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percent of a given value, unless explicitly indicated otherwise or indicated otherwise by the context in which
they are used.

While the disclosure has been described with reference to one or more different exemplary embodiments, it
will be understood by those skilled in the art that various changes may be made and equivalents may be
substituted for elements thereof without departing from the scope of the disclosure. In addition, many
modifications may be made to adapt to a particular situation without departing from the essential scope or
teachings thereof. Therefore, it is intended that the disclosure not be limited to the particular embodiment
disclosed as the best mode contemplated for carrying out this invention.
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COURT OF THE STATE OF NEW YORK
COUNTY OF NEW YORK: TRIAL TERM PART 60

BREAKAWAY COURIER CORPORATION, d/b/a
BREAKAWAY COURIER SYSTEMS,

PLAINTIFF,

- against -

BERKSHIRE HATHAWAY, INC., CALIFORNIA

INSURANCE COMPANY, COMMERCIAL GENERAL

INDEMNITY INC., APPLIED UNDERWRITERS, INC.,

A NEBRASKA CORPORATION, APPLIED RISK SERVICES
INC., A NEBRASKA CORPORATION, APPLIED RISK
SERVICES OF NEW YORK, INC., A NEW YORK CORPORATION,
ARS INSURANCE AGENCY, INC., NORTH AMERICAN
CASUALTY COMPANY, A NEBRASKA CORPORATION,
CONTINENTAL INDEMNITY COMPANY, AN IOWA CORPORATION
and APPLIED UNDERWRITERS CAPTIVE RISK ASSURANCE
Company, INC., an IOWA CORPORATION,

DEFENDANTS.

INDEX NO: 654806/16 60 Centre Street
New York, New York 10007

November 1, 2016
BEFORE: HONORABLE MARCY FRIEDMAN, Justice

APPEARANCES:

DUNNINGTON BARTHOLOW & MILLER, LLP
Attorneys for Plaintiff
250 Park Avenue
New York, New York 10177
BYs RAYMOND J. DOWD, ESQ.
SAMUEL A. BLAUSTEIN, ESQ.
BRIAN MANGAN, ESQ.

(Appearances continued on next page.)
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CLYDE & CO, LLP

Attorneys for Berkshire Hathaway
405 Lexington Avenue

New York, New York 10174

BY: MICHAEL A. KNOERZER, ESQ.

DLA PIPER, LLP

Attorneys for Applied Defendants

1251 Avenue of the Americas

New York, New York 10020

BY: SHAND S. STEPHENS, ESQ.
ANTHONY P. COLES, ESQ.

WILSON ELSER

Attorneys for all Defendants except Berkshire
1133 Westchester Avenue

White Plains, New York 10604

BY: CLAIRE M. HANKIN, ESOQ.

NINA KOSS, C.S.R., C.M.
OFFICIAL COURT REPORTER
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THE COURT: Good morning. May I have counsel's
appearances please.

MR. DOWD: Good morning. My name is Raymond J.
Dowd, with the firm of Dunnington Bartholow & Miller.

With me today is Samuel Blaustein and Brian Mangan
for Plaintiff, Breakaway Courier.

Also today, in the courtroom, is Mr. Robert Kotch,
who is the President of the Plaintiff.

MR. STEPHENS: Shand Stephens. Good morning. My
partner, Anthony Coles. We are from DLA Piper.

MS. HANKIN: Claire Hankin, from Wilson Elser.

MR. KNOERZER: My name is Michael Knoerzer from
Clyde & Company. I represent Berkshire Hathaway, Inc.

THE COURT: Thank you.

I have several motions, including a motion for a
bond, so-called motion to strike, and a motion to dismiss.

I am not going to hear the motion to dismiss today
because I understand that another motion to dismiss is in
the process of being briefed by Berkshire Hathaway and, in
addition, I believe that there are threshold issues here
concerning the bond, and possibly also the issue of whether
an arbitration should be stayed.

So, let's hear first on the bond, but I do want to
tell you that these papers are written in what I can only

describe as “"private language". The experts and the counsel
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have not taken care to try to explain these concepts in
plain language, and I have some questions, which I will ask
along the way, but I am really concerned that I may actually
need supplemental papers here.

So, I ask you do the best you can to try to explain
these insurance concepts and to elaborate on the claims that
the Reinsurance Participation Agreement is undermining the
coverage that was purchased by the Plaintiff and why.

Now, also before we get to that, I do want to make
a disclosure that a junior law clerk, who I hired a week
ago, Morgan Manley, was the President of the Fordham Art Law
Society, and she created an alumni board to which she
invited Mr. Dowd to join.

She has been his guest at a number of art forums
and dinners in connection with those forums. She has not
been working with me on this case, but I will hear briefly
from counsel whether there is any request, under these
circumstances, that I screen her off the case.

Mr. Dowd, do you want to be heard on this?

MR. DOWD: Your Honor, I think it would be
appropriate to screen her off the case.

THE COURT: Mr. Stephens?

MR. STEPHENS: I would agree.

MR. KNOERZER: I would as well.

THE COURT: I will do so.

NK
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Is there any further request for relief on the part
of any counsel based on this disclosure?
MR. KNOERZER: Not on behalf of Berkshire Hathaway.

MR. STEPHENS: No, your Honor, not on behalf of

Applied.

THE COURT: Mr. Dowd?

MR. DOWD: Thank you, your Honor.

THE COURT: So, let's hear about the bond and the
injunction.

MR. DOWD: Thank you, your Honor.

We acknowledge this islvery, very, very difficult
to follow. In light of that, we prepared a demonstrative
that we would like to ask to hand up, particularly because
we think it will aid in following all of the acronyms and
concededly this is very difficult language.

THE COQURT: Well, I see that this has been provided
to defense counsel.

Is there any objection?

MR. STEPHENS: I gquess, it's not an objecticn so
much as an observation, which is, this chart is essentially
an argument about what they are saying in the complaint.

It actually doesn't have an accurate representation of the
transaction we are looking at here today.

THE COURT: Well, I ordinarily don't take

demonstrative exhibits for.precisely this reason. They are

NK
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just about the only thing in this commercial practice that
results in the making of objections. So, we will proceed
through this without the demonstrative.

MR. DOWD: Your Honor, if I may, it would be solely
offered, not as evidence but --

THE COURT: Mr. Dowd, I have made my ruling on that
issue, and it is quite consistent with what I have done
repeatedly in other cases in this part.

MR. DOWD: Thank you, your Honor. I appreciate
that.

We believe the Court issue today is whether or not

New York Insurance Law 1213 requires this Court to impose a

‘bond requirement on each of the unlicensed entities that are

Defendants in this action.

To summarize, what we believe the opposition is, we
believe it resides in two different things. One is simply,
we are not doing the insurance business in New York,
therefore, we shouldn't have to put up a bond and the other
argument is, well, since Continental is licensed, the other
Defendants don't have to put up a bond.

I hope to persuade the Court that both of those
arguments don't work.

If we look at the language of 1213, New York
insurance 1213, it requires that "before any unauthorized

foreign or alien insurer files any pleading in any
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proceeding against it, it shall either deposit with the
Clerk of the Court, in which the proceeding is pending, cash
or securities or file with such Clerk, a bond with good and
sufficient sureties to be approved by the Court in an amount
to be fixed by the Court sufficient to secure payment of aﬁy
final judgement, which may be rendered in the proceeding.

Then, it goes on to say, but "the Court may, in its
discretion, make an order dispensing with such deposit or
bond, if the Superintendent certificates to it that such
insurer maintains within this state funds " -- "in the
state, funds or securities in trust or otherwise sufficient
and available to satisfy any final judgement which may be
entered in the proceeding."”

So, right now, we know that the Superintendent,
that is the Department of Financial Services, has not
certified to this Court that any of these entities have cash
or securities sufficient in this state to satisfy any final
judgement.

Therefore, we submit, the Court doesn't have
discretion —-

THE COURT: Excuse me. What evidence, in the

record, supports that contention?

MR. DOWD: Well, there is no certification from the
Department of Financial Services that any of these insurers

maintains, within the state, funds or securities in trust.
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THE COURT: 1Is this based on a review of a website
or some documentation that has been obtained from the
Department?

I am just asking, what the evidence is that you are
relying on for that proposition?

MR. DOWD: What the statute says, your Honor -- I
am trying to answer.

THE COURT: I just read the statute.

You are saying that these entities are not licensed
here.

Is it undisputed?

MR. DOWD: There are two entities that are
licensed. One is Continental, one is California. So, we
are, my discussion doesn't address those.

Your Honor's question relates to the language if
the Superintendent certificates to it. I read that as the
Department of Financial Services must certify to this Court,
that such insurer maintains within this state fund or
securities in trust. So, there is no certification in this
record, none of the Defendants have given.

THE COURT: Are you taking the position that it is
the burden of the Defendants to produce certification to the
Court?

MR. DOWD: Yes, your Honor.

THE COURT: Is there case law that supports that?

NK
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MR. DOWD: There is the plain reading of the
statute, and also, yes, there is. We have got Travelers'
insurance Company versus Underwriting Members of Lloyds.
That was Justice Shainswit. We cited it in the papers.

It's a one pager. .

Would your Honor like me to hand that up?

THE COURT: No, thank you.

MR. DOWD: The citation on that is 240 AD2d, 278,
and in that situation, the Appellate Division upheld Justice
Beatrice Shainswit's imposition of a bond in similar
circumstances.

But here, it's clear that the record is devoid of
any certification of any of the non licensed, unauthorized
Defendants in this case. So, we believe that a, the fair
reading, consistent with the case law that we have cited, is
since they haven't either obtained a license or gotten a
certification, that they are holding cash and assets in this
state, they must post bonds.

Moving to the second part of their argument, as we
understand it, they say well, A.M. Best has rated
Continental as worth 500 to 700 million. Therefore, the
other Defendants don't need to post a bond.

The fallacy in that is evident when we look at
Continental itself. Continental, in this scheme, was the

licensed insurance company that issued Workers Compensation
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policies. But, a closer look at Continental shows that
Continental never directly collected a dime of premium from
Breakaway. Breakaway was not in direct privity with
Continental.

If we read the pooling agreement that Continental
engaged in, Continental immediately cedes all of the
premiums and all of its liabilities to California which, in
turn, cedes them off. The net result of that is that
Continental is, by definition, by reading this pooling
agreement, an empty shell that relies, in turn, on other
entities down the road.

So, the securities and funds that this Court should
have in this state, pursuant to the bonding requirements,
are simply not there. Continental doesn't have them. So,
we have got to look to the other entities to find the money.

So, following the money trail leads us to where the
money might be. It's not in Continental and it's not in
California. It is perhaps, in AUI, Inc., which is an
unlicensed holding company.

THE COURT: What was that? I am sorry, I didn't

catch it.

MR. DOWD: AUI, Inc.

THE COURT: What does that stand for?

MR. DOWD: We believe that's the actual name of the
entity.

NK
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THE COURT: 1Is this a named Defendant?

MR. DOWD: That's, sorry, that's Applied
Underwriters, Inc.

THE COURT: Applied Underwriters Inc. is a named
Defendant?

MR. DOWD: Correct, your Honor. I am sorry. I
said AUI. I misspoke, it's Applied Underwriters, Inc.
That was abbreviation.

THE COURT: Let's just clarify something for a
moment .

(Pause in the proceedings).

THE COURT: Can you clarify, California Insurance
Company is licensed in New York, correct?

MR. DOWD: That is correct, your Honor.

THE COURT: And Continental Indemnity Company, is
that also licensed in New York?

MR. DOWD: That's correct, your Honor.

THE COURT: And is there one other Applied entity
that is licensed in New York?

MR. DOWD: ARS, New York. It's called Applied Risk
Services of New York, Inc.

THE COURT: That is licensed in New York?

MR. DOWD: It's a licensed insurance claim
adjustor. It's a licensed insurance claim adjustor.

THE COURT: Can you explain why you are suing all

NK
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of these other entities?

Can you just paint the picture for me, and tell me
what the allegations are as to the role of each of these
Defendants?

MR. DOWD: Yes, your Honor.

Breakaway is a bicycle messenger courier company.
Théy have about 300 employees. They operate mostly in New
York City and the boroughs.

They have employees who, they are required by
statute, to get Workers Compensation insurance for. The
statute is mandatory. 1It's highly regulated.

So, New York State says what you have to charge,
who can charge it, what the legal amounts are, and where the
money should be kept.

So, Continental has a license, but Continental is
not in privity and could not, could not during, from 2009
through 2014, issue Workers Comp policies to Breakaway, but
Continental is not in privity with Breakaway.

What happened was, Mr. Kotch was approached in New
York by brokers and representatives of Applied. 1It's
unclear who exactly approached him, because they seem to
switch hats and switch letterheads and switch names, but the
documents show variously Berkshire Hathaway, Inc., Berkshire
Hathaway Group, Applied Underwriters, Applied Underwriters,

Inc. There is all kinds of names all over these documents.
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So, we have the initial offering documents that
have certain corporate names and then, there is the actual
thing that he signed. He signs something called a "request
to bind coverage." Then, he signed a Reinsurance
Participation Agreement.

Now, the Reinsurance Participation Agreement put
him in privity with a company we refer to as AUCRA. That is
Applied Underwriters Captive Risk Assurance Company, which,
in the first instance, was a British Virgin Islands company.
We have since been informed that the BVI ceased to exist.

But, for the first several years of the
relationship, the only privity that Breakaway had, in terms
of contractual, who they had signed with, was with this BVI
entity.

At one point that changed, and the details are in
the complaint, and the relationship seemed to emerge that
this new Iowa company, which is a Defendant in this action,
Applied Underwriters Captive Risk Assurance Company, seemed
to have taken over, without asking Mr. Kotch, the role of
the initial BVI entity, and some of the papers we have show
that Mr. Kotch entered into agreement with the BVI after it
had ceased to exist by Iowa records. So, we have got a
missing BVI.

Now, what was promised to Mr. Kotch was a number of

things. One is that he was entering into a profit-sharing
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plan. First off and foremost, he understood he was getting
Workers Comp insurance, and he understood that he was
getting some sort of a discount on it. And, it was
represented to him that hey, if you manage your claims well
and you have fewer losses, you are going to get charged less
money.

Beyond that, he didn't understand much more than
mechanics, other than hey, I am getting a little bit of a
break, and this is being paid into a protected cell where
some day, I will get a lot of profits if I am able to keep
my losses really low. That sounded like a great deal.

Now, the way the money worked, and we are still
trying to figure out a lot of this, it appears, well, from
the agreement it says that ARS, Inc. or ARS New York,
Applied Risk Services, Inc. or Applied Risk Services New
York, is going to be the billing agent.

Well, from the documents we have seen, it doesn't
appear that the billing agent ever acted as a billing agent.
It seems like all of the money went into a corporation
called Applied Underwriters, Inc., which is not admitted and
not a licensed insurer in New York. It seems like the funds
that came out to pay for claims were all run through that
one entity. So, we think that that's where there may be

money.

THE COURT: Excuse me. There were documents that

NK
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were signed, correct?
MR. DOWD: Correct.
THE COURT: Was there a policy that was signed

between the Plaintiff Breakaway and California Insurance

Company?

MR. DOWD: No, your Honor.

THE COURT: Continental?

MR. DOWD: No.

THE COURT: There was no signed policy?

MR. DOWD: No, no. The policies were issued.

Nothing was signed.

THE COURT:

There was no privity.

Was there an application for a policy

made by Breakaway with a letterhead or something on it
indicating who would issue the poiicy?

MR. DOWD: Well, the request to bind coverage and
services, the RPA, do refer Continental, but not direct
privity.

I am focusing on that word "privity" because under
the New York Insurance Law it's very important, because it's
illegal to sell this type of reinsurance to this type of
entity in New York.

THE COURT: I just think we have to staft with the
basics -- who applied for what, from whom, and who issued

what documents or who executed what documents, and I am

deliberately referring to those documents in very general
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terms.

So, can we just get that? It doesn't have to be
this complicated.

MR. DOWD: Your Honor, he signed the request to
bind coverage.

THE COURT: Where is that? What exhibit is that?

MR. DOWD: Exhibit A to the verified complaint.

THE COURT: This name is Applied Underwriters?

MR. DOWD: Correct, with no real corporate name,
but with a Nebréska address.

THE COURT: What else do we have?

MR. DOWD: So, this doesn't say where, it just
later on, it says Applied Underwriters, Inc. in the body of
the language, that they are going to cause a Worker Comp
policy to issue. That's basically what that says.

There is also the arbitration clause. If you don't
sign up to this -- and there is a second page there.

Now, Exhibit B is the other document that Mr. Kotch
signed, and that's the Reinsurance Participation Agreement.

Now, in the first paragraph, that's Exhibit B of
the verified complaint, we see that Applied Underwriters
Captive Risk Assurance Company, Inc., a company organized
and existing under the laws of British Virgin Islands,
that's between Breakaway and the company we called AUCRA,

Applied Underwriters Captive Risk.
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Your Honor, would you like me to summarize the
meaning of the document?

THE COURT: What others documents did Mr. Kotch
sign for Breakaway?

MR. DOWD: That's it, your Honor.

Sorry, I misspoke. At Exhibit L, he signed one
again, and this is the same -- I don't want to misspeak, but

it's essentially the same agreement, with essentially the
same corporation.

THE COURT: And, where is the policy?

MR. DOWD: If your Honor looks, there is Exhibits G
through -- each one of the exhibits is another policy -- G
through J, and each one under New York law, a Workers Comp
policy, is a one year coverage, so for each of those
exhibits is a one year policy. I think the only one we are
missing here is 2009, which is supplied by another exhibit.

THE COURT: You said Exhibits G through K?

MR. DOWD: G through J -- sorry, your Honor.

THE COURT: J. What is Exhibit C?

MR. DOWD: This is a document that was provided to
Mr. Kotch. The date here -- it's a plan analysis. It sort
of describes to him what he should expect in terms of the
plan cost and what -- may I back up a second just to -- this
is different stuff.

Under the Workers Compensation law, the regulators
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set the annual rates. What this document Exhibit C purports
to do, is to give him discounts, but estimating the loss.
There is charts in there that estimate what these policies
and what this coverage actually costs him.

THE COURT: Can you -- withdrawn.

Do I understand correctly that your position is,
that the Reinsurance Participation Agreement is undermining
the coverage that he obtained, the Workers Compensation
coverage?

MR. DOWD: Absolutely, your Honor.

THE COURT: Can you explain how that happened, what
the theory is as to how the Reinsurancé Participation
Agreement had that effect?

MR. DOWD: Okay.

THE COURT: Excuse me, and also pointing to the
evidence in the record that supports that contention, of
course.

MR. DOWD: Yes, your Honor.

I think there is two questions there; how it
happened, and what the theory is, so I will try to parse my
answer to address both of your Honor's questions.

How it happened, he got the plan analysis. He said
well, that's great, I will save some money, and according to
the Reinsurance Participation Agreement he was going to have

monies set aside in what they term a "protected cell”.
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So, if he experienced low losses and managed his
claims wisely, he was going to get money back at the end.
That was what was presented to Mr. Kotch.

Instead, he started getting these bills that he
couldn't understand, and he got in big fights and, in fact,
there is a promissory note in there that they made him sign
to pay back --

THE COURT: Can you be a little more specific
please? Instead of telling a story about bills he couldn't
understand, tell me exactly what these bills were for and
where they are in the record.

We have to really focus on the legal details here
or I am not going to be able to get a handle on this.

MR. DOWD: I agree, your Honor.

Over the course of time, and all the bills in the
analysis of -- each bill is not attached to the complaint or
fully analyzed yet.

THE COURT: You are asking for a $6 million bond
here. Let me hear something that sounds like a legal
argument as to what the wrongdoing was.

MR. DOWD: Yes. According to Mr. Schwartzman, who
is our expert, he was the number two in the New York State
Department --

THE COURT: Mr. Schwartzman's affidavit is

completely conclusory. I have rarely seen an affidavit by
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an expert that casts less light on an issue.

MR. DOWD: Well, Mr. Schwartzman has opined that he
has read and analyzed these documents, and that by signing
them, in other words, the Reinsurance Participation
Agreement, Mr. Kotch actually put the risk back on himself.

THE COURT: How? Can someone explain that to me,
how that had that effect?

MR. DOWD: Yes. What the bills show is that, and
this is, I refer to the charts appended to Mr. Schwartzman's
analysis.

If we look at Exhibit G to his initial affidavit,
which is dated August 23rd, you will see that he took
something called "loss cost multiples" and he laid out what
was approved, and the loss cost multiples and the loss cost
development factors that applied, had put in what it gave to
Breakaway.

And, if we, if your Honor looks at the charts that
Breakaway, sorry, that were given to Breakaway, in the plan
analysis there is words like "loss cost multipliers", "loss
cost factors", "LDF runoffs" and these are all
multiplications that were done to calculate what Breakaway's

costs would be.

Mr. Kotch, over time, couldn't figure out how the
math was done. It's extremely complicated. In fact, again,

in the complaint at the final exhibit, we have an article
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from the Workers Compensation executive that there is
testimony in Court that actuaries and these experts, no one
could figure out how Applied was coming up with these rates.
So, they are complicated, and they are mystifying, and I am
not sure that the actuarial basis for their calculations is
understood by anyone.

But, what Mr. Schwartzman did was, accepted their
actuarial calculations and their loss cost multiples at face
value, and came up with the long tale, in other words, what,
according to Applied, actuaries say his workers will be
injured and Mr. Schwartzman did that calculation.

So, according to Applied's own calculations,
injured workers in New York, under his policies, need
$6 million of reserves to cover those injuries. That's the
basis.

So, what happens in a Workers' Comp policy, you
have a one year period, and let's say, this is asbestos, you
have an injured worker, but they only know it ten years
later. That claim is still subject to Workers' Comp
insurance.

So, you have an injured worker who, two years
later, reports the claim. Those are called incurred, but
non reported claims . So, the reason Applied was sending
bills to Breakaway was saying well, under your Reinsurance

Participation Agreement you have to reserve for those
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incurred, but not reported claims, and also, where there are
reported claims, you have to pay us in excess of that, so we
have a reserve.

So, in essence, only after experiencing losses did
he figure out that he didn't have insurance, and only after
hiring an expert to go through this and he figured it out,
did he realize that all of the risks and the cost had been
shifted back onto his company.

He still entertained, until last year, the idea
that there was a pot of gold, this protected cell that would
somehow be returned to him. But, when the experts pored
over this and said no, not only that, you didn't have
insurance for that whole time.

So, it's hard to understand, which is why they have
gotten away with it for so long. It is difficult. It was
difficult for that first Judge to figure out the Enron
scandal. It's a difficult scheme that is rendered even more
difficult by the language here.

THE COURT: You are comparing this to the Enron
scandal?

MR. DOWD: I am, your'Honor.

I think there is a very solid basis for that.

THE COURT: Well then, you are going to have to get
more sophisticated expert testimony to explain what exactly

is happening here. It doesn't have to be opaque.
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Somebody can explain what happened and that hasn't
been done in these papers, and I am not hearing it in this
argument either.

What is the amount of the claim?

What are the damages that are being claimed?

MR. DOWD: The damages, we have a number of
different theories. One is, under New York Insurance Law
4226, says aggrieved party can get back all of the premiums.
Then, there is the profits to call them back out of these
protected cells. Then, there is treble damages, which is
under 2316 of the New York Insurance Law or under the
Donnelly Act.

THE COURT: How much was paid in premiums?

MR. DOWD: $836,000, I believe.

THE COURT: Your claim is that there is no
insurance that will be available to protect your client when
claims are made down the road?

MR. DOWD: That's correct, your Honor.

THE COURT: No insurance whatsoever?

MR. DOWD: Well, no, I don't think that that's --
no, that's not what we are saying.

There is a policy out there issued by Continental,
but if a claim is made, they send him a bill through the
RPA. So, it's not real insurance . It's a sham.

Continental doesn't, I think -- can I take you
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through all of the contracts? It's very confusing stuff.

THE COURT: It shouldn't be confusing. Someone has
to unpack it, and that is the lawyer's job to do initially.

Yes, I will sit here while you take me through the
contracts. I do not want to have a story about bills that
are not understood.

I want to know exactly what the basis is for the
claim that there has been a scheme by which the insurance
has been undermined.

MR. DOWD: Yes, your Honor.

New York has a very simple system. That is, it
requires employers to have guaranteed Workers' Comp
insurance. That is, I pay a certain amount and that's it --
the injuries are covered. So, this is highly regulated.

An employer like Mr. Kotch is not permitted to
enter into reinsurance. It's expressly forbidden by
statute. So, we say from the outset, that this RPA is
completely forbidden by New York law and Mr. Schwartzman
makes that point very simply.

Additionally, the entities --

THE COURT: The RPA, have they been the subject of
litigation?

MR. DOWD: Yes

THE COURT: And what are the courts saying about

the legality of RPA?
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MR. DOWD: 1In California they were held to be
illegal because they were not filed.

Basically, the way the system works is, you can't
modify a guaranteed cost Workers' Comp policy without
showing the modifications to the regulators.

THE COURT: How is this modification working?

That is something I think I keep asking you to explain to
me, and I just am yet to hear it this morning.

MR. DOWD: Well, if your Honor looks at the face of
the Workers' Comp policy, it says Mr. Kotch will pay this
amount, and he will have that coverage. The RPA has totally
different terms.

THE COURT: What are these different terms? How do
they operate to undermine the coverage?

Let's be specific please.

MR. DOWD: They are based on estimated losses and
they do something that provide what's called a
"retrospective rating plan.” That is a plan, rather than
guaranteed cost which New York requires, is based on your
loss experience.

So, if you have lower losses, you will pay less.

If you have higher losses, you will pay more. That, for an
employer like Breakaway, is illegal in New York.

So, the RPA terms -- and they are complex —-- but

the complexity doesn't matter. The simple proposition is
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whatever thing they do to modify guaranteed cost policy is
illegal. So, they are charging different rates.

THE COURT: Can you point to any specific language
which has modified the guaranteed cost policy?

Can you show me how it works?

MR. DOWD: Yes, your Honor.

If you look at Exhibit C, all right, we see
"Summary of Workers' Compensation Plan Charges." All right.
That's on page 2. We have 54,628.

On the following page, we have "Projected Plan
Volume."

THE COURT: Where are we looking here?

MR. DOWD: We are looking at Exhibit C, the second
page.

So, we have a summary for Workers' Compensation
Plan charges, and that's $54,000.

On the following page, we see a chart at the
bottom. There is an estimated analyzed loss pick

containment amount.

Now, what that loss pick containment amount is
based on, is various rates per class of worker. Then, they
give a loss pick containment amount, they project payroll,
and they come up with amounts.

We go to the following page. We see an analysis of

program costs. So, they have a projected total three-year
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plan loss pick containment amount, projected future loss
ratio, projected future claims, and they come up with
numbers, and at the bottom, estimated cost plan to date.

All of these projections, whether or not we
understand them, are different from a guaranteed cost
policy, and they are estimates that are misleading to
Breakaway, because whether they are true or not, whether
actuaries can figure them out or not, they vary from the
terms of the guaranteed cost policy.

Under a guaranteed cost policy, Continental is the
insurer, Breakaway pays Continental the exact amount that
the statute requires.

In this case, Breakaway is paying a third-party.
Paying a third-party alone, is completely illegal under New
York law.

THE COURT: This is the analysis, this Exhibit C is
the analysis of the RPA?

MR. DOWD: Yes. It is a plan that is referred to
in the RPA -- not all of it is disclosed by the RPA -- and
that is part of our complaint, is that the RPA is unclear.
People can't figure it out. It is misleading. And, under
New York law, we have causes of action for misleading

documents.

THE COURT: Do these numbers that you have been

calling my attention to in Exhibit C differ, in any way,

NK




01:07:04

01:07:22

01:07:44

01:08:03

07-08:18

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

26

28

PROCEEDINGS
from numbers in the Continental insurance policy?

MR. DOWD: Yes, your Honor.

THE COURT: Can you explain how?

MR. DOWD: They are less.

THE COURT: But, what's happening? Breakaway is
paying premiums to Continental; is that right?

MR. DOWD: Never happened, no. See, that's the
problem. That's a very simple answer.

Breakaway never paid Continental anything. That's
totally illegal. Under New York law, if there is an
insurance policy, you pay that insurer. End of story.

There is no, let's route it through a third-party. They
may, a licensed billing agent, in other words Continental
could have had a licensed billing agent that collects or may
have a licensed third-party administrator, but none of this
let's pass it through BVI or let's go through Nebraska, all
of this is completely illegal on the very simple theory you
can't offer reinsurance to a New York insured, and you can't
pay premium to anyone other than a licensed insured or their
licensed billing agent, who is just turning that money over.

THE COURT: 1Is there legal authority to that
effect?

MR. DOWD: Yes, your Honor.

And Mr. Schwartzman brings it right to the Court's

attention in the beginning of his affidavit, and says very
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simply, this is why this is entirely illegal.

THE COURT: What legal authority are you relying
on?

MR. DOWD: New York Insurance Law, and in each
case, the --

THE COURT: Is there case law?

MR. DOWD: Yes.

THE COURT: What cases are you relying on?

MR. DOWD: Well, there is the, in terms of the
bonding, there is the Levin case, there is the Travelers'
case.

THE COURT: We are talking now about the alleged
illegality of the scheme that you just referred to.

MR. DOWD: Well, in each of these we have cited
cases in our briefs discussing each one of these.

THE COURT: Why don't you tell me what your best
authority is for this proposition that it was illegal for
Breakaway not to have paid premiums to Continental and to
have paid premiums to another entity or paid sums of money
to another entity?

MR. DOWD: Well, if we look at the -- what the
definition of doing the insurance business in New York is =--

THE COURT: Mr. Dowd, I don't want you to just cite
the insurance law again. I am asking about whether there is

case law interpreting that law.
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MR. DOWD: Yes, your Honor.

Well, there is two relevant statutes. One is what
doing an insurance business is, and then second is the
requirement of a license, and then, there is lots of case
law that discuss what unlicensed insurers may or may not do
depending on --

THE COURT: You are telling me that it was illegal
for Breakaway not to pay premiums to Continental and to pay
sums of money to other entities.

Tell me what cases I should be looking at for
confirmation of that proposition. This is a very
straightforward question.

MR. DOWD: I think if your Honor looks at the
Shasta Linen case, which is a California case, but the
factual analysis is right on point, where they show Jjust
like New York, and just like Mr. Schwartzman discusses, that
where you have these unfiled agreements that modify
guaranteed cost Workers' Compensation policies, they are
void under New York law. Sco, the Shasta case is, I think,
the best discussion of the facts.

THE COURT: Is there any New York law on this
issue?

MR. DOWD: We don't have cases on that exact
proposition with us, your Honor.

THE COURT: Meaning they don't exist?
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MR. DOWD: No, we just don't have them with us.

THE COURT: How could you brief an issue under New
York law and not cite New York cases?

MR. DOWD: Well, your Honor --

THE COURT: Don't answer that question. That is a
rhetorical question.

Now, we are going to take a five-minute recess.

(Recess taken.)

THE COURT: Now, Mr. Dowd, if you would like to say
anything further in support of your bond application or your
motion to enjoin the filing of an arbitration, I will hear
from you at this time.

MR. DOWD: Thank you, your Honor.

I think, if we look at Insurance Law 1213, there is
a, it really places, we believe it's mandatory in the
instances that we have shown here, and the evidence that we
put forth, that each one of the non licensed Defendants must
post a bond, because there is no certification.

And, if we look at the types of behavior, if we
look at Insurance Law 1101, it talks about what doing
business of insurance is in New York, and that's very
important, because at each point, it's a very broad
definition, and there is a catchall provision in 1101, which
is, "doing or proposing to do any business in substance

equivalent to any of the foregoing, in a manner designed to
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evade the provisions of this chapter.”

Here, we have shown that they filed a Federal
patent saying that the purpose of this scheme is to avoid
state regulation. So, right there, we believe that's a
smoking gun. That was pointed out to the California
Department of insurance. They saw that.

In response to your Honor's earlier questions about
the complexity, I am looking at Mr. Schwartzman's affidavit
and there is a couple of instances, paragraph 37, where he
goes through each of the New York State Insurance Law
provisions that are violated by this misconduct, and there
is one after another after another, and they are pretty
simple propositions that they can't do any of this.

If, I would ask your Honor to take under
consideration --

THE COURT: Mr. Dowd, I don't really understand
what you mean when you are referring to my feelings about
the complexity. This case is no more a complex than the
residential mortgage backed securities docket that I have
been dealing with for the %ast three years.

These financial concepts can be complex, but they
can be explained in a way that Courts can understand them
and sometimes that requires explicit expert testimony.

All I am saying here is not that this is too

complex to figure it out. I don't know how many times you
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have suggested that I have said that.

I am saying that I need lawyering which will enable
me to unpack the problem, and I don't think I have that on
these papers.

MR. DOWD: Given the opportunity, your Honor, we
believe we can make this much clearer, and also, we would
point out that much of the enforcement of these statutes
does happen in the regulatory context, so there is not that
much case law in many of these areas.

THE COURT: Do you have anything further to say
about the bond or the injunction?

MR. DOWD: Yes, your Honor.

Right now, our client is at imminent risk, and we
request that, for the reasons set forth in the papers, that
the bond be fixed at the amount that we are requesting.

THE COURT: Have you concluded?

MR. DOWD: Yes, your Honor. Thank you.

THE COURT: I will hear from the Defendants.

How will you split up your time? We have taken
about one hour, and you will certainly have equal time if
you wish it. Just decide how you will divide it.

MR. KNOERZER: I need three minutes.

THE COURT: There is no such thing as three
minutes. This will be a lawyer's three minutes.

MR. KNOERZER: You can watch it, your Honor.
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MR. STEPHENS: I think we can probably deal with
this in 20 minutes, to be honest with you.

What actually can I do to be of assistance to the
Court at this, in this argument?

Would you want me to describe the policies and how
they work or, would you rather I just focus on the bonding
requirement?

THE COURT: Well, I would like to know what's your
position, what your position is on how the policies work and
why this is, according to you, a legal arrangement, and then
I want to hear the position on the bond, of course.

MR. STEPHENS: All right. So, I think the

‘undisputed fact is that Breakaway had Workers' Compensation

insurance through Continental Indemnity Company, a licensed
New York insurer since, from the period 2009 to 2013.

There is no dispute that Continental Indemnity
issued the policies. In fact, they are attached to the
complaint, and I would invite, and so for a period of five
years, they were insured by Continental.

The policies themselves are guaranteed cost
Workers' Compensation policies, and if I could direct your
attention please, your Honor, to Exhibit G, which is one of
the policies, you can easily see how it works.

So, the first page is, identifies Continental

Indemnity as issuing the Workers' Compensation policy.
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If you take a look at the second page, just flip
the page, says WC-174 at the top, and it has this chart
classifications of, classifications. It tells you actually
what's being charged and for whom, because each one of the
employees in their job class has a different rate applied to
that class, because they are more likely or less likely
frankly, to be injured on the job.

So, you see the first is trucking, mail parcel or
package delivery, all employees and drivers. That's a code,
and that code number is actually from the State of New York.
Every one of these job classifications has a coding, that
goes with them.

Then, you can see the premium basis is right next
to that, and the rate per hundred, which is how much it is
per $100 of payroll that's associated with these trucking
delivery employees. It's multiplied, and then you get a
number. That's how these policies work. It's very simple.
We have got classifications that are approved by the State
of New York, and a rate approved by the State of New York.
You do a multiplication of the rate, times the class, and
then you get the premium at the other end.

What can make this change, if it was going to
change, is the fact that the payroll influences the premium.
If the payroll goes up, then the premium would go up. If

the payroll went down, the premium would actually go down.
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So, that's that simple.

The other contract that's actually at issue here is
the Reinsurance Participation Agreement, the RPA. We have
in the complaint actually exactly what it was that was
presented to Breakaway and what it said.

So, if you look please at Exhibit B to the
complaint, it is the Reinsurance Participation Agreement for
this particular period of time, through years from '09 to
'12, and it is a way for the insured to try to make a hedge
essentially against his premiums going up -- actually, the
premiums he is paying on a guaranteed cost policy, so very
simply, your Honor, the guaranteed cost policy, the premiums
are figured out as I just indicated, and the classifications
and all of the statistical data from, frankly, decades of
experience, go into determining what the cost of the policy
is going to be, and the cost of the policy is very simple.

It is those classifications, times the approved
rates, and then, there is a fee added on for the insurance
company. If you think that you are going to do better as an
employer than the statistical data would suggest , then you
would consider buying the RPA. Because, and I am looking
now at Exhibit B, the RPA, if you look at paragraph 3 of it,
specifically says, "participant", that's Breakaway, "is
participating in this agreement for purposes of investment

only." 1It's not an insurance policy.
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What it actually is, is a captive reinsurance
arrangement, and it allows Breakaway, in this instance, to
put money into, capitalize a cell, its owned individual, its
own individual cell in this reinsurance agreement, and then,
if it turns out that the losses are lower, they are going to
get, in the end, lower costs on their insurance.

If it turns out, by the way, that the losses are
higher than anticipated, the price on the overall insurance
plan could go up, but there is nothing more complicated that
is going on than exactly that.

Captive insurance, reinsurance arrangements are
common throughout the world. In the case of big employers,
your Honor, like United Airlines or IBM, they actually
create their own captives in places, usually offshore,
because of tax reasons, and then, they don't even buy
insurance. They reinsure themselves at some level. They
bought some other insurance perhaps, to take care of the
risks, but big companies usually actually form a captive,
rather than buy something from AIG.

Smaller companies could do the same thing, but the
expense actually of forming your own captive is, and then
running it, is actually prohibitive.

So, what this offers them the opportunity to do is,
instead of having their own captive, they have a captive

that has already been set up. It's call a "sponsor
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captive". It has a word, and the participant in it, each
have their own accounting and cell capitalized to either
make money, because they are, their claims are lower or
perhaps have a higher cost. 1It's that simple.

THE COURT: Why is it called a "captive
arrangement"?

MR. STEPHENS: Because it's not available to the
public. In other words, it belongs to somebody. It's
not -— AIG is a public company and you can make an
application and get insurance no matter who you are if you
are approved.

The captive doesn't have to accept risk from any
anybody other than the owner or whoever it is the owner says
I will include in my cell.

THE COURT: Isn't the Plaintiff's point that it is
illegal to essentially set up an arrangement like this?

MR. STEPHENS: Yes, I think that's what they are
saying.

THE COURT: What's the response to that?

MR. STEPHENS: It's not illegal. It's not --

THE COURT: The Insurance Law or the Workers'
Compensation laws require employers, under certain
circumstances, to procure Workers' Compensation insurance;
correct?

MR. STEPHENS: Yes.
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THE COURT: Isn't this an end run around that
requirement?

MR. STEPHENS: No, it's not.

THE COURT: Why not?

MR. STEPHENS: Because the Workers' Compensation,
the guaranteed cost, Workers' Compensation policy is in
place and available to Breakaway, the insured.

all this is, is an attempt to actually, to perhaps,
benefit from lower claims costs. It has nothing to do with
the policy itself.

The policy actually is designed to protect the
employees -- not designed to protect the employer. It's to
make sure there is enough wherewithal to pay the claims for
injured workers.,

THE COURT: Excuse me. I believe I heard during
the Plaintiff's argument that no premiums were ever paid to
Continental?

MR. STEPHENS: A-hum.

THE COURT: Has Continental paid claims?

MR. STEPHENS: Yes, it has. But, what you heard is
not true. They have paid premium of $800,000. So, they did
pay premium.

What he is confusing about that is that the bill
came from a, the billing agent, which identifies itself as

Applied Underwriters. It's not so -- they did pay a
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premium.

THE COURT: One moment please.

(Pause in the proceedings).

THE COURT: All right. So then, the Plaintiff is
claiming that the premiums were not paid to Continental.

You are acknowledging that, but you are saying that
they were paid to a billing agent for Continental?

MR. STEPHENS: Right. I mean, if you paid your
broker for your premiums and then the broker sent it to the
insurance company, ho one could say you didn't pay your
premiums. It's just the methodology for it.

THE COURT: And, you are representing that
Continental has paid premiums to Breakaway, sorry =-- has
paid insurance benefits on account of Workers' Compensation
claims for Breakaway?

MR. STEPHENS: Every claim that has been submitted,
and they all got submitted to Continental Indemnity, has
been paid -- every single one of them.

There is only one of them still outstanding.
That's for a car accident. 1It's reserved at $45,000, and
22,000 of that has already been paid so, yes, they have five
years of worth of coverage from Continental Indemnity and
all the claims that have been submitted have been paid and
we are still paying, Continental is still paying claims

because it has one more outstanding.
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THE COURT: How much has been paid out to date, if
there is evidence in the record to that effect.

MR. STEPHENS: I don't know. I mean, well,
undoubtedly, hundreds of thousands of dollars. I don't have
any evidence of that.

I have been in this business long enough to know
that over that period of time, yes, hundreds of thousands of
dollars.

So, what they are suggesting is that despite the
fact that Continental is licensed in New York, and despite
the fact that the RPA is for investment only, and it's with
a different party, AUCRA, that somehow, a bond is required
even though we have got licensed entities, not just one, but
three, there are three licensed entities here in this
complaint that are licensed in New York, California
Insurance Company as to which they don't make a claim, but
California Insurance Company, Continental Indemnity and
then, New York Risk Services.

The notion, by the way, that the bond is not
subject to the Court's discretion is wrong.

THE COURT: Did you mean Applied Risk Services of
New York, Inc?

MR. STEPHENS: Right. That's a reéistered and
licensed entity.

The statute itself says it only applies to
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insurers. So, what they are trying to get you to say, even
though Continental is the insurer and it's licensed in New
York, these other organizations are somehow insurers, they
haven't given you a shred of evidence to prove that.

The second thing is, your Honor has discretion as
to whether to require a bond or not.

In our brief on page 7, we cited an opinion by the
Department of Financial Services on that, and gave you the
website. I have it in front of me here in my handy-dandy
iPad.

What it says is, there is no absolute right to
avoid bond posting under New York Law 1213.

THE COURT: Are you reading from a New York State
insurance website?

MR. STEPHENS: 1It's an opinion of the
Superintendent for the Department of Financial Services and
it --

THE COURT: Which is posted on their website?

MR. STEPHENS: Yes, it is, your Honor. I gave you
the citation in my brief. And, what it says is that the
statute clearly allows the Court the discretion as to
whether to permit an unauthorized insurer to dispense with
filing a bond. Specifically says that.

So, they actually have to prove to you two things,

which is one, that these other entities are, in fact,
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insurers, insuring here in the State of New York, and they
can't do that because the entity that gave the insurance
policy to Breakaway is, in fact, licensed.

So, they have to prove -- one thing they can't
prove and then the other is, your Honor has discretion as to
whether to require a bond.

THE COURT: What is your position as to the role of
these other entities in this transaction?

MR. STEPHENS: Well, actually, most of them don't
have any role at all. What the Plaintiff is saying, without
any support, is that somehow because of the manner in which
these companies actually retain the premium they get, that
somehow it's disappeared, and that that is a giant,
fraudulent conspiracy, frankly -- and, that's unproven here.
There is no evidence of it, and frankly, 1t's not even
pertinent.

What it is that a insurance company does with the
premium it gets, whether it reinsures it through another
channel, whether it has a pooling arrangement with other
companies, whether they be sister companies or not, is
neither here nor there.

The only thing that is important about the
insurance company that actually offers the policy and
underwrites the policy is what its rating is and here,

Continental Indemnity, New York licensed, is rated by A.M.
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Best, which is the operation that does these things, A+
Superior.

What that means is that it has a superior capacity
to meet its financial obligations. If you look at the
affidavit of James Corcoran, you will see the A.M. Best
rating, Exhibit 2, and you will also see that Continental
Indemnity has financial size, it's called, of 500 million to
$750 million.

There is no question that this organization is
licensed in New York, regulated by New York, examined by New
York, and examined, frankly, where it's in its home state.
So, everyone that's taken a look at this, has taken a look
at finances, they don't have any of the suspicion Mr. Dowd
is trying to raise, and perhaps, even most pertinently,
there is only $45,000 in claims out. That's the only
reserve left.

This policy, last time they had a policy, this
organization did, was in 2013. So, we are three years out
from that, and it's an occurrence policy, so something
happened during the period of the policy a claim could
arise, but the only one that's extant now, three years
later, is one.

Both the Superintendents -- we gave you
declarations from former Superintendants that said these

claims develop over a reasonably short period of time, and
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you know, what it is that the claims are going to be after
two and a half years or so. So, there is no reason to
assume that there is going to be some massive increase in
the claims that are being filed against Breakaway, and to
which the insurance would have to respond and, in fact,
there is not only that, there is no reason to assume
Continental Indemnity wouldn't be able to pay the claims if,
in fact, they did somehow begin to expand.

So, I mean, the whole purpose of a bond is to
protect Breakaway. It doesn't need that protection. It's
got protection under its New York licensed insurance policy.
So, this whole argument about all these other entities and
whether they cede money to one another, it's a distraction
and what I would call displacement activity.

Doesn't have anything to do with the transaction,
doesn't have anything to do with Breakaway security.

Another curious thing about this case, your Honor,
is that Breakaway has at least two operations, one here in
New York and one in Boston, and both of them were insured
under the Applied program, including RPA, and they still
have the one in Boston.

So, they are here in New York telling you the whole
thing is a reverse Ponzi scheme, and they are keeping the
insurance in Massachusetts. It doesn't make sense at all.

I don't often, frankly, write what I would call sort of a
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literary observation in a brief, because I don't think they
are very helpful, but here, I know, I was willing to write
down that this whole thing is like a publicity stunt. They
went out, had a press conference. It got covered by the
press.

Berkshire Hathaway sued for fraud and now here we
are and they can't explain to you what the fraud is because
there isn't any. Though, I don't see, your Honor, honestly,
that they have made a case out, that they need a bond or
that they are entitled to one under 1213,

And then, the other piece of it is, I have been
doing this a long time -- too long.

THE COURT: I have been doing this a long time
myself.

MR. STEPHENS: I get tireder every year, I tell
you, but what I do get out of that is, you know, you think
you have seen it all, and done it all, and then find
something new comes up, frankly, every month.

Here, we have somebody to enjoin our arbitration
that hasn't even been demanded. I don't know if he will
request arbitration.

THE COURT: I just had that last week.

MR. STEPHENS: No demand, -and here we are trying to
enjoin something that might happen. It's a waste of

everyone's, frankly, time and effort and money.
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So, I don't have much more to say about that.

They can't possibly prove the standards for preliminary
injunctive relief because.there isn't even any harm that's
being threatened.

What is the irreparable harm? There isn't any, let
alone the fact they haven't shown you they have a colorable
claim.

So, I really think this is reasonably easy, meaning
the bond and arbitration decision. I think it's clear, as
opposed to opaque, and I do think that the real meat of this
case is actually in the motion to dismiss that we filed and
that Berkshire Hathaway filed, and I believe that, as your
Honor gets through those papers, you will see that this
complaint has a lot of work to do before it belongs in front
of you.

MR. KNOERZER: I will try to keep to my promise,
Your Honor, I am Michael Knoerzer. I represent the single
Defendant in this case, Berkshire Hathaway, Inc.

As your Honor alluded, we earlier made a motion to
dismiss for lack of personal jurisdiction. I understand
that's not on for today and I won't argue that, but to use
an old fashioned term, I will make a special appearance. 1
am not waiving any of that.

We contend we are not subject to jurisdiction here.

Berkshire Hathaway is a holding company. It's not an
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insurance company. There is no dispute about that. They
are alleged in the complaint to be a holding company.
Berkshire Hathaway, Inc does not issue insurance policies.
There is no allegation in the complaint that they have ever
issued an insurance policy.

They can't. By law, they can't. They are not
licensed to issue insurance policiés.

Therefore, Section 1213, the bond statute, does not
apply to Berkshire Hathaway, Inc, because under that statute
it expressly applies to foreign.or alien insurers.

If you read, I have long experience with this
statute, if you read the commentaries and the notes on what
a, why the statute was originally drafted, it's a consumer
protection statute essentially.

What it says is, if someone buys a policy from an
out-of-state insurer, they can sue the insurer. There is a
construct in the statute, they can sue the insurer in the
state, but what the Courts didn’'t want, what the regulators
didn't want, what the legislature didn't want, is for
having, once the insured, having gotten a judgement, the
insured wasn't going to be required to go out-of-state to
enforce that judgement. That's the basis of Section 1213.

So normally, what you have is a crystallized policy
demand, a claim amount that has not been paid that falls

within the policy, and that's the kind of thing that you
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ordinarily see in these sorts of cases. We don't see that
here at all.

Certainly, it does not apply where you have a
insurer, who has issued a policy and is in New York State,
because the statute only applies to foreign or alien
insurers.

So here, I am not, I don't have any skin in the
game because I represent Berkshire Hathaway, Inc., but I can
tell you where there is a policy and the only policy is
issued by a New York licensed insured.

The fact that they sue other people for other
things, doesn't change the fact that this, the only insurer
involved in the case, is New York licensed. You can't
bootstrap the fact that you have sued non New York companies
and say well, gee, there is non New York companies involved
as well who didn't issue policies, but I am going to use
1213 on them.

I think that's three minutes, your Honor.

THE COURT: Mr. Dowd, would you like to reply?

MR. DOWD: Briefly, your Honor. Thank you.

I think that the most important starting point is
to focus on the words you heard previously, "retain
premium". People who retain premium are doing the business

of insurance in New York.

So, any of these entities that took Mr. Kotch's
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money, as it passed through all of these entities, if any of
them, as Mr. Stephens said retained premium, they are doing
the business of insurance in New York.

Also, if they solicit insurance policies in New
York, they are doing the business of insurance in New York.

I point your Honor to the reply affidavit of Martin
Schwartzman dated 27th of October, Exhibit A. It says
there, that as a member of Berkshire Hathaway, Inc., we have
the resources and you have the Applied Underwriters
trademark, and it says a Berkshire Hathaway company.

This is addressed to Berkshire Courier -- Breakaway
Courier Corporation in New York. This is doing and
soliciting the business of insurance in New York.

If we go through all of this opaque group of
contracts that are almost impossible to understand, you will
see that each one takes their cut and takes some of
Breakaway's premium and takes more of Breakaway's premium
and takes more of Breakaway's premium until we are in the so

called protected cell. Everyone has heard about this

protected cell. Well, we can never find out, all these

years, was anything ever put into the protected cell? If

so, what was it?

What we have seen, if we look at Exhibit D to Mr.
Schwartzman's affidavit, for the first time in 2013,

September 2013, Mr. Kotch gets a plan analysis. Instead of
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his usual plan analysis, where he has all of his workers'
losses, he gets a huge printout starting from 2009, and this
is on, if you back, it says page 5 of 31 at the top of this
chart. He gets a whole print out of workers' claims from
other companies that are all blanked out.

What we can see from this is that Applied is now
saying, oh, this is not just your captive protected cell.
We put a bunch of other workers in there. We are not
telling you what their classifications are. We are not
telling you who they are, and we are going to tell you for
the first time in September of 2013 that you are stuck with
a whole bunch of other people. You can see page -—-

THE COURT: Sorry, what do you mean by that? Can
you --

MR. DOWD: We --

THE COURT: I am looking at the chart, but it's too
folksy. Try to explain it in a more legal way.

MR. DOWD: Sure, your Honor. If we look, we page
through the first page, where it says name, and it's all
blank. Those are all workers, okay, that are not Breakaway
workers. We turn to the next page. We see names, they are
all blank. That's page 6 of 31. None of those are
Breakaway workers. When we get to page 7 of 31, we see one

name, Jason Litzenberg (ph).

THE COURT: I see this. But, tell me what this is.
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MR. DOWD: The significance is, your Honor heard
earlier that this policy was sold to Mr. Kotch on the
premise that if he managed his claims well, he would get
charged lower rates.

This, for the first time, reveals that he is stuck
in with a whole bunch of other people, according to them
now, so it doesn’'t matter how well he manages his claims.
Any claim billing that he has been sent, is actually based
on calculation of workers that are not his. Not something
that was ever disclosed previously.

So here, we have specific example of fraud. We
have him saying, you will get a discount if you can manage
your claims, and this shows it's absolutely untrue. The
first time this is revealed is in 2013.

So, we go through page after page, and there is
only one on each or it's blank, and this is the calculation
that has been.made.

So, all these companies retaining premium, are
doing the business of insurance in New York. All of these
claims about you can get a discount for managing your claims
well, false and misleading, and undervNew York State
Insurance Law 4226, if there is any misleading statements
made in the sale of insurance policy, my client has a
private right of action guaranteed by that statute.

In addition, if there is any anticompetitive
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behavior going on, there is a private right of action under
Section 2316 of the New York Insurance Law.

Now, to understand, in recap, to get this policy,
this Continental policy issued to you, you have to commit to
three years -- illegal with an out-of-state insurer to get
them to issue a policy. That is all specifically contrary
to statute. We list specifically what statute it violates.

If we look at the Reinsurance Participation
Agreement, we see a reference to issuing insurers. Also,
there is references in the RPA to a pooling agreement.

Now, this pooling agreement is in the reply
affidavit of Martin Schwartzman, and it's almost impossible
to read, but what, in essence is, best I understand it and
as best Mr. Schwartzman understands it, is that Continental,
upon signing that pooling agreement, and if you look at the
signature page of the pooling agreement, which is found at
Exhibit C, we see one signature page, California Insurance
Company, signed by President, Steven Menzies; Continental
Indemnity Company signed by President Steve Menzies;
Illinois Insurance Company signed by President Steve
Menzies; Pennsylvania Insurance Company signed by President
Steve Menzies.

This is not illegal, but what they are doing is
cross insuring everyone for everything. What they are

saying, I am sorry if it's folksy, your Honor, specifically,
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with Continental, that upon Continental writing a policy,
100 percent of the liability is ceded to California.
California, in turn, by a quota share agreement that is
located at Exhibit B, cedes off to AUCRA. That's the
Applied Underwriters Captive Risk insurance Company, a
British Virgin Islands, and later an Iowa corporation.

So, in essence, it goes through this process with
California, Continental first, taking only ceding
commissions. What that means is, as a practical matter, is
all of the premium never ends up in Continental by the plain
language of the pooling agreement.

So, they, the assets that are supposed to pay the
insurer is simply not in that entity. They pass to
California. What does California do? California takes, in
turn, a ceding commission, pockets that, and offloads to
AUCRA. So, what's left in a protected cell is something
that is di minimus.

On top of that, they enter into what's called an
excess loss agreement, and for 2013 it was $128 million to
another Berkshire Hathaway entity. What that means is that
this supposed protected cell is likely to have absolutely
nothing in it.

In sum, right in the complaint, Exhibit M, we have
the testimony of Patrick Watson, Applied employee, saying

that no one ever got money back from this scheme in the
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whole history of this Applied Underwriters document.

Therefore, the terms, profit sharing right up
front, are misleading, and we have causes of action under
that, and therefore, we ought to have a bond in a fair
amount to cover the amount of any final judgement that this
Court might render.

Thank you, your Honor.

THE COURT: There was a lot of new argument there
on that reply. If there is a request for anything further,
under that circumstance, I will permit a response.

MR. STEPHENS: Just one thing -- two things from
me, which is, I mean this argument about who knows where the
money is some sort of a shell game. It's not supported by
anything in.the record.

If you take a look at Exhibit 2 to former
Superintendent James Corcoran's declaration, it is the A.M.
Best rating.

THE COURT: It is?

MR. STEPHENS: A.M. Best rating for Continental
Indemnity and it says it has 500 to 750 million in size.

It has an A plus rating. It is a superior claim paying
operation. It has a capacity to pay its claims.

Regardless, of what it is that Mr. Dowd thinks is
confusing about reinsurance arrangements, they are

completely irrelevant to the argument that he is trying to
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make about a bond.

The second thing is, Mr. Schwartzman put Exhibit D
to his supplemental affidavit, and if you take a look at it,
it's actually, you can start with top of the page, the plan
term is, it's an analysis of the whole plan from July 1, '09
to 6/3/12 because it's a three-year plan.

If you actually flip the page, your Honor, you will
see that there is actually a listing of each and every claim
that was filed during that three-year period of time. It
tells you whether it's opened or closed. It tells you how
much was, the costs were as to each one, each one and every
one of those claims. It goes on page after page after page.
It shows you not only is the information all being
communicated to Breakaway, it also shows you what I just
said, which is the only open claim, you take a look at the
end, is James Spencer, reserved at $40,000.

And so, I mean, the argument that you are hearing
is essentially trying to mix everything up in a blizzard of
argument that doesn't have anything, have anything to do
with whether or not a bond is necessary.

MR. KNOERZER: I didn't hear anything that accused
my client, Berkshire Hathaway, from being a insurance
company, and all the expert reports that they are citing to
on the Plaintiff's side are improper under the New York law

because all they do is try to construe the contract language
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or to find that somebody or something is in violation of
statute. That's the province of your Honor. It's not the
province of the experts. The expert reports aren't worth
the paper they were written on.

Thank you.

THE COURT: I am going to reserve decision on the
bond and the injunction motion.

It's requested that the Movant obtain a copy of the
transcript of today's argument, e-file it with an errata
sheet, and file two hard copies with the Clerk of Part 60
with the errata sheet. The motions will not be marked
submitted until I receive the hard copies.

In addition, I am going to ask counsel, how close
are we to the briefing on the Berkshire Hathaway motion to
dismiss?

MR. KNOERZER: Our initial brief is filed, your
Honor, so I think we are waiting for opposition.

THE COURT: 1Is there a date for the opposition
brief?

MR. DOWD: We believe it's November 15th, your
Honor.

THE COURT: So, when are counsel expecting to have
it fully submitted?

MR. STEPHENS: Return date is the 22nd of November.

THE COURT: The 22nd in Part 1307
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MR. STEPHENS: Right.

THE COURT: So, I think we will probably schedule
that for after the first of the year, and when we get it, we
will give you a date for both the motion to dismiss that was
part of this series of motions, and the Berkshire Hathaway
motion, and we will hear both of those arguments on the same
date.

Thank you. The record is closed for today's

proceedings.
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