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v

STATEMENT OF PRIOR OR RELATED APPEALS

There are no prior or related appeals.
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Appellants Louis E. Rivelli, Rodney B. Johnson, Stephen G. Burke, Teresa

W. Ayers, Craig L. Stevenson, and Robert T. Hoffman (hereinafter referred to

collectively as the "Insureds"), submit this Opening Brief, seeking reversal of the

trial court's summary judgment declaring that Appellee Twin City Fire Insurance

Company ("Twin City") is not obligated under a Directors and Officers Liability

policy to advance defense costs to the Insureds in a pending action brought against

them by the Securities and Exchange Commission, and entry of summary

judgment in favor of the Insureds declaring that Twin City is obligated to advance

defense costs to the $5 million policy limit.

I. STATEMENT OF JURISDICTION

A. Jurisdiction in the District Court

The District Court had jurisdiction under 28 U.S.C. § 1332, in that there is

complete diversity of citizenship between the Appellants/Plaintiffs Insureds on the

one hand, and Appellee/Defendant Twin City on the other, and the amount in

controversy exceeds $75,000.

B. Basis For the Court of Appeals' Jurisdiction

This Court has jurisdiction over this appeal under 28 U.S.C. § 1291, in that

the Insureds are appealing a final decision of a United States District Court.
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C. Filing Dates Establishing Timeliness of Appeal

The final Order from which the Insureds appeal was entered November 21,

2008. The Insureds filed their Notice of Appeal on December 12, 2008.

D. The Appeal Is From a Final Order or Judgment

The November 21, 2008 Judgment was entered pursuant to Fed. R. Civ. P.

54(b), and disposes of the Insureds' First Claim for Relief with respect to all

parties.

II. STATEMENT OF ISSUES PRESENTED FOR REVIEW

1. Whether the District Court properly applied Colorado's Complaint

Rule in determining that an insurer which sold a director and officer liability policy

was excused by a prior knowledge exclusion in the policy from advancing defense

costs in an underlying action against the Insureds where the District Court assumed

the existence of disputed matters not alleged in the underlying action.

2. Whether the District Court properly applied Colorado's Complaint

Rule in determining that an insurer which sold a director and officer liability policy

was excused by a prior knowledge exclusion in the policy from advancing defense

costs in an underlying action against the Insureds where the District Court failed to

adopt a reasonable construction of ambiguous language in the exclusion which, if

adopted, would not have excused the insurer from advancing defense costs.
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3. Whether the District Court properly applied Colorado's Complaint

Rule in determining that an insurer which sold a director and officer liability policy

was excused by a prior knowledge exclusion in the policy from advancing defense

costs in an underlying action against the Insureds where the court construed

alternative and contradictory allegations in the Complaint in the underlying action

as establishing that the claims were solely and entirely within the prior knowledge

exclusion.

4. Whether the District Court properly applied Colorado's Complaint

Rule in determining that an insurer which sold a director and officer liability policy

was excused by a prior knowledge exclusion in the policy from advancing defense

costs in an underlying action against the Insureds where the claims stated in the

Complaint in the underlying action could be satisfied by mere negligence or

recklessness insufficient to trigger the policy exclusion.

III. STATEMENT OF THE CASE

This is a case to compel the advancement of defense costs under a directors

and officers insurance policy so that the Insureds may fully defend an underlying

action in which they are defendants now pending in the United States District

Court for the District of Colorado.
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The Insureds are former officers or directors of Fischer Imaging Company

("Fischer Imaging"), a now-dissolved Delaware corporation headquartered in

Colorado. Fischer Imaging developed, manufactured, and sold medical diagnostic

devices. The Insureds are defendants in a civil enforcement action brought by the

United States Securities and Exchange Commission (the "SEC"), SEC v. Rivelli, et

al., Case No. 1:05-cv-01039-RPM, now pending in the District Court for the

District of Colorado (the "Underlying SEC Action"). The thrust of the Underlying

SEC Action is that the Insureds caused Fischer Imaging to issue financial

statements and report financial results not in accordance with generally accepted

accounting principles ("GAAP"). The Complaint in the Underlying SEC Action

alleges a variety of violations of the federal securities laws, many of which can be

established by proof of recklessness or even negligence; not "knowing"

misconduct.

Twin City is an insurance company that wrote an excess financial products

insurance policy which "followed form" to an Executive Protection/Executive

Liability and Indemnification policy written by Federal Insurance Company (the

"Federal Policy"), generally adopting the Federal Policy's terms and conditions.

The Federal Policy provided coverage to a limit of $5 million. At the time relevant

to this dispute, the Twin City policy provided an excess layer of coverage of $5
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million, which represented an increase in coverage from the original excess policy

limit of $2.5 million.

In 2003, Fischer Imaging timely presented Federal and Twin City with a

notice of claim, first relating to a class action,1 and then to the Underlying SEC

Action, which both arose from the same general set of facts. Both insurers

accepted coverage subject to a reservation of rights. The policy limits of the

Federal Policy were exhausted in approximately December, 2007. When the

exhaustion of the Federal Policy limits became imminent, Twin City admitted that

the Underlying SEC Action fell within policy coverage. But it took the position

that contentions made during discovery triggered a "prior knowledge" policy

exclusion applicable to the $2.5 million increase in policy limits excusing coverage

to the extent of that increase.

The Insureds filed a Complaint in the District Court, seeking a declaratory

judgment that Twin City was obligated to provide benefits to the full $5 million

limit of liability. The Insureds also sought damages under theories of breach of

contract, bad faith, and violations of the Colorado Consumer Protection Act.

On June 10, 2008, the Insureds filed a Motion for Preliminary Injunction to

compel Twin City to advance defense costs to the policy limit of $5 million. On

1 The class action was eventually dismissed for failure to state a claim, and
was not re-filed.
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June 30, 2008, Twin City filed both an answer and jury demand, and a Motion to

Dismiss the Insureds' claim under the Colorado Consumer Protection Act. At a

hearing on October 10, 2008, the District Court dismissed the claim under the

Colorado Consumer Protection Act, and heard argument on the Motion for

Preliminary Injunction. The District Court continued that hearing to allow the

parties to discuss issues relating to a bond.

On October 22, 2008, the Insureds filed a Motion for Partial Summary

Judgment on their claim for declaratory relief, arguing that Twin City, as a matter

of law, was obligated under the terms of the policy to provide defense costs to the

full policy limit of $5 million. On November 5, 2008, Twin City filed its

opposition to the Insureds' Motion for Summary Judgment, and cross-moved for

summary judgment on all claims.

By its Order Denying Plaintiffs' Motion for Partial Summary Judgment and

Granting Defendant's Cross Motion for Summary Judgment dated November 21,

2008 (the "Order") (App. 1-16), the District Court denied the Insureds' Motion for

Preliminary Injunction and for partial summary judgment, and granted Twin City's

cross-motion for summary judgment as it related to declaratory relief. It held that

Twin City had established that its prior knowledge exclusion, as a matter of law,

eliminated the $2.5 million in additional policy limits. Further, the District Court,
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in the November 21, 2008 Order, entered judgment on the Insureds' claim for

declaratory judgment pursuant to Fed. R. Civ. P. 54(b). On December 24, 2008,

the District Court stayed the remaining issues raised in the Complaint pending this

appeal.

IV. STATEMENT OF RELEVANT FACTS

The facts involved in this dispute are neither controverted nor complex.

Fischer Imaging was a corporation located in the Denver metropolitan area.

It designed, manufactured, and sold medical diagnostic equipment such as x-ray

and imaging systems. Order, p. 1 (App. p. 1). Fischer Imaging was required to,

and did, file periodic reports with the SEC, and its common stock traded on the

NASDAQ national market. First Amended Complaint, Underlying SEC Action

(the "SEC Complaint"), p. 5 (App. p. 21).

Beginning in 1999, Mr. Rivelli was the Chief Operating Officer of Fischer

Imaging, and then its Chief Executive Officer until he resigned in April, 2002.

Mr. Johnson served as the Chief Financial Officer of Fischer Imaging from August

2000 until he left the employ of Fischer Imaging in October, 2002. Mr. Burke

succeeded Mr. Johnson as Chief Financial Officer in mid-October, 2002.

Immediately prior to becoming the Chief Financial Officer, Mr. Burke had been a

consultant to the Fischer Imaging Board of Directors. Mr. Burke never served as
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an officer, director, or employee of Fischer Imagining until his appointment as

Chief Financial Officer in October, 2002. Ms. Ayers was an outside independent

Fischer Imaging director from April 2002 until she resigned in 2003. Between

2000 and 2004, Messrs. Hoffman and Stevenson occupied various sales and

marketing positions at Fischer Imaging. SEC Complaint, pp. 3-5 (App. p. 19-21).

Consistent with common practice, Fischer Imaging purchased insurance to

protect itself and its officers and directors from a variety of potential claims,

including alleged violations of the securities laws. Order, p. 2 (App. p. 2). A

primary policy was purchased from the Federal Insurance Company, which

contained a policy limit of $5 million. Order, p. 3 (App. p. 3). Fischer Imaging

also purchased excess coverage from Twin City. Initially, the Twin City policy

had a limit of $2.5 million. However, on or about April 30, 2002, Fischer

Imagining increased the policy limit of the Twin City excess policy by $2.5

million, to a total policy limit of $5 million. Order, pp. 3-4 (App. pp. 3-4). This

appeal centers around this increased policy limit of $2.5 million.

As part of the renewal of the Twin City policy which increased the previous

policy limits by $2.5 million, Twin City provided Fischer Imaging with a letter

dated April 30, 2002 for Fischer Imaging to execute containing the following

representations:
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No person or entity for whom this insurance is intended has any
knowledge or information of any act, error, omission, fact, or
circumstance which may give rise to a claim which may fall within
the scope of the proposed insurance detailed above.

Order, p. 4 (App. p. 4).

The "proposed insurance detailed above" refers to the $2.5 million increase

in the policy limit. Id. The April 30, 2002 letter also provided:

IT IS AGREED THAT IF SUCH KNOWLEDGE OR
INFORMATION EXISTS, ANY CLAIM ARISING THEREFROM
(WHETHER OR NOT DISCLOSED HEREIN), IN ADDITION TO
ANY OTHER REMEDY THE INSURER MAY HAVE, IS
EXCLUDED FROM THE PROPOSED COVERAGE.

IT IS FURTHER AGREED THAT THIS LETTER SHALL BE
DEEMED PART OF THE POLICY AND THE STATEMENT
MADE THEREON SHALL BE DEEMED AN EXPRESS
WARRANTY FOR ALL INSUREDS WHICH HAS BEEN RELIED
UPON BY THE INSURER PURSUANT TO THE ISSUANCE OF
THIS COVERAGE.

Id.

The Twin City policy is a "follows form" excess policy, meaning that it is

subject to the same warranties, terms, conditions, definitions, exclusions, and

endorsements that are contained in the Federal Policy, except as otherwise

provided by Twin City. Order, p. 3 (App. p. 3).

The policies provide that the insurers will pay all "Loss" for which an

insured person is not indemnified by the insured organization, (here, Fischer

Imaging,) which the insured person is obligated to pay on account of any "Claim"
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first made during the policy period for a wrongful act committed by an insured

person before or during the policy period. The term "Loss" means the total amount

that an insured "becomes legally obligated to pay" and includes defense costs. 2

Order, pp. 3-4 (App. pp. 3-4).

Fischer Imaging announced in April, 2003 that it would delay the filing of

its annual report with the SEC on Form 10-K for 2002, and was likely to restate

previously issued financial statements from 2000 through the third quarter of 2002.

Order, p. 5 (App. p. 5). Predictably, a number of private securities class actions

were filed against Fischer Imaging and certain of its officers and directors soon

after the April, 2003 announcement. The SEC also began an investigation of the

circumstances surrounding the contemplated restatement of financial results. Id.

Fischer Imaging provided timely notice to both Federal and Twin City of the

claim. Both carriers agreed to provide coverage subject to a reservation of rights.

Id.

Ultimately, the private securities class actions were consolidated and

proceeded as one action, Sorkin LLC v. Fischer Imaging Corp., et al., Civil Action

No. 1:03-cv-00631-RPM, in the United States District Court for the District of

2 Because Twin City concedes coverage and this dispute relates solely to the
applicability of a policy exclusion, the general description of the policy is more
summary that might otherwise have been necessary.
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Colorado. That action was dismissed on June 21, 2005 for failure to meet requisite

pleading standards and was not re-filed after it was dismissed. Id.

The SEC investigation proceeded while the private class actions were

pending. Fischer Imaging agreed to a settlement with the SEC whereby the agency

entered a cease and desist order against Fischer Imaging by consent on

November 15, 2004. On June 7, 2005 the SEC brought the Underlying SEC

Action against the Insureds. Order, p. 6 (App. p. 6). The SEC alleged statutory

violations which could be established through recklessness and negligence. SEC

Complaint, pp. 34-35 (App. pp. 50-51).

Between 2003 and 2007, Federal paid defense costs in both the class actions

and the Underlying SEC Action up to its policy limits, which were exhausted in

December, 2007. Order, p. 6 (App. p. 6).

In late November, 2007, anticipating the exhaustion of the Federal policy,

counsel for Twin City notified counsel for the Insureds that, upon exhaustion of the

Federal policy, the Twin City policy would continue in force, but Twin City would

pay defense costs up to only $2.5 million in excess of the Federal policy limit.

Twin City gave as a reason that information developed through discovery in the

Underlying SEC Action (which Twin City unilaterally determined to be true)
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triggered the prior knowledge exclusion created by the April 30, 2002 letter written

to obtain the $2.5 million increase in policy limits. Order, pp. 6-7 (App. pp. 6-7).

The Underlying SEC Action continued through the completion of discovery

and the filing of motions for summary judgment. These motions are pending. The

Underlying SEC Action has not been set for trial.

Twin City made advances of defense costs up to $2.5 million, but has made

no further payment. Order, p. 7 (App. p. 7). The Insureds now face the prospect of

defending a complex SEC enforcement action without insurance to pay for counsel

or expert witnesses.

V. SUMMARY OF THE ARGUMENT

The District Court erred in concluding that a prior knowledge exclusion

excused Twin City's obligation to advance defense costs up to the $5 million policy

limit.

Colorado law is extremely protective of an insured's right to a defense. The

District Court deviated from the requirements of Colorado law by failing to

construe ambiguous provisions in a prior knowledge policy exclusion in a way that

supported coverage and improperly went beyond the allegations of the Complaint

in the underlying action to determine that the prior knowledge exclusion had been

triggered.
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The Insureds are entitled to an advancement of defense costs to the full $5

million limit of the Twin City policy. The allegations of the SEC Complaint in the

underlying action are not solely and entirely within the prior knowledge exclusion,

which is the test under Colorado law. Rather, the SEC Complaint in the

underlying action alleges both facts and claims that would not fall within the prior

knowledge exclusion. Under Colorado law, if an insurer has an obligation to

defend any claims in the underlying action, it must defend all claims.

The grant of summary judgment in favor of Twin City was erroneous and

should be reversed. Moreover, the record establishes that the Insureds met the

standards for summary judgment on their claim for a declaratory judgment that

Twin City is obligated to advance defense costs up to the $5 million policy limit.

Therefore, this Court should enter summary judgment in favor of the Insureds'

claim for declaratory judgment.

VI. ARGUMENT

A. Standard of Review

The issues are subject to de novo review in this Court under the same legal

standards as applied by the District Court. Pompa v. American Family Mut. Ins.

Co., 520 F.3d 1139, 1142 (10th Cir. 2008).
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B. The District Court Erred in Holding That Twin City Carried Its
Substantial Burden of Establishing That a Policy Exclusion Excused It
From Paying Defense Costs.

1. Colorado Law Strongly Protects An Insured's Right To Defense
Costs, Especially Where An Insurer Declines To Advance
Costs Under a Reservation Of Rights.

The parties agree that Colorado law governs their dispute. Order, p. 7 (App.

p. 7).

Colorado strongly protects an insured's expectation to receive advances of

defense costs as incurred, even during the pendency of a coverage dispute.

Under Colorado law, an insurer's obligation to its insured is a matter of

contract law, and an insurance policy's terms are construed according to the

principles of contract interpretation. Thompson v. Maryland Cas. Co., 84 P.3d

496, 501 (Colo. 2004) (citing Hecla Mining Co. v. New Hampshire Ins. Co., 811

P.2d 1083, 1090 (Colo. 1991)).

In determining whether an insurer has an obligation to defend, Colorado

follows the "complaint" or "four corners" rule (the “Complaint Rule”), which

means that courts may not look beyond the four corners of the underlying

complaint in determining whether a duty to defend exists. Cyprus Amax Minerals

Co. v. Lexington Ins. Co., 74 P.3d 294, 299 (Colo. 2003). The Complaint Rule

deliberately casts a broad net in favor of coverage. Id. at 301. Thus, an insurer has
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a duty to defend where a complaint against the insured alleges any facts or claims

that might fall within the coverage of the policy. Id.

Significantly, Colorado courts recognize that, because insurance policies are

typically prepared by the insurer and offered on a "take it or leave it" basis, the

courts have a heightened responsibility to ensure that terms in an insurance policy

comply with public policy and principles of fairness. Therefore, courts construe

any ambiguity in an insurance policy against the insurer. Thompson v. Maryland

Cas. Co., 84 P.3d at 501–502, and review the applicability of exclusions defeating

coverage of defense costs in a manner most favorable to the insured's expectation

that they would receive such advancements. Pompa v. American Family Mut. Ins.

Co., 520 F.3d at 1146.

An insurer is not excused from the duty to defend unless it is clear that there

is no legal or factual basis on which the insurer might eventually be held to

indemnify. Id.

Where, as here, the carrier concedes that the claims raised in the underlying

complaint are within the policy's coverage, but bases a refusal to defend upon a

policy exclusion, "the insurer has a duty to defend unless the insurer can establish

that the allegations in the complaint are solely and entirely within the exclusions in
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the insurance policy." Hecla Mining Co. v. New Hampshire Ins. Co., 811 P.2d at

1090 (emphasis added).

If even one claim in the underlying complaint is arguably within policy

coverage, the insurer must defend the insured against all claims presented in the

complaint. Blackhawk-Central City Sanitation Dist. v. American Guar. and Liab.

Ins. Co., 214 F.3d 1183, 1189 (10th Cir. 2000); Carl's Italian Rest. v. Truck Ins.

Exch., 183 P.3d 636, 639 (Colo. App. 2007).

The proper course of action for an insurer which believes that it is under no

obligation to defend is to provide a defense to the insured under a reservation of

rights. Hecla Mining Co. v. New Hampshire Ins. Co., 811 P.2d at 1089. In Cotter

Corp. v. American Empire Surplus Lines Ins. Co., 90 P.3d 814 (Colo. 2004), the

Colorado Supreme Court elaborated on its decision in Hecla Mining, and explained

that its intention was to provide an incentive to insurers to tender a defense under a

reservation of rights by allowing insurers who do so an exception from the

Complaint Rule. Under that exception, an insurer's duty to defend may be

determined by facts developed at trial. As a further incentive, insurers who

provide a defense under a reservation of rights were allowed to bring an action for

recoupment of defense costs if it is ultimately determined that coverage did not
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exist. Cotter Corp. v. American Empire Surplus Lines Ins. Co., 90 P.3d at 828-

829.

Here, however, Twin City failed to advance defense costs under a

reservation of rights. Rather, it claimed that the prior knowledge exclusion was

triggered by matters developed in discovery in the Underlying SEC Action, (and

not alleged in the SEC Complaint,) Order, p. 7 (App. p. 7), and eliminated

coverage with respect to the $2.5 million increase to policy limits. Therefore,

Twin City's failure to provide a defense must be determined in strict conformity

with the Complaint Rule, which its actions do not satisfy.

2. The Policy Exclusion Invoked by Twin City Requires Actual
Subjective Knowledge of Facts or Circumstances That Are
Understood to Be the Basis of a Potential Claim.

The prior knowledge exclusion on which Twin City relies is ambiguous on

its face. The operative language is contained in the April 30, 2002 letter:

No person or entity for whom this insurance is intended has any
knowledge or information of any act, error, omission, fact or
circumstance which may give rise to a claim which may fall within
the scope of the proposed insurance detailed above.

Order, p. 4 (App. p. 4).

That language is unclear as to the nature of the knowledge or information

that an insured person must possess to trigger the exclusion. Specifically, the

exclusion does not specify whether the requisite knowledge or information must be
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actual subjective knowledge, and whether the knowledge or information need

relate both to the facts and circumstances, and that the facts and circumstances

could give rise to a claim that may fall within the scope of the proposed insurance.

The prior knowledge exclusion applies only if Twin City demonstrates that

the SEC Complaint unambiguously alleges that an intended insured had actual

subjective knowledge both of certain acts, errors and omissions, and that such

person had actual knowledge that the facts could give rise to a claim under the

policy. Requiring actual knowledge of both facts and circumstances and that the

facts and circumstances could give rise to a claim is a reasonable interpretation of

the exclusion. See, American Guar. and Liab. Ins. Co. v. Fojanini, 90 F.Supp.2d

615, 620 (E.D. Pa. 2000) (insured must know of facts related to acts, errors and

omissions and must believe such facts would or could give rise to a claim).

If Twin City had intended the representation to relate to what an insured

objectively should have known, or had reason to believe, it could have employed

language to effectuate that intention. Indeed, Twin City has employed such

language in a "prior knowledge" exclusion in other policies. Executive Risk

Indem., Inc. v. Pepper Hamilton, LLP, 865 N.Y.S.2d 25, 29 (N.Y. App. Div.

2008).
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Properly construing the prior knowledge exclusion to require subjective

knowledge both that there were acts and omissions, and that such acts and

omissions could give rise to a claim under the policy is both required under

Colorado law and essential to a correct determination of Twin City's obligation.

And this is where the District Court went off track.

3. The District Court Improperly Determined That the Prior
Knowledge Exclusion Excused Twin City From Advancing
Defense Costs.

The District Court decided that the prior knowledge exclusion eliminated

Twin City's obligation to fund defense costs up to the $5 million policy limit. This

decision is correct if, and only if, the claims in the four corners of the Complaint

are "solely and entirely within the exclusions in the insurance policy" and "the

exclusions are not subject to any other reasonable interpretation." Hecla Mining

Co. v. New Hampshire Ins. Co., 811 P.2d at 1090; Carl's Italian Rest. v. Truck Ins.

Exch., 183 P.3d at 639. But the District Court departed from these standards, and,

as a result, reached an erroneous conclusion.

a. The District Court Improperly Construed the Prior
Knowledge Exclusion to be Triggered by
Knowledge Established Under an Objective
Standard.

The District Court rejected as flawed the Insureds' argument that the

allegations of the SEC Complaint did not establish that the Insureds had actual,
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subjective knowledge of facts which they were aware could result in a claim made

under the policy. The District Court stated that this argument was flawed

"…because it ignores basic information that a CEO and CFO of a publicly traded

company must know." Order, p. 15 (App. p. 15). Thus, the District Court

construed the prior knowledge exclusion as being satisfied by an objective test of

knowledge, rather then the subjective standard urged by the Insureds.

As discussed above, the language of the prior knowledge exclusion does not

specify whether subjective or objective knowledge triggers the exclusion. Because

of that ambiguity, Colorado law requires that the knowledge element be construed

in a manner most favorable to finding coverage. Pompa v. American Family Mut.

Ins. Co., 520 F.3d at 1146. The Insureds' construction of the knowledge

requirements is at least as reasonable as the objective standard adopted by the

District Court. Therefore, the District Court committed reversible error by failing

to construe ambiguous language in the prior knowledge exclusion in a way that

most favored the Insureds.

b. The District Court Improperly Applied Colorado's
Complaint Rule.

In addition, the District Court's opinion of what a CEO or CFO of a

company "must" know both reaches beyond the four corners of the SEC's

Complaint, and applies a standard that does not exist.
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The District Court did not identify the basis for its assertion of what a

corporate officer "must" know. In fact, nothing supports that assertion. This case

is unlike Pompa v. American Family Mut. Ins. Co., 520 F.3d at 1149, where this

Court, in evaluating an insurer's duty to defend considered undisputed facts outside

the Complaint subject to judicial notice. Here, there are no facts about the

subjective states of mind of the Insureds that can be judicially noticed.

Even if the prior knowledge exclusion could be satisfied by an objective

standard of knowledge, there are no established criteria of what a corporate officer

"must" know subject to judicial notice.

The alleged wrongful conduct and potential claims at issue in the Underlying

SEC Action relate to the interpretation of accounting guidelines under GAAP.

However, it is well-established that the generality and complexity of GAAP is such

that departures from it do not raise an inference of intentional or knowing conduct.

City of Philadelphia v. Fleming Cos., Inc., 264 F.3d 1245, 1261 (10th Cir. 2001);

accord, K-Tel Int’l Inc. Sec. Litig., 300 F.3d 881, 889-890 (8th Cir. 2002). Further,

courts are unwilling to impute knowledge of wrongdoing, especially with respect

to accounting matters, simply from an individual's position as a senior officer of a

company. SEC v. Cohen, 2007 WL 1192438 at *16 (E.D. Mo. Apr. 19, 2007)

(citing City of Philadelphia v. Fleming Cos., Inc., 264 F.3d at 1264).
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This Court's decision in Clearone Commc’n Inc. v. National Union Fire Ins.

Co. of Pittsburgh, Pa., 494 F.3d 1238 (10th Cir. 2007) is instructive. That case, like

this one, involved an insured which issued financial statements in SEC filings

which it later disclosed were inaccurate. The inaccuracies resulted from sales

practices used to accelerate revenue recognition, similar to the practices alleged in

the SEC Complaint here. The insurer sought to rescind the policy on the theory

that the policy application contained misrepresentations (in the form of the SEC

filings which were made part of the application). This Court applied Utah law,

which allowed rescission only where the person signing the application, Clearone's

non-accountant chief executive officer, "knew or should have known" of the

misrepresentations in the financial statements.

This Court reversed summary judgment in favor of the insurer, finding the

existence of issues of fact regarding both actual knowledge and what objectively

should have been known by Clearone's chief executive officer. This Court

recognized that knowledge of problematic transactions does not equate to

knowledge that the accounting for those transactions was improper. Clearone

Commc’n, Inc. v. National Union Fire Ins. Co. of Pittsburgh, Pa., 494 F.3d at

1249. This Court also noted that the record was not sufficiently developed to allow

it to conclude that the chief executive officer "should have known" of the
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inaccuracies. Id. This Court, in contrast to the District Court here, did not rely on

unidentified, and non-existent criteria of what a senior corporate officer "must

know" to find that a corporate chief executive officer had the knowledge necessary

to satisfy even a "knew or should have known" standard. The District Court's

reliance on such criteria to establish subjective knowledge was error.

c. The SEC Complaint, as a Whole, Does Not Allege
That the Insureds Had Subjective Knowledge That
Facts Known to Them Could Give Rise to a Claim
Under the Twin City Policy.

Taken as a whole, the Complaint in the Underlying SEC Action does not

contain unambiguous allegations of fact establishing that any of the Insureds, or

anyone else, had actual, subjective knowledge that any of the alleged wrongdoing

could give rise to a claim under the Twin City policy.

That the SEC alleged a fraudulent scheme under the federal securities laws

does not trigger the prior knowledge exclusion because fraud under the securities

laws can be proved by recklessness under the law of this (and every other) Circuit.

City of Philadelphia v. Fleming Cos., Inc., 264 F.3d at 1258. Indeed, the SEC

Complaint alleges that various of the Insureds acted "knowingly or recklessly" in

not being aware of the allegedly wrongful nature of their conduct. SEC Complaint,

pp. 14-16; 18-20; 25; 29-32 (App. pp. 30-32; 34-36; 41; 45-48). But allegations
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relating to state of mind in the alternative of "knowing" or "reckless" have been

held insufficient to make applicable a policy exclusion based upon knowingly

wrongful misconduct. Faulkner v. American Cas. Co. of Reading, Pa., 584 A.2d

734, 751 (Ct.App.Md. 1991); Cincinnati Ins. Co. v. American Hardware Mfrs.

Ass’n., 898 N.E.2d 216, 237 (Ill. App. Ct. 1st Dist. 2008). Alternative allegations

of "knowing" or "reckless" conduct are not unambiguous allegations that the

conduct is "knowing."

This Court's decision in Blackhawk-Central City Sanitation Dist. v.

American Guar. and Liab. Ins. Co., is to the same effect. There, the Court held that

alternative allegations of intentional and negligent conduct relating to the release of

pollutants left open the possibility of negligent conduct, which was not sufficient to

trigger an exclusion requiring knowing conduct.

This Court's analysis of the Complaint Rule in Pompa v. American Family

Mut. Ins. Co., 520 F.3d 1139, also is instructive. There the Court recognized that

Colorado's Complaint Rule should be construed to effectuate its purposes, one of

which was to preserve an insured's legitimate expectation of a defense. 520 F.3d at

1147-48. The Court determined that it was appropriate to take judicial notice of a

criminal conviction not alleged in the underlying Complaint, which triggered a

policy exclusion, because the insured could not have a reasonable expectation of
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coverage in light of that conviction. This Court recognized that, under Colorado

law, the Complaint Rule should not be applied in a way that enables the pleader in

the underlying action to be the sole arbiter of the existence of a right to a defense,

without regard as to whether the allegations are bona fide or unsupported. Id.

So too here. There is nothing that suggests that the Insureds, or any

reasonable insured, had or could have an expectation that Twin City's obligation to

advance defense costs up to the full $5 million policy limit could be summarily

excused by disputed, inconsistent and potentially frivolous allegations, the proof of

which would not be necessary to the establishment of any claim. Colorado law

does not compel such a result. To the contrary, by recognizing that an insurer's

duty to defend may be excused under a policy exclusion only where the allegations

of the Complaint are "solely" and "entirely" within an exclusion, Hecla Mining Co.

v. New Hampshire Ins. Co., 811 P.2d at 1090, Colorado law requires an insurer to

provide a defense where the complaint contains unnecessary, alternative and

conflicting allegations regarding any Insured's knowledge of the wrongfulness of

his or her conduct.

Colorado's policy of construing an insurer's obligation to provide a defense

in accordance with an insured's reasonable expectation should apply with

undiminished force in the arena of directors and officers liability policies. There is
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a strong public policy in attracting capable people to serve as corporate officers

and directors. Stifel Fin. Corp. v. Cochrane, 809 A.2d 555, 561 (Del. 2002). This

public policy is advanced by providing officers and directors with strong

indemnification rights, which can be supported by the type of insurance at issue

here. COLO. REV. STAT. §§ 7-109-101—108 (2008). Unless capable and honest

people can rely on protections provided by director and officers liability policies,

such people will be reluctant to serve corporations. In re Worldcom, Inc. Sec.

Litig., 354 F.Supp.2d 455, 469 (S.D. N.Y. 2005). The Underlying SEC Action,

while serious, contains allegations common to many complaints alleging GAAP

violations, and for which corporate directors and officers have a reasonable

expectation that insurance will provide them with a defense.

d. The SEC Complaint Contains Claims Which Are
Not Subject to the Prior Knowledge Exclusion.

A proper construction of the term "claim" in the Twin City prior knowledge

exclusion further supports the Insureds' right to continued advancement of defense

costs. The District Court erred in determining that the word "claim" as used in the

prior knowledge exclusion is broader in meaning than a single claim for relief for

several reasons. First, the District Court erroneously relied on the definition of

"Claim" in Section 18 of the Federal Policy, as modified by Endorsement No. 7.

The definition, as modified, states:
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Claim Means:

(i) a written demand for monetary damages or non-monetary
relief;

(ii) a civil proceeding commenced by the service of a
complaint or similar pleading;

(iii) a criminal proceeding commenced by the service of an
indictment; or

(iv) a formal administrative or regulatory proceeding
commended by the filing of a notice of charges, formal investigative
order or similar document,

against any Insured Person for a Wrongful Act or Interrelated
Wrongful Act, including any appeal therefrom.

However, Endorsement 7 did not become effective until May 1, 2002, after

the April 30, 2002 Twin City letter containing the prior knowledge exclusion.

Endorsement 7 to Federal Policy, p. 1 (App. p. 73); Order, p. 4 (App. p. 4).

The District Court was wrong also in applying the definition of "Claim" in

Section 18 of the Federal Policy because Section 18 of the Federal Policy provides

expressly that the definitions apply "When used in this coverage section:…"

Federal Policy, p. 8 of 10.3 (App. p. 61). Although the April 30, 2002 letter

3 Section 18 of the Federal Policy provides in relevant part:
18. When used in this coverage section:
Claim means:
(i) a written demand for monetary damages,
(ii) a civil proceeding commenced by the service of a complaint or similar

pleading.
(iii) a criminal proceeding commenced by a return of an indictment, or
(iv) a formal administrative or regulatory proceeding commenced by the

filing of a notice of charges, formal investigative order or similar
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containing the prior knowledge exclusion provides that it "shall be deemed part of

the policy," it does not state that it is part of the "coverage section" of the policy.

Nor does the April 30, 2002 letter otherwise incorporate the definition of Section

18 of the Federal Policy. (App. 74). Moreover, where "Claim" in Section 18 is a

defined term, initially capitalized for use within the coverage section, the April 30

letter did not capitalize "claim," except when the entire word was capitalized,

suggesting that the term was not intended by Twin City to be used as a defined

term.

Without a clear expression of intention that the word "claim" was to be

governed by the definition of "Claim" in Section 18 of the Federal Policy, the

meaning of "claim" as used in the prior knowledge exclusion is ambiguous. While

"claim" could be construed as having a meaning broader than a claim for relief, as

the District Court held, it also could be construed to have a more narrow meaning,

such as a separate claim for relief as alleged in the Complaint in the Underlying

SEC Action. See, Cincinnati Ins. Co. v. Willow Fin. Bank, 2008 WL 4348010 at

*6 (E.D. Pa. Sept. 23, 2008) (holding that "excluded claims work on a count-by

count basis, meaning that the inclusion of a single count based on excluded

allegations will not remove [the insurer's] duty to defend the lawsuit so long as

document, against any Insured Person for a Wrongful Act, including
any appeal therefrom.
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other allegations do not fall under the policy exclusion" and rejecting insurer's

argument that its obligation to defend was precluded "whenever a civil proceeding

as a whole involves any allegations excluded from coverage"). Because

ambiguities in the policy exclusion must be construed against Twin City, the term

"claim" should be construed to mean a particular claim for relief for purposes of

the prior knowledge exclusion.

The SEC Complaint in the Underlying SEC Action alleges claims that can

be established without proof that an Insured had actual knowledge of wrongdoing.

The First and Third Claims for Relief, violations of Section 17(a)(1) of the

Securities Act of 1933 [15 U.S.C. § 77q(a)(1)] and Section 10(b) of the Exchange

Act [15 U.S.C. § 78j(b)] and Rule 10b-5 (17 C.F.R. § 240.10b-5), can be

established by reckless conduct. City of Philadelphia v. Fleming Cos., Inc., 264

F.3d at 1258. The Second Claim for Relief, violation of Section 17(a)(2) and (3)

of the Securities Act [15 U.S.C. § 77q(a)(2) and (3)] can be established by proof of

negligence. Aaron v. SEC, 446 U.S. 680, 697 (1980).

The SEC Complaint also alleges "claims" based on facts that could post-date

May 1, 2002, the date Fischer Imaging executed the letter containing the prior

knowledge exclusion. Claims based on facts that occurred only after the prior

knowledge exclusion was effective cannot trigger the prior knowledge exclusion
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because the Insureds could not have had prior knowledge of a fact before it came

into existence. Illinois Union Ins. Co. v. Cliff Berry, Inc., 2006 WL 3667230 at *7

(S.D. Fla. Nov. 17, 2006) ("Defendants cannot be alleged to have had prior

knowledge of criminal conduct that had not yet occurred prior to the continuity

date.").

For example, the Fifth Claim for Relief in the SEC Complaint alleges that

the Insureds deceived Fischer Imaging's auditors. SEC Complaint, p. 36 (App. p.

52). Factual allegations relating to that claim appear at paragraphs 62 through 73

of the SEC Complaint, SEC Complaint, pp. 24-28 (App. pp. 40-44), and

encompass alleged activities occurring after the May 1, 2002 effective date of the

prior knowledge exclusion.

As a result, facts giving rise to the SEC's Fifth Claim for Relief, Deceit of

Auditors, did not come into being until after the effectiveness of the prior

knowledge exclusion, and cannot be a "claim" that arose from facts known during

the time covered by the prior knowledge exclusion. Because an insurer must

provide a defense for all claims if even one claim is not subject to an exclusion,

Carl's Italian Rest. v. Truck Ins. Exch., 183 P.3d at 639, Twin City's obligation to

advance defense costs for the Underlying SEC Action is not excused.
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e. Because the SEC's Claims May Be Proved
Without Proof of Subjective Knowledge of
Misconduct, the Prior Knowledge Exclusion Is
Inapplicable.

The District Court's determination that there is no relevance to the fact that

almost every claim asserted in the SEC Complaint can be established without

proving subjective knowledge of wrongdoing essentially turns Colorado law on its

head. Rather than recognizing that the existence of any claim for which

indemnification might exist requires finding a duty to defend, the District Court

held that the existence of any allegation of fact raising an inference of knowing

wrongdoing establishes a prior knowledge exclusion as a matter of law, and

eliminates a duty to defend in its entirety.

Colorado law does not provide that the Complaint Rule is to be applied

without consideration of both the facts alleged and the claims asserted. Cyprus

Amax Minerals Co. v. Lexington Ins. Co., 74 P.3d at 301. Because a duty to

defend exists whenever there is a legal or factual basis on which an insurer might

be required to indemnify, it is essential to review the claims asserted to determine

whether proving such a claim necessarily establishes a policy exclusion.

The SEC has asserted claims against the Insureds that do not require proof of

actual knowledge of wrongdoing. Such claims do not fall within the prior

knowledge exclusion and, therefore, the Insureds are entitled to advancement of
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defense costs. As the court noted in Faulkner v. American Cas. Co. of Reading,

Pa.,

…individual defendants … were accused of 'knowingly and/or
recklessly' issuing, causing to be issued, or participating in the
issuance of, or aiding and abetting the preparation and issuance of
public statements and reports that were materially false and
misleading…. Had the allegation been merely that he knowingly
participated, coverage might be deniable because of the exclusion
from coverage of claims brought about or contributed to by the
dishonestly of directors or officers. But, if Faulkner as might be
shown without variance from the pleading, acted recklessly instead of
knowingly, the dishonestly exclusion would not apply and the claim
would clearly be covered." (emphasis in original).

584 A.2d at 751.

Colorado law is no different. In Cyprus Amax Minerals Co. v. Lexington

Ins. Co., 74 P.3d at 301, the court noted that "…when the underlying complaint

alleges any facts or claims that might fall within the ambit of the policy, the insurer

must tender a defense." (Emphasis in original.) Similarly, in Equal Employment

Opportunity Comm’n v. Southern Publ’g Co., Inc., 894 F.2d 785, 790 (5th Cir.

1990), cited with approval in Thompson v. Maryland Cas, Co., 84 P.3d at 508, the

court held that where knowingly false statements and negligently false statements

were both alleged, the Complaint Rule required a defense with respect to the

negligently false statements.
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Moreover, because Colorado law recognizes that if an insured has a right to

defense costs for any claim in an underlying complaint, the insurer must pay

defense costs for all claims, Carl's Italian Rest. v. Truck Ins. Exch., 183 P.3d at

689, Twin City is obligated to advance the Insureds' defense costs for the entirety

of the SEC Complaint.

The District Court committed reversible error in not recognizing this point.

C. This Court Should Enter Summary Judgment In Favor of the Insureds.

The proper application of Colorado's Complaint Rule requires the

conclusion that Twin City is obligated under its policy to advance costs of defense

up to the $5 million policy limit. The SEC Complaint in the Underlying SEC

Action did not contain allegations which were "… solely and entirely within the

exclusions in the insurance policy," Hecla Mining Co. v. New Hampshire Ins. Co.,

811 P.2d at 1090, and, as a result, the prior knowledge exclusion does not excuse

Twin City from advancing defense costs to the $5 million policy limit.

This Court is free to enter an order granting summary judgment where the

standards of Fed. R. Civ. P. 56(c) have been met, even if the District Court denied

the motion. National Union Fire Ins. Co. of Pittsburgh, Pa. v. Emhart Corp., 11

F.3d 1524, 1534 (10th Cir. 1993). Those standards have been met.
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VII. CONCLUSION

The prior knowledge exclusion on which Twin City relied to limit advancing

defense costs to the Insureds was not triggered by the Complaint in the Underlying

SEC Action. Therefore, the Order of the District Court granting Twin City's

Cross-Motion for Summary Judgment should be reversed, and an order granting

the Insureds' Motion for Summary Judgment on its claim for declaratory relief

should be granted.

Dated this 9th day of February, 2009.
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