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Company v. Vemma International Holdings Incorporated et al Doc.

WO NOT FOR PUBLICATION

IN THE UNITED STAT ES DISTRICT COURT
FOR THE DISTRICT OF ARIZONA

Hanover Insurance Company, No. CV-16-01071-PHX-JJT
Plaintiff, ORDER
V.

Vemma International Holdings
Incorporatedet al,

Defendants.

At issue is the Application for Prelimary Injunction filed by Defendants Vemm:
Nutrition Company, Vemma International Huoids, Inc. (collectively, “WYemma”) and
Benson K. Boreyko (Doc. 2&I App.), to whitr Plaintiff Hanoverdnsurance Company
filed a Response (Doc. 30, Resp.) and Defendants filedReeply (Doc. 41, Pl Reply).
Hanover concomitantly filed two Motions ttrike portions of Defendants’ evidenc
(Docs. 31, 43), to which Defendants fil&esponses (Docs. 42, 45). The Court al
resolves Hanover’'s Motion faludgment on the Pleading®oc. 37, MJOP), to which
Defendants filed a Response (Doc. 54, MR&RBp.) and Hanover filed a Reply (Doc. 5
MJOP Reply). The Court heahroral argument on Deferwis’ Preliminary Injunction
Application on June 14, 2016 (Doc. 46).

l. BACKGROUND

Vemma has obtained a liability insurarmaicy from Hanover amually since at

least August 2011. The pojicincludes Directors andDfficers (D&O) and Entity
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Liability Coverage for Vemmas an “Insured Entity” andAr. Boreyko, director of
Vemma, as an “Insured Individual.”

On August 17, 2015, the Federal Tr&iammission (FTC) filed a lawsuit againsg
Vemma and Mr. Boreyko, among others, claigithat they violated the FTC Act by (1
making false or misleading statements orissions regarding the income potential
participants in Vemma's busisg opportunity, (2) promoting, gecipating in or assisting
others in participating in a pyramidcheme, and (3) providing the means a
instrumentalities for the commiss of deceptive acts andamtices by using promotiona
materials containing false and misleadingtenents. Since the deption of the FTC
action, Defendants have denied thakbegations and defended themselves.

Vemma notified Hanover of the FET action on September 9, 2015, ar
subsequently made claims under the 20@5Pblicy for reimbursement of expense
incurred in defending the FT&rtion. On April 14, 20161anover informed Vemma anc
Mr. Boreyko that it was denying coverage tbhe defense of the FTC action under tl
policy. The next day, Hanover filed thgresent action, raisg seven claims for
declaratory relief: (1) Not a “Claim Firélade” During 2015-16 Rmy Period; (2) Late
Notice; (3) Unfair Business Practices Hxsbn; (4) Profit/Advantage Exclusion; (5
Dishonesty/Fraud Exclusio6) Alternatively, Known Clan Exclusion; and (7) No Pre-
Notice Fees and Costs. (Doc. 1, Compl.)

Defendants now ask the Court to ent@reliminary injunction requiring Hanovel
to cover Defendants’ defense in the FT@iac by reimbursing them for their defens
expenses to date angling forward, paying their expess within ten days of receiving
invoices until the applicable policy limits aexhausted. (Pl App. at 23.) At the san
time, Hanover now moves for Judgment on FHeadings under Fedd Rule of Civil
Procedure 12(c), requesting that the Court @isrthis action by finding that Hanover i
entitled to judgment as a matter of law basad review of the pleadings and judicially

noticed outside materials.
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. LEGAL STANDARDS

A. Preliminary Injunction

In order to obtain a preliminary injunctipDefendants must show that “(1) [the]
are] likely to succeed on the merits, (2) [tteeg] likely to sufferiireparable harm in the
absence of preliminary relief, X3he balance of equities tips [their] favor, and (4) an
injunction is in the public interestGarcia v. Google, In¢.786 F.3d 733, 740 (9th Cir
2015) (citingWinter v. Nat. Res. Def. Council, Inc555 U.S. 7, 9 (2008)). The Ninth

Circuit Court of Appeals, employing a slkdy scale analysis, has also stated “serig
guestions going to the merits’ and a haiplshalance that tipsharply toward the
[movant] can support issuance of an injunictiassuming the other two elements of t
Wintertest are also metDrakes Bay Oyster Co. v. Jeweld7 F.3d 1073, 1078 (9th Cir
2013) cert. denied 134 S. Ct.2877 (2014)(quoting Alliance for the Wd Rockies v.
Cottrell, 632 F.3d 1127, 113®th Cir. 2011)).

When a movant seeks a mandatory injlome—one that orders a responsible par
to take action—rather than a prohibitoryuimction—one that orders a responsible pa
to maintain the status quo—the movant muset a heightened burden by demonstrati
to the court that the factsia law “clearly favor” the movan&tanley v. Univ. of S. Cal.

13 F.3d 1313, 1320 {® Cir. 1994) (quotincgAnderson v. United State612 F.2d 1112,

1114 (9th Cir. 1980)). “In gemnal, mandatory injunctions fa not granted unless extremge

or very serious damage will result and are astied in doubtful cases where the injury
complained of is capable abmpensation in damagesMarlyn Nutraceuticals, Inc. v.
Mucos Pharma GmbH & Cp571 F.3d 873, 878-7®th Cir. 2009) (quotingAnderson
612 F.2d at 1114).

B. Motion for Judgment on the Pleadings Brought by a Plaintiff

For the purpose of ruling on a Rule 12(gotion for judgment on the pleading
brought by a plaintiff, the court must acceagt true the defendant’s allegations a
assume that the plaintiff's allegationathhe defendant has denied are faitad. Roach
Studios, Inc. v. Richard Feiner & C®896 F.2d 1542, B® (9th Cir. 89). “Judgment
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on the pleadings is proper when the [pldihttiearly establishes on the face of th

pleadings that no material issue of fact retedo be resolved anthat it is entitled to

judgment as a matter of lawld. A court may only consider rttars outside the pleading$

without converting a motion fgudgment on the pleadingsto a motion for summary

judgment if the matters are (1) material propstbmitted as part of the complaint, or (2

matters of which the courhay take judicial noticeSee id. Lee v. City of Los Angeles
250 F.3d 668, 688 (9th Cir. 2001).

The court may take judicial notice ofcta “not subject to reasonable disputé

because they are either: “(1)ngeally known withinthe territorial juriséction of the trial
court or (2) capable of accurate and reaeyermination by resort to sources who
accuracy cannot reasonably be dioeed.” Fed. R. Evid. 201see also Lee250 F.3d at
689 (noting that the court mawke judicial notice of undisputed “matters of publ
record”). The court may disregard allegatidnsa pleading that are contradicted &
matters properly subject to judicial notid@aniels—Hall v. Nat’l| Educ. Ass;629 F.3d
992, 998 (9th Cir. 2010).

. ANALYSIS

A. Defendants’ Likelihood of Success on the Merits and Hanover's
Entitlement to Judgment as a Matter of Law

Defendants contend that they are likelystewceed in showinthat Hanover must

pay their defense expenses because, und€20th®-16 Policy, they are insured partie

the FTC action is a covered claim madeimyrthe policy period, they have met the

retention requirements, and noverage exclusions applfPl App. at 5-21.) Hanover’'s
principal argument in oppositiomirrors that in Count 1 ats Complaint, namely, that
the Court need not even réathe question of whetherogerage exclusions apply
because the FTC action is not a claim “fimstde” during the 201%6 Policy period and,
as such, is not a covered claim under the po(iel Resp. at 3-19.) Hanover also argu
that, even if the FTC action is a covereair under the policy, the policy’s known clain

exclusion applies to bar Defendants’ claiag Hanover spells out in Count 6 of if
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Complaint! (Pl Resp. at 19-20.) In its Motionrfdudgment on the Pleadings, Hanov

er

contends it is entitled from the face of the Complaint to judgment as a matter of lawj as

Counts 1 (not a claim first made) and at€l notice) against Defendants, which would

result in a declaration by thH@ourt that Hanover is not bound by the 2015-16 Policy|to

pay Defendants’ defense expens@gJOP at 1.)
1. Claim First Made

With regard to their request for a preliminary injunction, Defendants must
demonstrate they are likely to succeedtlo@ merits in showg the FTC action is &
covered claim under their policy with Haver. The 2015-16 Policy opens with
declaration that it “applies ontp claims first made againfte insureds during the policy
period.” (Doc. 23-1, Ex. A2015-16 Policy, Policy Declarats at 1.) Hanover points thé
Court to Section VI of the Common Pgliderms and Conditionsvhich provides:

With respect to the Liality Coverage Parts|,] all Related Claims will be

considered as a single Claim madgte the Policy Period or Extended

Reporting Period in which the earliest such Related Claims was first

made or first deemed to have beerade pursuant to the applicable

Coverage Part. All Related Claimseasubject to the Limits of Liability,

Retention and other ternasd conditions applicable to the earliest Related
Claim.

(2015-16 Policy, Common Policy Termsich Conditions at 3.) The policy define
“Related Claims” as “all Claims based upamising from or in any way related to th
same facts, circumstances, situations, tretiwas, results, damage or events.” (2015-
Policy, Common Policy Terms and Conditioas 2.) Hanover contends that the FT

action was not the earliest Related @lairather, many Related Claims again

Defendants—claims arising from the sametgaor circumstances—preceded the FT

action by a number of year®I| Resp. at 5-6 And because the FTC action was merely

! Hanover does not base_itrp(;j)ositior_l to Defendantgreliminary injunction
request on Counts 2-5 or @at 7 of its Complaint.3eePl Resp. at 19 n.35%

> Hanover does not explicitly move fardgment on the pleadings with regard
Counts 3-7 of its ComplaintSeeMJOP at 1.)
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Related Claim to claims made in previoysars that Defendants never brought

Hanover’s attention, the FTC action is r@otlaim first made under the 2015-16 Poligy

period. (Pl Resp. at 6-) This alone, argues Hanover fagal to Defendants’ request fo
injunctive relief. (Pl Resp. at 6.)

Defendants counter with several argumewisich the Court Wl address in turn:

(1) the Related Claims provision is not, indaof itself, a coverage exclusion; (2) at

minimum, some of the FTC’s claims agsti Defendants in the FTC action are n

pt

Related Claims and are therefore covered, ldanover must pay the entire defense cost

if any of the FTC’s claims arcovered under the allocatipnovision of the policy; and
(3) Hanover’s construction of “Related Claims’far too broad andf, adopted, would be
beyond Defendants’ reasonable expectationksrander Defendant&surance coverage
illusory. (Pl Reply at 2.)

a. CoverageExclusion v. Related Claim

Defendants argue that Hanover has coaddtie FTC action is a claim under the

policy and, as such, Hanover has thedeur of showing a clear and unambiguo
exclusion, which it has not met. (Pl Reply at 5.) In supfefendants make much of th;

fact that the Related Claims provision is matluded as an exclim in the policy. (Pl

Reply at 7-8.) They also pdiout that the policy does inale an exclusion for Prior and

Pending Proceedings that by its terms exduide fewer claims #in Hanover seeks tg

exclude by applying the Relateda®hs provision. (Pl Reply at 8.)

U

Defendants’ argument simply ignores the terms of the policy related to coyere

claims. Hanover concedes the FTC actioa aim under the policy only to the extent

that it is a Related Claim—one arising frone tkame facts or circumstances as clai
against Defendants from earlier policy periadat were never brought to Hanover]

attention. Hanover does notremde that the FTC action is a claim first made under

2015-16 policy. By the express terms o€ tB015-16 Policy, the Court agrees with

Hanover that the Court need not reach podigglusions if the FTC action is not a claim

first made under that policy.
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b. Relatedness of Claims

In the Complaint, Hanover alleges that the FTC action is a Related Clai
several complaints brought @gst Defendants in the padn view of the parties’
competing motions— HanoverMotion for Judgment on theleadings and Defendants
Preliminary Injunction Applicegon—the Court has compared the prior claims to the F
action using two inquiries: (1) accepting aise Defendants’ denials of Hanover
allegations in the Complainilp genuine fact issues remais to whether the FTC actioj
Is a claim first made under the 2015-16 Poligsecluding judgment as a matter of lav
and (2) are Defendants liketp succeed on the mits in showing the FTC action is 3

claim first made under the 2015-16 Policy?
I Judgment on the Pleadings

In their Answer, Defendants deny almost all of Hanover’s allegations, ang

Court must therefore deem those allegatiamsalse for purposes of Hanover's Motfor.

In any event, the allegations with regatal all of the prio claims—the Arizona
arbitration (Compl. §f 28-40), the Italigproceeding (Compl. 1 41-46), the Oreqq
Department of Justice Consumer Clainofapl. 11 48-51), the Arizona Better Busine:
Bureau Consumer Claims (Compl. §f 53;7@hd the FTC Consumer Claims (Comg
19 73-117) raise issues which mbst developed in discoverySéeMJOP Resp. at 14-
21.)

For example, among many other issues raised by Defendants in their Respd
is not clear from the Complairand the associated juditijanoticed public records
whether the prior claims with respect Defendants’ alleged operation of a pyram
scheme were based on the same marketntgcompensation scheme, or “policies a
procedures,” as the FTC action. (MJOP Respl5.) The Court agrees with Defendar
that the definition of “Relate€laim” in the 2015-16 Policy is not so broad as to meg

that any former claim using the words “pymid scheme” precludes any later pyram

* The Court does not find Hanover hamown that Defendants’ denials in the
Answer were made in baditta or that the Court shdédidisregard the denials.
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scheme claim from coverage under the policy. They must arise from the same
circumstances, situations, transactions, Iteswdamage or events” under the polic
(2015-16 Policy, Common Policy firas and Conditions at 2), wiigs by its very nature
a fact-intensive inquiry.

Specifically, with respet to the 2012 Arizona arbitration, Defendants de

Hanover’s allegations in the Complaint thia¢ issue of whether Vemma was a pyrami

scheme was brought as a claim agaivistnma—which the Court must accept fd

purposes of Hanover’s Motion for Judgmenttba Pleadings. Hanover's allegations al

do not show as a matter of law that anghsglaim brought i2012 was based on the¢

same facts and circumstances ag]j thus related to, the FTC actiddee Fin. Mgmt.
Advisors, LLC v. Am. Int'Bpecialty Lines Ins. Co506 F.3d 922, 926 (9th Cir. 2007

(finding claims are not “related” simplybecause they are based on similar

misrepresentations where alleged misrepresients were made to different parties wh

suffered separate losses). Likewise, Hanovatlegations are insufficient to warran

judgment as a matter of laas to the Italian proceeding—hieh was based on a separTe

promotional and compensation scheme, agnother issues—or the various consum
complaints—the underlying facts and circuamstes of which are insufficiently clear t
draw relatedness conclusions.

This is even more so ifdhe other claims the FTC darght in its action against
Defendants—those related to Defendants’ galte false or misleading statements
omissions regarding the income potentialVa@mma and the associated promotion
materials and other instrumerntigs allegedly provided by Defeants. It is not clear, for
example, that the FTC’s accusation that Vemmade false income claims arises fro
the same alleged wrongful acts as thaederlying any prior claims that Vemma wa
operating a pyramid scheme.

In sum, Hanover’s allegations as to prataims brought to Vemma'’s attention af
not sufficient for the Court to conclude asmatter of law that the prior claims wer

Related Claims under the policy tbose brought in the FTC actioBee Hal Roach
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Studios,896 F.2d at 1550. As agw@lt, for Count lof the Complaint, Hanover is no
entitled to judgment on the pleadings that the FTC action wasa w©tdim first made
under the 2015-16 Policy.
. Preliminary Injunction
With respect to Defendants’ request 8 mandatory injunction, the Court must
evaluate Mr. Boreyko’s likelihood of suc= on the merits sepéely from that of

Vemma. The parties do not dispute that thicp@rovides coverage for Mr. Boreyko a

[92)

an Insured Individual and Viema as an kured Entity’ The policy’s Insuring

Agreements provisiostates as follows:

The Insurer will pay on behalf of ea Insured Individual, Loss which the
Insured Individual is ledy obligated to pay to &laim first made against
the Insured Individual during the Policy Period . . . .

The Insurer will pay on behalf of dnsured Entity, Lossvhich the Insured

Entity is legally obligatedo paF}/ due to a Clairfirst made against the
Insured Entity during & Policy Period . . . .

(2015-16 Policy, D&O and Entity hbility Coverage Part at 1.)

Hanover points to no ewce that the prior claims were brought against Mr.
Boreyko. The FTC action against him is thus a claim first made ad@mnss an Insured
Individual under the express terms of the @olin the Reply to itdotion for Judgment
on the Pleadings, Hanover asks the Courelp on two cases—a memorandum decisipn
of the Arizona Court of Appeals and an ot{eocuit district court order—to concluds
that the prior claims against Vemma weramls against Mr. Boreyko also. (MJOP Reply
at 10-11.) Neither case addresses the situatos, in which two diffeent insured parties

are making claims under the policy but prirelated claims may have been brought

against only one of them. Naloes either case address language such as that in th

Hanover policy. No evidence before the Condicates that the FTC action is not a claim
first made against Mr. Boreykas an Insured Individual, drMr. Boreyko is thus likely

to succeed on the meritsshowing his is a claim firshade under the 2015-16 Policy.

_ * Indeed, the policy treats Mr. Boreyko, as a non-indemnified individyal,
differently from Vemma, as a corporatetign by among other things setting differer
retention amounts as to each. (2015bticy, D&O Declarations at 1.%

~—+
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As for Vemma as an Insed Entity, while Hanover isot entitled to judgment on
the pleadings as to whether the FTC actiam ¢gaim first made against Vemma under t
policy, Hanover has produced enough evagemn resisting Vemma'’s request for
preliminary injunction to raisa serious dispute as to tltatestion. Hanover may be abl
to demonstrate, for example, that the Ana arbitration did raise a claim that Vemn
was operating a pyramid scheme and thatuhderlying facts and circumstances we

the same as or sufficiently similar to teoanderlying the FTC'slaims in its action

against Vemma to make the claims relateder the policy. Likewise, Hanover may he

able to demonstrate that consumer comgdabrought by theBetter Business Buread
were claims against Vemma and that thmyntemplated not only pyramid schem
accusations but also false income claimernarssions. Evaluating thevidence, sth as it
IS at this point in the litigation, it is aade call whether a fact-finder would conclude th
the FTC action is a claim first made undeg folicy. In this resgct, the Court cannot
conclude that Vemma has mes Gurden to show that the facts and law are clearly in
favor to warrant a mandatory injunctiddee Stanleyl3 F.3d at 1320.
C. Allocation

Defendants contend that, regardless Hdnover's argument that the FTC
pyramid scheme allegations are a RelatednCtai prior allegations, Hanover's refusal t
cover them for the FTC action contravenesbocation provision irthe 2015-16 Policy.
(Pl Reply at 5-6.) They base this contention the fact that ¢h FTC action includes
claims that are not necessarily groundedalleged pyramidal activity, but rathe
allegations that Defendants made matemaisrepresentations and omissions a

provided the means and instrumedities to others for the sanpairpose. (Pl Reply at 6.

Because the prior complaints against Venwmgie largely based on pyramidal condug

Defendants argue that the FTC’s misrepresiemtaelated claims are not Related Clain

and Hanover must therefore cover all deéenssts pertaining to the FTC action under

the allocation provision. Hanover respondspoynting out that théefinition of “Claim”

in the relevant Coverage Part encompaasgs'written demand . .for monetary or non-
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monetary relief,” “civil proceeding,” and “eninal proceeding,” among others, and that a
“proceeding” therefore cannot be dissected thwindividual legal claims brought in thg
proceeding. (Pl Resp. at 12; 2015-16 Polld§0 and Entity Liability Coverage Part at

2))

A4

The express language of the allocatioovpsion belies Hanover'assertion that a
lawsuit cannot be dissectedtns way. The relevant Covega Part of the 2015-16 Policy
provides, “If an Insured inea Loss on account of any din and such Claim includes
both covered and non-ecered matters,” then coverage for the Claim includes “One
hundred percent (100%) of Defense Expemseaccount of the Claim” subject to some
exclusions inapplicable herg2015-16 Policy, D&O and Hity Liability Coverage Part
at 9-10.)

In support of its argument against Apgtion of the allocaon provision, Hanover
relies on a memorandum decisiontbé Arizona Court of Appeal§P Syntax LLC v.
Federal Insurance Companilo. 1 CA-CV 14-0638, 2018VL 831532 (Ariz. Ct. App.
Mar. 3, 2016 The SP Syntaxlecision has no particular pessive value here. That case
addressed an insurer's treatment of a grofidawsuits as retad, but the court’s
conclusion turned on thiact that the claims in thosewauits all arose out of the samg
misrepresentation allegationisl. at *7-8. Moreover, the court was not addressing an
allocation clause or the postily of dissection of a lawsuinto its various legal claims
to evaluate relatedness to prior claintdere, the FTC action involves a claim of
pyramidal conduct, which may or may not bRelated Claim to prior complaints against
Vemma under the policy, and separate claihmaterial misrepresentations, omissions

and the provision of meanasnd instrumentalities to others. While a multiple-claim

> Because the policy refets losses incurred by “andared,” the Court does not
construe the allocation provisi as requiring ﬁ%/ment of@huncovered expenses of orje
Insured—Vemma—on account of the fact ttieg expenses of a different Insured—NM.
Boreyko—may be covered.

® Arizona Supreme Court Rule 111 a¥l® citation of a memorandum decision

published after January 1, 2015 for persuasalee if “no opinion adequately addresses
the issue before the court.”
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lawsuit may be related in its entirety to aoprcomplaint when iarises from the same
facts or circumstances, the express ternte@hllocation provisiom the 2015-16 Policy
allow dissection of a lawsuit into its individual claims. That is, the policy contempl
that a lawsuit comprised of divergent legidims based on diffen¢ facts may contain
both Related Claims to pmiocomplaints and claims uglated to any complaints
previously brought against the insured.

While it is unclear whether the FT€’non-pyramid scheme claims again
Defendants arise from the sarffacts, circumstances, sittilans, transactions, results
damage or events,” as the prior pyransicheme-based complaints brought agail
Vemma, there is at least a genuine disput® dkat question, afe Court noted above
(See2015-16 Policy, Commmo Policy Terms and Conditions at 2.) For example, oneg

the consumer complaints stated,

The basis of Vemma is a get richogram that entices young minds to
ursue a ﬁ(art time job making anliomted income and earning a free car
or their efforts. . . . Nbonly did [my son] drop outf college, but he has

been living on the streets his car for the paghree weeks. My son has

been persuaded, by Vemma’s tramiand negative influences, to have
unrealistic expectatiorfer earning an income.

(Compl. T 77.) As a result, the Court canmainclude that the facts clearly favg
Defendants in showing success on the merits that the allocation provision mandat
Hanover pay Vemma's defense costs.
d. Reasonable Expectations and lllusory Coverage

In its Response to Defendants’ Prelimydnjunction Application and in oral
argument, Hanover asked ti@ourt to narrowly construe “Claims first made” an
conversely, broadly construe “Relate@laims,” recognizing that its suggeste
constructions would precluderange of claims against f2adants from coverage unde
the 2015-16 Policy. (Pl Resp. at 16; June 2016 Hr'g Tr. 48:723.) Defendants argue
that Hanover's suggested interpretation “@laims first made” is so narrow—and

“Related Claims” is so braia—that the resulting coverageould be belov Defendants’

-12 -

ates

St

nst

of

=

bS

e

=




© 00 N O O b~ W DN B

N NN N NN NNDNRRR R R R R B B
0w ~N O OO0 W NP O © 00N O 0 W N B O

reasonable expectations andulbrender the insurance Imy illusory. (Pl Reply at 8-
10.)

[oX

To begin with, the Court does not apt an overly broad or generalize
construction of “Related Claims” under tipolicy. As stated alwve, a prior claim
regarding the operation of anaynid scheme is not necesgaa Related Claim to any
future accusation of pyramid scheme operafidre policy provides @t the claims must
arise from the “same facts,rcumstances, situations, tsactions, results, damage ar
events.” (2015-16 Policy, Common Policy Terand Conditions at 2.) Determination of
relatedness thus requires a claim-by-claim camspn and an analysis of the basis pf
each claim.

In Arizona, courts have adopted theeasonable expectations rule” from the
Restatement (Second) of Contracts when coimgjrinsurance contracts; that rule holgs
the contract drafter to a godaith standard by requiring anterpretation of the contract
that accounts for the parties’ reasonable expectatibasner Motor Sales, Inc. v.
Universal Underwriters Ins. Cp682 P.2d 388, 398-99 (Arid984). “Of course, if not
put in the proper perspective, the reasonalifgectations concept tpuite troublesome,
since most insureds develofreasonable expectation’ thavery loss will be covered by
their policy.”Id. at 395. An insurance contract, likeyaother contract, ‘tsuld be read in
light of the parties’ intentions as refledtdy their language and in view of all th
circumstances.Id. at 393 (quotingsmith v. Melson659 P.2d 1264, 1266 (Ariz. 1983)).

Under Arizona law, parties afeee to bargain for limitationen coverage, so long as th

D

D

limitations are not inconsistentith public policy, and the reasonableness of a party’s
expectations as to coverage goes beytma party’s subjective expectations to an
objective examination of reasonable expectaticonsidering the entire circumstances|of
the contractAetna Cas. & Sur. Co. v. Dannenfeld¥8 F. Supp. 484, 492-93 (D. Ariz.
1991).

Defendants argue that Hanover's braaterpretation of the policy’s Related

Claims term would violatetheir reasonable expectations, stating “a single letter
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complaining about Vemma sent to any statefederal agency, the Better Busines
Bureau, or any of the regulasoin the 47 countries in whhicvemma previously operatec
could be sufficient to defeabverage years later intlae-company litigation.” (MJOP
Resp. at 4.) Hanover argues tlitatinterpretation of the Related Claims term is not
broad as the one Defendants impute to itjrgjela protester walkig outside with a sign
which says that he wants his money bhekause Vemma is a pyramid scheme” wot
not be a claim under the poligfMJOP Reply at 3.) To the #®nt that Hanover moves fo
judgment on the pleadings,etlallegations in the Complaiare not sufficient to entitle
Hanover to judgment as a matter of law tigtinterpretation of the policy terms is ng
beyond Defendants’ reasonaldgpectations. But Defendants do not provide sufficie
evidence of, for example, the@umstances of contract fortran to show they are likely
to succeed on the merits in demonstrating retover’s proposegolicy construction is
beyond their reasonable expectations.

Defendants go further by arguing thatnidaer's proposed cwstruction of the
Related Claims term in the oy would make theicoverage illusory. (Pl Reply at 8.) A
policy interpretation that would result in mpayment of benefitsinder any reasonably
expected circumstances—or fider coverage null’—is illusorysee Wilshire Ins. Co. v
S.A, 227 P.3d 504, 507-08 (Ariz. Ct. App. 2018gtng 778 F. Supp. at 493. Here, g
Hanover points out, even adad interpretation ahe Related Claims e as it pertains
to pyramid scheme allegationgould not preclude any loér kind of claim against
Defendants, such as for “sexual harassmenor®y of their workers, or for failure tg
prudently invest th&l01(k) monies, or permitting outle hackers to access names a
addresses of program affiliates.” (MJOPpBeat 7.) Defendantsargument that the
policy terms—even as constaduby Hanover—render their caage illusory lacks merit.
But, as perhaps a more relevant point, gbi&cy does not unequivocally provide that

claim of sexual harassment by one of Defernslaworkers precludes a later claim g

sexual harassment by ooné Defendants’ workers undéne Related Claims term. The

same goes for pyramid scheme allegations.
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2. Known Claim Exclusion and Notice Provision

In its Response to Defendants’ requést a preliminary injunction, Hanover
argues that the 2015-16 Policy’s known laexclusion applies to bar Defendant
insurance claim, as it raiséa Count 6 of its Complain{Pl Resp. at 19-20.) Apparently
abandoning that argument by not moving falgment on the pleadisgvith respect to it,

Hanover does move for judgment on the plegslias to Count 2 of its Complaint, whic

claims that the 2015-16 Policy’s notice prowers applies to bar Defendants’ insurang

claim. (MJOP at 19-21.)
With regard to Hanover’s known claim exclusion argument, Defendants ansv
“No” to the question in the 2015-16 Poli&ypplication asking, “Is any Insured propose
for coverage aware of any fact, circums&nor situation that might reasonably I
expected to result in a Claim that would faithin the scope othe proposed Liability
Coverage Parts?” (Doc. 1-8 81-89, Application at .3 Hanover does not presen
sufficient evidence tsupport a conclusion that Defendants were aware of the basis
claim under the Coverage Parts such tiesy answered the gsion inaccurately.
Moreover, as Defendants poimit in their Preliminary Injaction Application and Reply
(Pl App. at 21-22; Pl Reply at 15-16), Aoiza law provides that, to apply such g

exclusion, an insurer must demonstrdtext the insured’s misrepresentation w;

fraudulent and material to the risk assurbgdhe insurer and that the insurer would not

have provided the policy the additional facts had &e known to the insuregeeA.R.S.

§ 20-1109. Hanover makes no such showmmgg the Court must therefore find that

Defendants are likely to succeed the merits in showing & the known claim exclusion
does not bar coverage for the defenstefFTC action under the 2015-16 Policy.
With regard to Hanover’s notice provisiargument in its Motion for Judgment o

the Pleadings, the 2015-16 Poligsovides that the insured miuinform the insurer of a

’ Aside from the lack of factual suppdor its argument, Hanover relies on an

unpublished Middle District of Tfenessee case for Iega SMJB@ee Hale v. Travelers
Cas. & Sur. Co. of AmNo. 3-14-1987, 2015 WL 67379@4.D. Tenn. Nov. 4, 2015)
(appeal filed to 6th Circuit Got of Appeals). Because thedse applies Tennessee lav
not Arizona law, and evaluatagistinct known claim excliumn, it is inapposite here.
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claim under the policy within 90 days aftemch claim is firstmade. (2015-16 Policy,
Directors & Officers and Entity Liability Covega Part at 9.) This is essentially
rehashing of Hanoverslo Claim First Made allegation in Count®1and the Court
cannot conclude from the allegations in the Complaint adatially-noticed materials
that the prior complais against Vemma were related oiaito the FTC action, such thg
Defendants failed to comply with timetice provision as a matter of law.
3. Summaryof Merits Analysis

In sum, the Court cannot conclude ttta facts and law clearly favor Defendan
in showing a likelihood of sicess on the merits that tR&C action was a claim first
made against Vemma under the 2015-16dyplihat the allocation provision mandate
that Hanover pay Vemma's defense costghat the policy asmplied by Hanover was
below Defendants’ reasonablepextations. However, the Céwoncludes that the facts
and law clearly favor Defendanin showing that the FTC @an was a claim first made
against Mr. Boreyko under the 2015-16 Polsuch that Hanover would be obligated {
pay Mr. Boreyko’'s defense costs.

As for Hanover’'s Motion for Judgment on the Pleadings, Hanover has faile
show that the allegations ithe Complaint and ssociated judicially-noticed materials

entitle Hanover to judgment as a matter of laith respect to th&€ounts it placed at

issue, Counts 1 (not a claiimst made) and 2 (late noticapainst Defendants. The Cour

will therefore deny the Motion faJudgment on the Pleadings.
B. Irreparable Harm
Under the second element of the pratiany injunction test, Defendants mug
show they are likely to suffer irreparabth@rm in the absencef preliminary relief.
Garcia, 786 F.3d at 740. The Bpreme Court has repeatedly recognized the “bg

doctrine of equity jurisprudendkat courts of equity should not act . . . when the mov

® Hanover again relies oHale, 2015 WL 6737904, for tgl support, and it is
unpersuasive for the reasahs Court already gave.
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party has an adequate remedy at law aiflt net suffer irreparable injury if denied
equitable relief.”Younger v. Harris401 U.S. 37, 43-44 (1971).

To show likelihood of irreparable hariefendants cite a line of cases from othrr
[

district courts holding that failure to adw@® defense costs under an insurance po
cannot be remedied by mondgimages and constitutes irregdeaharm. (Pl App. at 21-
22.) For example, itn re WorldCom, IncSecurities Litigationthe Southern District of
New York noted that the refusay an insurance company to advance defense costs
immediate and direct injury, and its conseqeiscthat the insuredoes not receive the
“protection from financial harmhat insurance policies are presumed to give.” 354
Supp. 2d 455, 469 (S.D.N.2005) (internal quotations atted). The Court continued:

Every party, including each do®r defendant, requires effective
representation. It is impossible fwedict or quantify the impact on a
litigant of a failure to have adequatgresentation at this critical stage of
litigation. The ability to mant a successful defenssquires competent and
diligent representation. The impaof an adverse judgment will have
ramifications beyond the omey that will necessarily be involved. There is
the damage to reputation, the stresdit@fation, and the risk of financial
ruin—each of which is an intangible but very real burden.

Id.; see also XL Specialty Ins. Oa Level Global Invs., L.P874 F. Supp. 2d 263, 272}

73 (S.D.N.Y. 2012) (collecting cases). tasponse, Hanover cites cases outside
insurance context holding that purely momiynages do not constitute irreparable har
(PI Resp. at 20.)

The Court agrees with the other distgourts holding that the insurer’s refusal {
advance defense costs is an irdmage and direct injury to ghinsured and that the injury
is comprised of more than simply mondgmages. Here, not gnthe reputation of
Vemma and Mr. Boreyko are at stakeg€Doc. 21, Boreyko Declf 35), but they have
produced evidence of at leasetpotential for financial ruin,séeBoreyko Decl. | 25).

Hanover has moved to striseme of Mr. Boreyko’s averments that Defendants provic

in support of their irreparable damage argnmé oc. 31.) The Court does not find that

the relevant statements—that Vemma has indude3 million in deferss costs or that it

has suffered financial difficulty as a resulttbé injunctive relief the Court entered in th
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FTC action—are particularly oalusory or otherwise inadssible. The Court will thus
deny Hanover's motioo the extent the Court relied @tatements in Mr. Boreyko’s
Declaratior”’ The Court finds Defendants have metittburden to show irreparable harr
in the absence of injunctive reliGee In re WorldCon854 F. Supp. 2d at 469.

C. Balanceof Equities and the Public Interest

Defendants have also met their burden ath¢othird and fourth elements of th
preliminary injunction test, narhe that the balance of equisdips in their favor and an
injunction is in the public interesEee Garcia786 F.3d at 740. Asther courts have
noted, without the wherewithdo mount an effective dense, Defendants face a
increased risk of serious civil damagesvasdl as damage to their reputations and t
business itselfSee, e.g.XL Specialty Ins. Cp874 F. Supp. 2d at 276lanover, by

contrast, will suffer at most a financial logsit prevails in denonstrating it is not

>

D

he

obligated by the 2015-16 Policy to cover Defants’ defense costs in the FTC action and

is unable to recoup the cesfrom Defendants. The balance of equities thus weighs in

Defendants’ favor.

Likewise, granting an injunction martdey the payment of defense costs under

the terms of an insurance poligy in the public interest. Ublic policy, as reflected by
both the case law and relevastatutes, favors holding ansurer to the terms of an
insurance policy after the insur@as duly paid its premiums.

D. Surety Bond

Federal Rule of Civil Procedure 65(permits a court to enter preliminary

injunctive relief “only if the movant gives security in an amount that the court consi

proper to pay the costs and damagesasusti by any party found to have been

wrongfully restrained.” A codrmay only “dispense with éfiling of a bond when it

concludes there is no realistic likelihood ledrm to the defendarfrom enjoining [its]

° Because the Court-appointed Monitoplace at Vemma provides the Court with

{)/eriodic financial reports of Vemma’s opeoas, the Court is also aware that, whi

emma is currently generating positive net rapi@g income before depreciation, it has

suffered income losses orccaunt of the expensescurred by the Temporary
Restraining Order and &lminary Injunction.
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conduct.”Jorgensen v. Cassidg20 F.3d 906, 91@®th Cir. 2003). Theourt must make
a finding as to the surety bhd amount it considers propelohnson v. Couturier572
F.3d 1067, 108@th Cir. 2009).

In this instance, the parties providedfing on the amourdf surety bond that
would be proper. Although the negotiated tewhshe policy set theetention amount at
zero for claims by Mr. Boreyko (2015-16 P@licD&O Declarations at 1), the Cour
declines to set the preliminary injunctiornresty bond amount at zero, because Hano
may incur damages upon an ultimate detertionathat it was wrongfully restrained if
Mr. Boreyko cannot repay the defensxpenses covered by Hanov&ee Jorgensei320
F.3d at 919. However, setting a surety bonthatentire amount of the defense expens
would undermine the protection the insurapoécy is meant to provide the insuretke
XL Specialty Ins. Cp874 F. Supp. 2d at 291-92. Thtise Court in its discretion will set
the surety bond amount at $50,000.

E. Evidentiary Motions

As the Court stated above, the Qowill deny Hanover's Motion to Strike
Portions of Mr. Boreyko’s Declaration (3. 31) to the extent the Court relied o
statements in Mr. Boreyko's Declaration d® 21) to reach its conclusions as
irreparable injury to Defendants in thabsence of injunctiveelief. The Motion is
otherwise denied as moot.

With regard to Hanover'slotion to Strike New Factm Defendants’ Reply (Doc.
43), the Court did not rely othe any of the facts Hanavelisputes in reaching its
conclusions as to Defendants’ Applicatitar Preliminary Injuntion. The Court will
therefore deny this Motion as moot.

IV. CONCLUSIONS

With regard to Defendair. Boreyko, an Insurethdividual under the 2015-16
Policy, the Court concludesahDefendants have demonstécthe law and facts clearly
favor Mr. Boreyko in showing a likelihoodf success on the merits, Defendants 3

likely to suffer irreparable harm in the sdmce of preliminary relief, the balance ¢
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equities tips in Defendants’ favor, and an ngtion is in the public interest. Becaus
Defendants are likely to succeed on the mamnitdemonstrating there is no impedime
under the 2015-16 Policy to Haver's obligation to advaecthe defense costs in th
FTC action with respect to the claims agais. Boreyko, the Court will enjoin Hanovel
from withholding payment of the defense exges incurred on behalf of Mr. Boreyk
and order payment of the dat® expenses incurred totelgpursuant to the policy.
Attendant to this injunctive relief, Mr. Boyko must give security in the amount G
$50,000 under Rule 65(c).

As for Vemma, an InsureBintity under the2015-16 Policy, because the Court

finds that the facts and law do not cleaidyor Defendants in shwing a likelihood of

success on the merits that the FTC actios walaim first made against Vemma under

the 2015-16 Policy, that the allocatioropision mandates that Hanover pay Vemmeg
defense costs, or that the policy as apphig Hanover was below Defendants’ reasona
expectations, the Court declines to entaraadatory injunction for payment of Vemma’
defense expenses in the FTC action.

The Court will deny Hanover’'s Motion fdudgment on the Pleadings (Doc. 371
because Hanover has failed tawshthat the allegations ithe Complaint and associate
judicially-noticed materials entitle it to judgmt as a matter of law with respect to tf
Counts it placed at issue, Counts 1 (nalaam first made) and 2 (late notice) again
Defendants. The Court will also deny Hanovéwse evidentiary motions. (Docs. 31, 43.

IT IS THEREFORE ORDERED grantingh part and denying in part the
Application for Preliminary Injunctioniled by Defendants Vemma Nutrition Compan)
Vemma International Holding#nc. and Benson K. BoreyK®@oc. 23). Plaintiff Hanover
Insurance Company isnjoined from withhlding payment of the defense expens

incurred in the FTC action obehalf of Mr. Boreyko, asn Insured Individual, and

ordered to pay the defense empes incurred to date on hoshalf pursuant to the 2015

16 Policy. Attendant to thisnjunctive relief, Mr. Boreykomust give security in the
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amount of $50,000 under Rule 65(c). The betéaof Defendants’ request for injunctiv
relief is denied.

IT IS FURTHER ORDERED denyin@laintiff Hanover Insurance Company’
Motion for Judgment on thPleadings (Doc. 37).

IT IS FURTHER ORDERED denyin@laintiff Hanover Insurance Company’
Motion to Strike Portions oAffidavit of Defendant Benson K. Boreyko (Doc. 31).

IT IS FURTHER ORDERED denying asioot Plaintiff Hanover Insurance
Company’s Motion to Strike New Facts in Defendant’s Reply (Doc. 43).

Dated this 28 day of July, 2016. ~

/.

Hongrable K]T. Tuchi
Uni Statés District Jge
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