount obstacles to performance.” [d.
At a minimum that would certainly include attenpting to pl ace
t he trades.

The prospectus for the policies provides that "[a]ll
transfers are al so subject to any charges and conditions inposed
by the Fund whose shares are involved.” Pl. Mem Exh. G at 32.
Thus, when ReliaStar has received specific instructions froma
fund to prohibit or restrict trading, the contract all ows
ReliaStar to condition its performance on conpliance with those
instructions.” ReliaStar fails to denonstrate, however, that it
ever received any instructions to restrict the Plan's trading.
The materials ReliaStar submtted contain a request to
investigate a particular trade, see Def. Mem, Exh. 3, but no
instructions to take any action based on that investigation.
ReliaStar's 30(b)(6) witness testified at her deposition that it

was her "understanding"” that Fidelity and Janus had refused to

" The Pruskys claimthat the Sierk Menos nodified this
termand require ReliaStar to credit the Plan for the inconme from
a requested purchase and redenption even if the fund conpany
prevents ReliaStar fromactually making the transaction. First,
the | anguage the Pruskys cite ("RLIC will accept and effectuate
all transfers to and fromall sub-accounts”, Pl. Mem, Exh. 1)
does not, without further clarification, support such a specific
readi ng. Second, no reasonable finder of fact could deternine
that, under these conditions, a sophisticated and risk-averse
financial institution such as ReliaStar woul d knowi ngly enter
into an agreement that required it to pay, w thout qualification,
returns on an investnent it could not actually make. W,
therefore, read the contract ternms as allowing ReliaStar to
enforce conditions placed on fund transactions by the fund
conpani es.



honor trades fromthe Plan, ® but she had no personal know edge of
any restriction. Pl. Mem, Exh. L, at 72-75.

Even if a request tolimt the Plan to trades by nail
was received fromone or nore funds, the contract only allows
ReliaStar to enforce conditions inposed by the funds thensel ves,
not to inpose conditions of its owm. Unless ReliaStar had

received a request from every fund available in the Variable

Account, therefore, its current restriction wuld exceed the
scope of what the contract all ows.

ReliaStar clains that "fund conpanies can and w |
i mredi ately order ReliaStar to restrict or prohibit trading by
Prusky,"” Def. Mem at 25, and that the Plan's trades "would | ead

i mredi ately and i nexorably to demands that such tradi ng be

interdicted,” id. at 26. Even were those statenents known to be
true -- and it is at best inplausible that ReliaStar can nmake
such predictions with any certainty -- it would not excuse

ReliaStar's performance under the contract. The Plan is entitled
to conplete performance from ReliaStar until such conditions are

actually inposed by the funds thensel ves.

As the declaration of Susan G Persio states, even were
a fund to determ ne that sone intervention was necessary, it iIs
not known exactly what formthat intervention would take. See
Persio Decl. § 8 (listing warning, restriction to non-electronic
tradi ng, and tenporary prohibition against all trading as

possi bl e fund responses to market timng); see also Def. Mem,

® The docunents ReliaStar subnitted nmake reference to
i nvestigation requests from Pioneer and Fidelity, but not Janus.
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Exh. 14 (requesting information on a particular fund famly's
policy for intervention with frequent traders). ®

Based on all of this, it is clear that, although
restrictions the funds inposed mght ultinmately prevent the Plan
frompursuing its chosen investnent strategy, they do not nake
ReliaStar's conpliance with the terns of its agreenent
i npracti cabl e.

ReliaStar's second claimis that SEC Rul e 22c-2,
originally pronulgated in March of 2005, renders its performance
i npracticable. The rule, codified at 17 CF. R § 270.22c- 2,
pl aces specific requirenments on any funds that allow their
hol ders to engage in market timng or other short-termredenption
strategies. It also requires funds to enter into agreenents with
intermediaries to ensure that they can investigate trades that
may violate their market timng policies. Notably, the rule does
not itself restrict market timng nor does it inpose any
requi rements on investors.

ReliaStar's claimthat the rule renders perfornmance
inpracticable fails for two reasons. First, the rule did not
take effect until Decenber 4, 2006, nore than five nonths after
ReliaStar filed its brief in this case and nore than two years
after it first refused to performunder the contracts. Mre

inportantly, the rule places requirenents only on the funds

® This exhibit includes unredacted social security
nunbers, account nunbers, and transaction anpbunts for ReliaStar
clients who are not involved in this lawsuit. Since these
docunents are now a matter of public record, it would be prudent
for ReliaStar to seek to redact that information fromthe
docket ed copy.

11



t hensel ves, not on financial internediaries such as ReliaStar. *°

It is true that conpliance with the rule would have the effect of
requiring ReliaStar to enforce restrictions on the Plan that the
funds i nposed. As we have already di scussed above, however,
ReliaStar can do that while still conplying with the terns of the
contract. Thus, Rule 22c-2 does not support an argunent for the
inpracticability of ReliaStar's performance.

The final problemw th ReliaStar's claim of
inpracticability is that the contact was not predicated on an
expectation that the supervening event -- in this case, the
desire of the funds to restrict the Plan fromcertain trades --
woul d not occur. The first and nost obvious sign that this is
not unexpected is that ReliaStar's prospectus specifically
addresses this situation. The prospectus warns investors that
funds may i npose fees or conditions beyond those identified in
the prospectus. See, PI. Mem, Exh. G at 32. Just as inportant,
however, both the strategy of market timng and the nutual funds'
"di staste" for the practice were well known in the industry when
the parties entered into their agreenent. Prusky, 445 F.3d at
701 n.12 (citing Wndsor Secur., Inc. v. Hartford Life Ins. Co.,

986 F.2d 655, 666 (3d Cir. 1993)). Since ReliaStar knew fromthe

negotiation of the Sierk Menos that the Plan intended to engage

' An earlier version of the rule, which never took
effect, was worded so as to require financial internediaries to
enter into a shareholder information agreenent with the funds for
whi ch they acted as a broker. Even under that version of the
rule, nothing in the regul ati ons nmade perfornmance i npracticable
for ReliaStar since it voluntarily entered into such agreenents
with many funds in advance of the rule's effective date.
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in frequent trading, it cannot have been a basic assunption of
the contract that the funds would raise no objection to such
trades. This reason al one would be enough to defeat ReliaStar's
claimof inpracticability.

Because we determne, as a matter of law, that
ReliaStar's inpracticability defense fails and because ReliaStar
rai ses no other defense, we conclude that ReliaStar has breached
-- and continues to breach -- its agreenent with the Plan. Wile
the insurance policies allow ReliaStar to enforce conditions on
tradi ng i nposed by the funds, they do not permt ReliaStar to
unilaterally prohibit the Plan fromrequesting trades by

el ectroni ¢ neans as they have done.

Damages

The Pruskys al so seek retrospective damages in the
amount of $1, 215, 272.21 for the period between Cctober, 2003 and
April, 2006, as well as additional damages in an undeterm ned
anount for the period since April 30, 2006. Because the Pruskys
have continued their daily faxes of "desired" trades, they claim
we can track with precision the |oss caused by ReliaStar's
breach. ReliaStar argues both that this nmeasure of dammges is
m sl eadi ng and that the Pruskys' mtigation of damages was
i nadequate. Because both of these issues are rife with disputed
guestions of fact, we will not address them here but will instead

hol d them over for a hearing.
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BY THE COURT:

/[s/ Stewart Dal zell, J.
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I N THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

PAUL M PRUSKY, et al. : G VIL ACTI ON
V. :

RELI ASTAR LI FE | NSURANCE )
COVPANY ) NO. 03-6196

ORDER
AND NOW this 5th day of January, 2007, upon

consi deration of plaintiffs' nmotion for sunmary judgnent (docket
entry # 69), defendant's response (docket entry # 71),
plaintiffs' notion for leave to file a reply (docket entry # 73)
and the acconpanyi ng exhi bits (docket entries 70 & 72) and for
the reasons articulated in the acconpanyi ng Menorandum of Law, it
i s hereby ORDERED that:

1. Plaintiffs' nmotion for summary judgnent is GRANTED
| N PART;

2. Def endant is hereby ORDERED to perform
specifically its obligation under ReliaStar Flexible Prem um
Vari abl e Life Insurance policies Nos. 7000000128, 7000000343,
7000000344, 7000000345, 7000000433, 7000000659, and 7000000661 to
accept and effect sub-account transfer instructions conmunicated
by the owner of the policy by fax, tel ephone, or other electronic
nmeans without limtation as to the nunber of transfer
instructions so long as those transfers are not explicitly barred
by a specific condition inmposed by the fund in which a sub-
account is invested,

3. A hearing to determ ne damages shall CONVENE in
Courtroom 10-B at 9:30 a.m on February 15, 2007, and the parties



shall submit pre-hearing nenoranda, not to exceed fifteen pages a

side, by February 5, 2007.°1

BY THE COURT:

/sl Stewart Dal zell, J.

! W expect that, by the sane deadline, the parties
will submt pre-marked exhibits in two three-ringed binders, with
authenticity of such exhibits deened admtted absent witten
obj ection and reason(s) for each objection.



