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IN THE UNITED STATES DISTRICT COURT

DISTRICT OF NEW MEXICO

THE CINCINNATI INSURANCE COMPANY
Plaintiff,
V. No.Civ. 18-981JCH-SCY

DESERT STATE LIFE MANAGEMENT,
et al.

Defendants.

MEMORANDUM OPINION AND ORDER

THIS MATTER comes before theo@rt on Defendant Cameron Grahanvietion to
Dismiss Plaintiffs Complainfor Declaratory JudgmentECF No. 11). The Court, having
considered the motion to dismiss, briefs, pleadirgjevant law and otherwise being fully advised,
concludes that the motion to dismiss should be denied.

|. LEGAL STANDARD ON A MOTION TO DISMISS

On a motion to dismiss, the court assesses the legal sufficiency of the allegations contained
within the four corners of the complai#rchuleta v. Wagner523 F.3d 1278, 1281 (10th Cir.
2008). Rule 8 requires the compldintcontain "a short and plagtatement of th claim showing
that the pleader is engtl to relief." Fed. R. Civ. P. 8(a)(2)he court accepts as true all well-
pleaded facts, viewing them in the light méstorable to the nonmoving party and allowing all
reasonable inferences invta of the nonmoving partyArchuletg 523 F.3d at 1283. The court
"should disregard all conclusory statementsaaf and consider whether the remaining specific
factual allegations, if assumed to be tmpleusibly suggest the defendant is liabkahsas Penn

Gaming, LLC v. Collins656 F.3d 1210, 1214 (10th Cir. 2011). The complaint "does not need
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detailed factual allegations,” bta formulaic recitation of the eients of a cause of action will
not do."Bell Atlantic Corp. v. Twomb}\b50 U.S. 544, 555 (2007).

If on a motion to dismiss matters outside pieadings are presented to and considered by
the court, the motion generally must be treasdne for summary judgent. Fed. R. Civ. P.
12(d). Under Rule 12(d), a court has broad digmmeto refuse to accept the extra-pleading
materials and resolve the motion solely on the pleading i&e¢.owe v. Town of Fairland 43
F.3d 1378, 1381 (10th Cir. 1998). Reversible erroy owur if a court conders matters outside
the pleadings but fails to comt¢he motion to dismiss int@ motion for summary judgmentd.

No conversion is required, however, when thart considers information that is subject
to proper judicial notice or docwants incorporated into the complaint by reference and central to
the plaintiff's claim, unless their authenticity is questiorieele Tellabs, Inc. v. Makor Issues &
Rights, Ltd,. 551 U.S. 308, 322 (2007) (“[C]ourts must cioes the complaint ints entirety, as
well as other sources courts ordinarily examimen ruling on Rule 12(b)(6) motions to dismiss,
in particular, documents incorporated into thenptaint by reference, amdatters of which a court
may take judicial notice.”)einosky v. City of Chicag®75 F.3d 743, 745 n(Ith Cir. 2012)
(“A motion under Rule 12(b)(6) cdme based only on the complaitself, documents attached to
the complaint, documents that are critical to ¢dbenplaint and referred to in it, and information
that is subject to prap judicial notice.”);Pace v. Swerdlon519 F.3d 1067 (10th Cir. 2008)
(explaining that court may properly consider on motio dismiss documents central to plaintiff's
claim and referred to in complaint, where document’s authenticity is not in dispaite);Hogan
453 F.3d 1244, 1264 n.24 (10th Cir. 2006) (noting tiatonversion is required when a court

takes judicial notice of its owfiles and records and facts treae matter of public record). The



documents, however, “may only be consideredhimastheir contents, ndb prove the truth of
matters asserted thereid.al, 453 F.3d at 1264 n.24 (quotations omitted).

The following facts are those set forth iretbomplaint in the light most favorable to
Plaintiff, as well as the facts set forth in the éxtisi attached to the complaint that are documents
referred to in Plaintiff's complaint and centralRtaintiff’'s claim or are dcts subject to judicial
notice.The Court will not convert Defelant’s motion to dismiss into one for summary judgment.

Il. BACKGROUND

A. State Court Litigation

Desert State Life Management, Inc., (“Des8tate”), is a New Mexico non-profit
corporation that provided trustaed representative payservices to its clients. Compl. 19 4, 10.
Paul Donisthorpe was at all relevant times@éef Executive Officer (“CEQO”) and Director for
Desert Stateld. { 6. It appears ungisted that Liane Kerr i®onisthorpe’s spous€ompare
Def.'s Mot. 4, ECF No. 1lwith Pl.’s Resp., ECF No. 194iing to dispute point).Helen Bennett
is a former director of Desert State. Compl.  44.

On May 31, 2017, the Financial Institutions Biain (“FID”) filed suit against Desert State
and others in a New Mexico state coldt.y 11. The FID alleged that itsvestigation and analysis
of Desert State’s banking antient account records led it to believe that from 2006 through the
time of its investigation, more than $4 milliontiast investment account funds managed by Desert
State were transferred out of isiment accounts for trusts and ofithe accounts of Desert State

and into accounts controlled inhale or in part by Donisthorpéd.  12. In an August 4, 2017

1 The Court includes this fact, even tigh it is not set forth in the complaior accompanying documents because it
appears undisputed and gives context to Plaintiff’'s argument concerning why Kerr is a neceysargep@ourt’s
decision does not rely on the truth of this assertion.



Order, the state court appoint&thristopher Moya, FID’s Actindirector, as Receiver for the
receivership estate of Desert Stade 5.

On November 27, 2017, a Criminal Informativas filed against Donisthorpe in federal
court alleging that from 2006 through 2016 Damispe, the sole owner and operator of Desert
State, knowingly and unlawfully schemed ttefraud clients by taking and converting
approximately $4.8 million of client funds from Bet State client trisaccounts to himself for
his own useld. 1Y 13-14. The same day, on NovemPér 2017, Donisthorpe entered a Plea
Agreement and pled guilty to wire fraud and money laundefithgff 15-19. In the plea
agreement, Donisthorpe admitted that frd@09 through 2016 he knowingly and intentionally
obtained money and property by means of netg false and fraudulent pretenses and
representations by transferring didunds from individual clienhccounts ultimately to accounts
for his own useSee id.

Numerous lawsuits followed byrimer Desert State clientSee id{{ 20, 46. Among them,
Cameron Graham, as the trusteeAndrew Graham, (“Graham”jd. { 7, filed a class action suit
(the “Graham Class Action Litigation”) on behalflumself and others similarly situated against
Desert State, Donisthope, and Bennktt.q 20(g). The other lawgs were consolidated and
dismissed without prejudice on July 24-25, 2018, to permit tleepursue their claims through
the Graham Class Action Litigatiold. I 20(h).

B. Insurance and the federal lawsuit

On April 16, 2012, CEO Donisthorpe signed agwsal to obtain a policy of insurance
from Plaintiff The Cincinnati Insurance Company (“Plaintiff” or “Cincinnati”) for Desert State.
SeeCompl. Ex. 3, ECF No. 1-3 at 55-58. Dohistpe sought renewals of insurance from

Cincinnati in Aprl 2013 and April 2016See id.at 49-54. Cincinnatissued a Non-Profit



Organization Blue Chip Policy Number BCN-000759difsurance (“tk Policy”) to Desert State
with a policy period from April 17, 2016 to Aip17, 2019. Compl. 11 1, 21, ECF No. 1; Compl.
Ex. 3, ECF No. 1-3 at 4 of 58. The continuity diégéed in the Policys April 17, 2012. Compl.
Ex. 3, ECF No. 1-3 at 4 of 58.

On March 28, 2017, Helen Bennett notified Cimmzti by email of wrongful acts under the
Policy, specifically about allegations that Dsthiorpe had been stealing money from client
accounts for his own personal uSeeCompl. § 44. On April 17, 2018, Cincinnati cancelled the
Policy. Compl. § 21; Compl. Ex. 4, ECF No. 1-4nBett and Desert State sought coverage from
Cincinnati for coverage and defense. Compl7 filonisthorpe did not seek coverage for any of
the lawsuits and Cincinnati has not defended Donisth@ee.id.ff 50, 56. On September 5,
2018, Cincinnati notified the FIBnd Moya that it was denyingwerage to Desert State and
Donisthorpe for the Graham Cla&stion Litigation, as well as téor the other lawsuits that had
been dismissedd. 1 54. The letter also advised thah€@nnati would defend Desert State for the
Graham Class Action Litigation under a reservatibnghts to the withdrawal of the defense upon
a judicial determination that it has no ylad defend or indemnify Desert Stale. § 55.

On October 22, 2018, Plaintiff filed a declaratory judgment action before this Court under
the Court’s diversity jurisdictioseeking a determination that tRelicy does not cover any loss
and defense costs incurred bgsert State ahDonisthorpeld. 11 2,8. Plaintiff named Desert
State, Moya, Donisthorpe, andaBam. Compl. 11 4-7. At the tim®@ncinnati filedits declaratory
judgment action, only Graham was the namedlypa the Graham Class Action LitigatioSee
Graham Class Action Compl., ECF No. 19-1. Thepkint, however, stated that Graham “will

fairly and adequately protect the interests of the Class that he seeks to replicksSgb7”



Cincinnati asserts that Dorfistrpe and Desert State, when answering questions in the
application form for the policies, answered rtagdy to questions ithe proposals whether the
organization or anyone proposed for insurance aveere of any fact, circumstance, or situation
that could result in a claim being filed against thganization or was award any act, error, or
omission giving a reason to suppose midfdrd valid grounds for a future clairdeeCompl. |
25. Cincinnati claims that Donisthorpe and Desstate also did not disclose any fact,
circumstance or situation inggonse to question 4 of the Prikamowledge/Warranty Declarations
and warranted as true that there was no facyrmistance or situation indicating the probability of
a claim or actionld. Based on the admissions in Donisthorpe’s plea agreement, Cincinnati
contends that he knew at the time he signechpipdication that he had committed acts of wire
fraud and money laundering and had made othéenally false and fraudulent representations,
so his representations in the applicationsrewéalse and the proposal contained material
nondisclosuresSee id.ff 26-27. Cincinnati states that itied on the material false statements,
representations, omissions, and warranties, andttiatuld not have issued the Policy had the
correct information been disclose®ke id ] 27-31.

Following the filing of the federal complairthe plaintiffs in the Graham Class Action
Litigation filed an amended complairbeePl.’s Mot., Ex. A, ECF No. 11-1. The Amended
Complaint added four new plaifitclass representatives andded Kerr, among other defendants.
Compare id.at 1-4,with Class Action Compl., ECF No. 19-1 at 1-2. The current claims in the
Graham Class Action Litigation as relevant to plaeties in this case are for negligence and gross
negligence against Desert State, Donisthorpd, Bennett (Claim 1), leach of fiduciary duty
against Desert State, Donisther and Bennett (Claim 2), coms®n against Desert State and

Donisthorpe (Claim 3), violations of the New ¥Meo Uniform Trust Code against Desert State,



Donisthorpe, and Bennett (Claim 4), violationstted New Mexico Unfair Practices Act against
Desert State, Donisthorpe, and another, (Cl&)nviolations of the New Mexico Uniform
Voidable Transactions Act agatnBesert State, Donisthorpe, iKeand others (Claim 6), and
unjust enrichment against Kerr (Claim 18geAm. Compl. 22-32, ECF No. 11-1. Cincinnati is
not a party to the Graha@lass Action LitigationSee idat 2-4. The state court lawsuit does not
allege Bennett knew of Donisthorpals/ersion of funds or that shintentionally peticipated in
the diversion, but rather that she exercised littlao oversight of the actions of Donisthorpe or
Desert State and failed in her dutsessthe director of Desert Stagee idat 15-17.

Subsequently, Defendant Graham (“Defentlant‘Graham”) fileda motion to dismiss
the declaratory judgment action (ECF No. 11)fdbedant offers multiple reasons for why the
Court should dismiss this case. Defendant argwe€durt should decline exercise its discretion
to consider this case because it would not settléstue of Cincinnati’s insurance obligations and
is better left for the stateoart. He contends that a judgniemould not bind approximately 77
former clients who have not been named inféndkeral action, nor would it bind Bennett and Kerr.
Graham also contends that, should the Coestch the merits, the Court should dismiss the
complaint on numerous grounds. First, Defendasgerts Plaintiff haso right to avoid its
obligations under the policy becauséailed to promptly return th premiums Desert State paid.
Defendant additionally contends Cincinnati carenatid its coverage duties because of Bennett's
and Donisthorpe’s wrongs, and accordingly, it nprsvide coverage for Rert State’s vicarious
liability for those wrongs. Defendant argues ttie various contractual provisions upon which
Cincinnati relies do not cancig obligation to provid®esert State coverage.

C. The Policy terms



According to the Policy, in considerationtbe payment of premis and “in reliance on
all statements in the ‘proposalhd all other information providedCincinnati agreetb “pay on
behalf of the ‘insureds’ all ‘lss’ which they shall be legally ipated to pay resulting from any
‘claim’ first made during the ‘policy period’ .for a ‘wrongful act.” Compl. Ex. 3, ECF No. 1-3
at 6 of 58. Cincinnati also agretaalthe duty to defend the immas against any such claird. As
relevant here, the Policy defined “insureds” the “organization;” “Directors, officers and
trustees;” and “Employees, volunteers and membétsat 8 of 58. The Policy further defined
“Directors, officers and trustee&¥ mean “[a]ll persons who were, now are, or shall become a duly
elected or appointed directoffioer or trustee of the ‘orgaration’...” and the “lawful spouse ...
of a director, officer or trustebut only to the extent such person is a party to any ‘claim’ solely
in such person’s capacity as@osase ... of a director, officer ¢tnustee ... and only if the ‘claim’
seeks damages recoverable from ... property trandfénom the director, officer or trustee to the
spouse....'ld. The named insured is Desert Stadeat 3 of 58.

Cincinnati relies on the following Policy provisis when seeking a declaration that it has
no duty to defend or indemnify the lawsuits and demands and that the Policy does not provide
coverage for and Cincinnati has no duty to ddfer indemnify any of the “claims” emanating
from the facts, circumstances, and situations admitted by Donisthorpe in his plea ofSgpalty.
Compl. 1 59-87.

1. Warranty Declaration 4 Exclusion (Count I)

Paragraph 4 of the April 16, 2012 proposal states:

No fact, circumstance or situation indic&t the probability of a claim or action

against which indemnification would b#a@ded by the proposkinsurance is now

known by any person(s) or entity(ies) propo$edthis insurance other than that

which is disclosed in thiBroposal. It is agreed by abncerned that if there be
knowledge of any such fact, circumstance, or situa@my, claim subsequently



emanating therefrom shall be exclddérom coverage under the proposed
insurance

Compl. Ex. 3, ECF No. 1-3 at §8mphasis added). In the Deeaons section, the Policy says:
“These Declarations together with the compléf@dposal’, all applicableCoverage Parts, the
General Provisions and any accompanying emshoesits shall constitute the contract.ld”at 5
of 58.
2. Part V. Section VII. (Count II)

Part V of the Policy contains thellimving section entitled “Proposal”:

The "proposal” is the basis of this poliapd is incorporated in and constitutes a

part of this policy. It is agreed that the statements in the "proposal” are material and

this policy is issued in reliance uptre truth of such representations.

In the event that the "proposal” contains any misrepresentatida with the intent

to deceive or which materially affectsetlacceptability of the risk or hazard

assumed by us, thero coverage shall be afforded for any "claim" based upon,
arising from or in consequeer of any such misrepresentatiaith respect to:

A. Any "directors, officers and trustees"”, "employees, volunteers and
members" or "individual insuredho knew of such misrepresentation
or the underlying materidicts or circumstances vah gave rise to the
misrepresentation; or

B. Any "organization" ... or “company”, if any ... chief executive officer
... or signer of the Application Forof the "proposal” ... knew of such
misrepresentation or the underlyimgaterial facts or circumstances
which gave rise to the misrepresentation.

We shall not be entitled under any circuamstes to void or rescind this policy with
respect to any "insured".

Compl. Ex. 3, ECF No. 1-3 at 25-26 of 58 (@msis added). The Poglialso provides that
Cincinnati has no duty to defend against any “claim” to which the insurance does notdatly.
25 of 58.

3. Prior Knowledge Exclusion (Count Ill) and Dishonesty and Personal
Profiting Exclusions (Count V)



Part V, Section I, of thPolicy lists the “Exclusions.Id. at 22 of 58. Of relevance to this
case are Exclusions C and D (Count 1V) &xdlusion E (Count I) of the Policy:

We are not liable to payndemnify or defend any “claim”:

C. Based upon, arising out of, or in campgence of any of the “policy insureds” or
any person for whose actions the ‘ipgl insureds” are legally responsible
committing any deliberately fraudulent, dishonest, criminal or malicious act or
omission or willful violation of any state, law ..., if a final and non-appealable
judgment or adjudication adverse to the fppinsureds” establiges a deliberately
fraudulent, dishonest, criminal or malicioast or omission owillful violation of

any statute, law ....; or

D. Based upon, arising out of, or in coggence of any of the “policy insureds” or
any person for whose actions the “pglinsureds” are Igally responsible:

1. Gaining any profit or advantage to wwh they were not legally entitled,;
or

2. For the return by any of the “poliégsureds” of any remuneration paid
to such “policy insureds” if the ganent of such remuneration shall be
held by the court to haveebn in violation of law;

if a final and non-appealable judgment adjudication adverse to the “policy
insureds” establishes the “policy insuredsained profit or advaage they were not
legally entitled and/or thgolicy insureds” are requirel return any remuneration
held by the court to be molation of law ...; or

E. Based upon, arising out of, or in cegaence of, or in any way involving any
"wrongful act" committed, attempted or ajexly committed or attempted prior to
the "policy period" of the@plicable Coverage Part if:

1. Prior to the earlier of the following dates:
any of the "named insured's" Executive Director, ... Chief Executive

Officer ... knew or shoultiave reasonably foresetirat such "wrongful
act" might be the basis of a "claim”; ....

* % %

With respect to determining the applicability of the above Exclusions, no "wrongful
act” or knowledge possessed by any onth@f'policy insuredsshall be imputed
to any other "policy insuredso determine if coverage is available, except for facts

10



pertaining to and knowledge possessed by any past, present or future ... Chief

Executive Officer of the "organization" shall be imputed to the "organization”

... to determine if coverage is available
Id. at 22-24 of 58 (emphasis added).

[I. LEGAL ANALYSIS
A. Whether the Court should exercisets discretion to consider case

The Declaratory Judgment Act gave federal courts the authorityke andeclaration of
rights. 28 U.S.C. 8§ 2201 (&tating a federal courtrfaydeclare the rights arather legal relations
of any interested party seekisgch declaration”) (emphasis added). The Act, however, did not
require the federal courts to do State Farm Fire & Casualty Co. v. MhgaBil F.3d 979, 982
(10th Cir. 1994). A trial judge should weigh the following factors when deciding whether to
consider a declaratory judgmeattion: (1) whether the deckory action would settle the
controversy; (2) whether it woukkrve a useful purpose in clariig the legal relations at issue;
(3) whether the remedy is being used merely feptilrpose of “procedural fencing” or “to provide
an arena for a race tes judicatd; (4) whether the declaratory action will increase friction
between federal and state courts and impropeftinge on state jurigdtion; and (5) whether
there is an alternative remedy that is better or more effeddivat 983 (quotindhlistate Ins. Co.

v. Green 825 F.2d 1061, 1063 (6th Cir. 1987)).

1. Whether the declaratory action will settle the controversy and serve
a useful purpose (Factors 1 and 2)

Defendant argues that this action will notleethe controversy because Cincinnati has not
joined all necessary parties tastlaction. Defendant asserts that all members of the putative class
of all former Desert State clients are proper paitiehis type of declatory action. He contends
that because the class action has not beenieéytihe issue of covega would have to be

relitigated, wasting resources and cnegtihe risk of conflicting judgments.

11



“It is the duty of the court to first ascemiaivhether the questions in controversy between
the parties to the federal suit canteebe settled in the proceedimgending in the state court, i.e.,
whether there is such a plain, adequate aeg@dpremedy afforded in the pending state court
action, that a declaratory judgmexttion will serve no useful purposé:fanklin Life Ins. Co. v.
Johnson 157 F.2d 653, 656 (10th Cir. 1946). When malkhig inquiry, a court should consider
the scope of the pending state court proceeding arktfiense, whether the claims of all interested
parties can be satisfactorily adjudicated tharej whether necessary pest have been joined.
Brillhart v. Excess Ins. Co. of Americal6 U.S. 491, 495 (1942).

“In declaratory actions brought to determine@@ge under insuraa policies issued to
protect the insured against liability to third persahsd persons assertingauliability have been
held to be proper parties odeclaratory judgment proceedimdthough their claims against the
insurer are contingent upon recoveryagiidgment against the insure@ranklin Life, 157 F.2d
at 658.See also Employers Mut. Cas. @oWitham Sales & Service, In&lo. 2:08 cv 233, 2009
WL 4281457, at *5 (N.D. Ind. Nov. 23, 2009) (“[A] majority of courts have held that the injured
party is a necessary party to a declaratogdgment action brought by the insurer against the
insured when the insurer's motion seeks ttedrine policy coverage, not merely a duty to
defend.”) (and cited cases). “Ordinarily, in aotion for a declaratorjudgment, all persons
interested in the declaration are necessary parfigariklin Life, 157 F.2d at 658 (quotations
omitted). The issue of the duty to defend, however, is different: the injured party suing the insured
is not a necessary party to a declaratory judgment a@ee\Winklevoss Consultants, Inc. v.
Federal Ins. Cq.174 F.R.D. 416, 417-19 (N.D. Ill. 199{®olding, although Seventh Circuit had

not addressed issue, that federatritt courts in cirait had uniformly heldhat injured party is

12



not indispensable party to declaratory action thatired brings to determine insurer’s duty to
defend).

Cincinnati asserts that at the time it fildds case, Graham wabke only third person
asserting a liability claim becae the other lawsuits had bedismissed without prejudice.
Cincinnati argues that dismissal is not the appatg remedy for failing to name parties added to
the state court litigatioafter Cincinnati filed its declaratpraction. Instead, Cincinnati asks the
Court to grant it leave to amé the newly named plaintiffs/classpresentatives as defendants in
this case. Cincinnati contendsaBam cited no authority that adfral court shouldot or cannot
consider a declaratory action until ttlass certification issue is decided.

The Court concludes that amendment to aédnwly added classpresentatives is the
appropriate remedy here. At the time this casefikas Cincinnati had joined all injured parties.
Adding the new class representasiaddresses the concerns of ¢barts in requiring joinder of
injured parties in declaratory actionsoncerning policy coverage, because the class
representatives, if the class aertified, can fairly and adequéteprotect the ijured parties’
interests and give input to the Court before it piodéig eliminates a souraef funds to compensate
the injured persons’ interesiSf. Witham Sales2009 WL 421457 at *6 (explaining these two
rationales behind rule).

As for Defendant’s argumentahthe class is not yet cerdifl, the Court is not convinced
that the failure to certify the class warrants dismissal of the action whemitbenfactors weigh
in favor of the Court exercising ijarisdiction. If the class is céfied, then potetially only the
class representatives need be named hereiheastate court will have found that they could
adequately represent the class. Alternatively, lshihe class not be cefigd, then the individual

state plaintiffs could be added tlas case. The Court is not pegpd on the limited authority in

13



the record to determine whether all potential class members must be named in this suit. While this
uncertainty in class certificatiornastis does not require dismissattod case, it may warrant a stay

of the coverage issues until the certification isswtecided by the state court. The Court will not
decide the stay issue now, acduld benefit from targted briefing on the issue with on-point
authority. Moreover, Cincinnati geiests as alternative relief leato amend to add each of the
class members. Given that theutt is not dismissing thcase and is deferring ruling on whether

all members are necessary parties, the Courtnetlldecide the alternative relief requested by
Plaintiff herein.

Turning to the necessity of Bennett to thise;aSincinnati argues #h it has agreed to
defend Bennett under a reservation of rightghsoe is no current dispute requiring her addition
as a party. Defendant asserts that Bennettngeaessary party because Desert State may be
vicariously liable under # doctrine of respondeat superifmr the claims against Bennett.
Defendant also contends that #hés a risk of inconsistent judgents. The Court is not convinced
that Bennett is a necessary pamyer Rule 19 and that complegief among the existing parties
cannot be granted in her absence. Should Cintideay coverage in the tiure to Bennett, then
at that stage Bennett could bddad. The remedy for non-joinder aiecessary party is joinder,
not dismissal. At this stage, however, coveragg defense issues as to Bennett appear unripe for
adjudication.

Defendant also asserts thatrKes a necessary party toighaction. Cincinnati initially
responded that it was in the process of determioavgrage as to Kerr, who was not an original
defendant in the Graham Class Action Litigation. In a sur-reply, Cincinnati stated that it has since

agreed to defend Kerr unda reservation of right€Coverage issues asKerr also appear unripe
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at this stage. Once again, joinder, rather tthiamissal, would be the ppopriate course should
any coverage or duty wefend issues ripen.

For all the foregoing @sons, the Court findhat the first twaMhoon factors weigh in
favor of considering this actiofthe declaratory action will settissues betweethe parties and
serve a useful purpose in clarifigi defense and coverage issudasvben them. To the extent that
there are or there will become nssary parties to this action, they can be joined to the action to
help settle similar issues. The issue here willberesolved in the pending state court litigation.
See Mid-Continent Cas. Co. v. Village at Deer Creek Homeowners Ass’688d-.3d 977, 982
n.3 (10th Cir. 2012) (“Especially relevant mayvaeether the state cowattion would necessarily
resolve the issues in thedaratory judgment action.”).

2. Whether a declaratory remedy is beng used for procedural fencing
(Factor 3)

This case was initiated after the Graham Chag®on Litigation began irstate court. There
iS no pending state court caseaolving coverage or cost-of-flse issues. There has been no
evidence presented suggesting that this case wdddilavoid an adverse ruling in state court or
that there was a race to the courthouse stepsfadie weighs in favor oéxercising the Court’s
discretion under § 2201(a}f. St. Paul Fire & Marine Ins. Co. v. Runyd&8 F.3d 1167, 1169-70

(10th Cir. 2018) (finding procedural fencing factor weighed regjasourt exercising declaratory

judgment jurisdiction when insurer filed federal case one day before it knew insured was filing

state court action against insurer for breacharftract and issue in both cases was identical —
whether policy protects insurébm co-workers’ lawsuit).
3. Whether declaratory action would increase friction between state

and federal courts and whether tlere is an alternative, better
remedy (Factors 4 and 5)
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As mentionedupra the underlying state litagion does not involve éhcoverage and duty-
to-defend issues as in this case. Graham nelesth cites New Mexico law that generally “a
determination of whether an exclusion relievesraarer from a duty to defend must be made in
the primary lawsuit, and not in action for declaratory judgmetecause it is a factual question.”
Lopez v. New Mexico Plib Schools Ins. Authority1994-NMSC-017, 11, 870 P.2d 745.
Defendant thus argues that factual determinataEn® exclusion of coverage must be made by
the state court.

In Lopez parents brought a federal lawsuit agathst school district arising out of an
incident of sexual molestation of their child, ahdy asserted numerous torts including negligent
hiring and violation of her rights @ free and appropriate public educatich 1 1-2. The school
district had an insurance policpvering losses from personal ingsj but with an exclusion that
sexual misconduct does not congt a personal injunySee id I 4. The school dirict sought a
declaratory judgment in stateurt that its insurer had atgiuo defend and indemnify itd. § 1.
The New Mexico Supreme Court explained thavart; when determining whether an insurer has
a duty to defend, compares the factual allegatiotise complaint with the insurance polidg.

8. When the complaint is ambiguous and ther fiactual question conaeng the scope of the
allegations the plaintiff is asserting agains ttefendant, the court in the primary case should
determine the factual questioSee id.fJ 12. TheLopezcourt found the parents’ allegations
ambiguous as to whether they were intendingrtove that the school failed to enforce the
individual education plan or disminated against them in a mamnmrelated to the molestation,
so it held it “was for the federal district cotmtdetermine whether the claims for discrimination
and civil rights violations arose from timeolestation upon proper discovery and motion by the

Insurance Authority.d.
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This case, unlikéopez does not involve a factual questitrat the state court is likely to
decide that will create tension between the toufhe factual issues related to the Policy
provisions upon which Cincinnati resién this case to &blish no coverage and no duty to defend
arise from the fraudulent actionsDonisthorpe. It is undisputeédat Donisthorpe entered a guilty
plea in his criminal case and made certainu@cadmissions therein. Here, the Court must
construe the Policy language regarding the effect of his fra@irminnati’s contractual duties —
issues that are not before the state court. €prently, this Court’s deésion would not bind the
state court or encroach on the state court’s ghdilevelop the facts in the primary case. Graham
has not demonstrated that a decision by tlmgrCon any factual issueugld create a collateral
estoppel effect on a factual issirethe state case. The fourth factor weighs in favor of not
dismissing this case under 8§ 22@f. Brillhart, 316 U.S. at 495 (“Ordinarily it would be
uneconomical as well as vexatious for a fedeoairicto proceed in a declaratory judgment suit
where another suit is pending in a state cprgsenting the same issuest governed by federal
law, between the same parti§gemphasis added).

As for the finalMhoonfactor, the New Mexico Declaraipdudgment Act, N.M. Stat. Ann.
88 44-6-1et seq.gives an insurer a state forum to detme and declare duties and rights. This
case involves questions of statevlaso the state court would biee better forum to adjudicate
those questions. Nevertheless, ¢éhisrcurrently no state casevilmich a declaratory judgment is
sought. Cincinnati is not a party to the Graharas€lAction Litigation. At present, there is no
other forum in which the issues Cincinnati see&solution will be daded. Accordingly, this
factor does not tilt the balaa in favor of dismissal.

TheMhoonfactors weigh in favor of this Court escising its jurisdiction to consider this

declaratory judgment action. &lCourt will not dismiss thisase under its § 2201 discretion.
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B. Whether the Court should dismis the case under Rule 12(b)(6)

Graham next argues that,esvif the Court egrcises its jurisditon, the Court should

dismiss the case on the following grounds.
1. Effect of failure to promptly return the premiums

Defendant asserts that Cincinnati failed to metor offer to return the premiums Desert
State paid for coverage promptly upon discowdriponisthorpe’s misrapsentations. Defendant
argues under New Mexico law that failure to retpreamiums promptly estops an insurer from
rescinding the contract. Plaintiffgeonds that this rescission lasvnot applicable here because
Cincinnati is not seeking to read the contract; rather, it is asserting that certain Policy exclusions
bar coverage and defense.

As an initial matter, Defendant cites toetiCancellation Letter, Exhibit 4 attached to
Cincinnati’'s complaint, to establish the fact tancinnati did not return any premiums or make
a tender-back offer. The letter, however, is silEnto premiums and merely advises Desert State
that Cincinnati is canceling the Policy eftige April 17, 2018. ComplEx. 4, ECF No. 1-4. The
fact upon which Defendant relies -etfailure to pay premiums — @t set forth in the complaint
or the exhibits attached to the complaint and isarfatt subject to judicialotice. To consider the
fact, the Court would have tonvert the motion to one for summary judgment, which it has
declined to do. The Court wilhtus not dismiss the complaint orethrounds of failure to promptly
return premiums.

Moreover, even if the Court were to consider this fact, the Court agrees with Cincinnati
that the case law relied upon by Defendant is sipdoithe remedy of rescission of a contr&ete
Putney v. Schmidt1l911-NMSC-043, { 10, 120 P. 720 (“It is not disputed that where a party

receives something of value umdecontract, if he seeks tescindthe same upon the ground of
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fraud, he must immediately, upon discovering the freestore, or offer to restore, all that he has
received under the contract, as a condition preceddis$ right to rescindhe same.”) (emphasis
added). Defendant failed taugport his argument that the diféeice between rescission and
cancellation is “semantic” with any authgritThe case law found bthe Court suggests the
difference has meanin§ee First State Ins.dCv. Callan Assoc., Inc113 F.3d 161, 163 (9th Cir.

1997) (“An action to rescind an ingunce contract is distinct froem action mereljo interpret an
insurance contract.”rudential Ins. Coof America v. Anayal967-NMSC-132, { 33, 428 P.2d

640 (“A suit for rescission asks for the restoratidrthe status quo ante.”). Cincinnati is seeking

to avoid coverage and defense obligations based on the terms of the Policy, not through the
equitable remedy of rescission.

2. Whether there is coverage for Desert State’s vicarious liability for
Bennett's and Donisthorpe’s liability

Graham asserts that Cincinnati, despite Bitwairpe’s misrepresentations, must indemnify
losses for which Bennett is liable under both the Policy terms and the innocent co-insured doctrine.
Graham contends that Desert State is vicaryolisble as a corporate principle for Bennett's
wrongs, so the Policy does not allow Cincinrtatiavoid coverage for Bert State’s vicarious
liability for Bennett's wrongs. As mentioned prewusly, Cincinnati iscurrently providing a
defense for Bennett. Cincinnati contends, howdhat,the Policy terms allow it to deny coverage
for Desert State, because its CE@w of and made the materraisrepresentations, and that the
Policy bars coverage for anyleded vicarious liability asell as direct liability.

The Policy contains limitationsn Cincinnati’s ability tampute Donisthorpe’s fraud to
other insureds who are innocent of the misreprasens of a co-insuredhut the Policy imputes
the knowledge of a CEO to the organizatiSaee.g, Compl. Ex. 3 at 24 of 58 (“With respect to

determining the applicability of the abovedhixsions, no ‘wrongful act’ or knowledge possessed
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by any one of the ‘policy insureds’ shall be imglte any other ‘policy insureds’ to determine if
coverage is availablexcepftfor facts pertaining to and knovdge possessed by any past, present
or future ... Chief Executive Officer of the ‘organization’ ... shall be imputed to the ‘organization’
... to determine if coverage @vailable.”) (italics added)d. at 25-26 of 58 (explaining that there
will be no coverage for directors and officers vkmew of misrepresentation in proposal and for
organization, if CEO knewf misrepresentation, but that imeu“shall not be entitled under any

circumstances to void or rescind this policjtharespect to any ‘inged.”). Construing the
complaint in the light most favorable to PlaffjtDonisthorpe made maial misrepresentations
and was the CEO of Desert State at the time he signed the proposals.

In addition, Graham relies on the innoteto-insured doctrine. New Mexico has
recognized this doctrine in the arson context @ase in which a husband intenally sé fire to
the community home, and the innocent spouse saogktage under a firesarance policy issued
to the communitySee Delph v. Potomac Inc. C&@980-NMSC-140, 11 3-6, 620 P.2d 1282. The
insurer sought to vitiate thaolicy on the grounds of fraudd. { 4. The New Mexico Supreme
Court held that the husband’s fraud could not beuited to his wife and #t his actions only void
his interest in the insurance polidg. T 14.

Defendant contends that NeMexico would extend the docate to this case, citing in
supportEvanston Ins. Co., v. Agape Sr. Primary Care,,I686 F. App’x 871 (¢h Cir. Jan. 15,
2016). The Fourth Circuit, consing South Carolina law, extded the innocent co-insured
doctrine to a case outside the arson contdxiat 874-75. In that case, a company that employs
doctors and nurse practitionersnarsing homes applied for an insurance policy for itself and its

employeesSee idat 872-73. The individual doctors suitted separate renewal applicatiolts.

at 873. Unbeknownst to the company, one of its employed doctors was a fraud who was not
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actually a doctor, yet practiced medicine fog tompany, and following numerous lawsuits, the
insurer sought a declaratory judgment statingith@dd no duty to defend the company or any of

the employees because of the frabde idat 872-74. The Fourth Cirdutoncluded that “South
Carolina law and principles of equity demand finatidulent misrepresenians on an application

for medical malpractice insurance by a personmpas a doctor should naitiate the insurance

policy as to his or her innoceamployer and fellow employeedd. at 878. The Fourth Circuit
explained, however, that insurers can include express policy language supporting their position to
rescind for the intentional misrepresentation of any applicant, but that the insurer in this case had
failed to include provisions limiting coveragethre face of fraud by one discrete applicéahtat

876.

Unlike theEvanstorcase, the Policy at issue heomtains express, unambiguous language
imputing the knowledge of an Executive Director,@;Br CFO to the organization, Desert State.
Seege.g, Compl., Ex. 3 at 24 of 58. Even if NeMexico courts would extend the innocent co-
insured doctrine to other amseaof insurance, the Court is not convinced that under the
circumstances here, New Mexico would disregtre express language of the insurance policy
that imputes liability to the company wheligh-ranking officer in the company has knowledge
of a material misrepresentai or fraud that could resuit a claim against the compar@f. In re
HealthSouth Corp.308 F.Supp.2d 1253, 1288-89 (N.D. Ala. 200édncluding that, even if
adverse interest rule — that knowledge of emgdogcting adverse to coamny’s interest should
not be imputed to company — was law in Alabamule does not protect company when company
contracted to be bound by statements and kedye of any insured in its policy).

This Court need not decide now whethee thnocent co-insuredoctrine applies to

Bennett, because Cincinnati is @ntly providing her a defense andht denied coverage as to
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her. Graham argues, however, that Desert State may be vicariouslydidbénnett's wrongs, as
well as for Donisthorpe’s wrongs, and Cincinnats In@ right to avoid such coverage. Defendant
relies on cases that have applied the principé timtentional misconduct of an agent or other
additional insured does not preclucteverage for a nonculpable insdrtbat is vicariously liable
for the wrong.”SL Indus., Inc. v. American Motorists Ins. Cb28 N.J. 188, 213 (N.J. 1973)
(quoting John E. Peer & Ronald E. Mallemsurance Coverage of Employment Discrimination
and Wrongful Termination Actions,” 32efense Counsel 464, 476 (1987)).

The cases cited by Defendant, however, didimailve the situatiorhere in which plain
Policy language imputethe knowledge of a CEO to Desert St&ié, e.g., Dart Indus., Inc. v.
Liberty Mut. Ins. Cq.484 F.2d 1295, 1296 (9th rCil973) (noting thaho question of policy
coverage at issue; only issue was scope of Cald@tatute making insurer not liable where loss
was caused by willful act ahsured). Certainly, corporationsygan interest in buying insurance
to indemnify them against damages for willful acts of their agents or employees for which
vicarious liability may be impose&ee Dart484 F.2d at 1297 (explaining policy argument). But
as alleged in this case, Desgtate agreed to Policy termspating facts and knowledge possessed
by its CEO, among others, to the organizatiofeDgant’s argument is not persuasive given the
express language of theliey exclusions and theatk of authority that courts will adhere to the
doctrine in the face of contrary policy langeagrhe Court therefore will not dismiss this
declaratory judgment action.

C. Whether the Court should stay the proceedings

Alternatively, Graham requests the Court gy proceedings until the liability of

Cincinnati's insureds have been fully determined in the Graham Class Action Litigation. The Court

finds no need for that length of a stay for the reasons giveraregarding théhoonfactors. As
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the Court mentioned earlier in the opinion, howeaanore limited stay until the class certification
issue is decided may be appropriate, but the tGailirnot consider that issue until there is a
specific request for that reliahd further briefing on the issue.

IT IS THEREFORE ORDERED that Defendant Cameron Graham'’s Motion to Dismiss
Plaintiff's Complaint fo Declaratory JudgmenECF No. 11) isDENIED. The CourtGRANTS
Plaintiff leave to amend its Complaint to add the newly named plaintiffs/class representatives in
the Graham Class Action Litigation as defendahit® amended complaint should be filed no later

than 21 days from the date ofstMemorandum Opinion and Order.

R Sl G| S

SENIORUNITED STATES DISTRICT JUDGE
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