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INTRODUCTION

® These are consolidated appeals challenging orders entered in two separate
cases denying the defendant auditor’s motions to compel arbitration pursuant to

arbitration clauses contained in engagement letters it entered into with a self-insurance

pool. The court below found that the clauses did not bind the rehabilitator of the poél
when it asserted claims against the auditor (even though the rehabilitator stands in the
° shoes of the pool) and also found that the agreements did not bind a putative plaintiff
class composed of the members of the pool (even though they appointed the pool as their
agent and agreed to abide by contracts entered into by it).
®
STATEMENT CONCERNING ORAL ARGUMENT
Appellants respectfully request oral argument. Oral argument would be
o helpful because these appeals are complex and seek to vindicate the important Kentucky
and federal public policy favoring enforcement of arbitration agreements, to which the
° Circuit Court failed to adhere.
L
o
o

10711445.1 iii




STATEMENT OF POINTS AND AUTHORITIES

.....................................................................................................................

...............................................................................................

Conseco Fin. Servicing Corp. v. Wilder, 47 S.W.3d 335 (Ky. App. 2001)........ccocuuun.....
Fazio v. Lehman Bros., Inc., 340 F.3d 386 (6th Cir. 2003)

...............................................

Highlands Wellmont Health Network, Inc. v. John Deere Health Plan, Inc.,
350 F.3d 568 (6th Cir. 2003)

.................................................................................

Buck Run Baptist Church, Inc. v. Cumberland Sur. Ins. Co.,
983 S.W.2d 501 (KY. 1998) ..eeeetieeeeeeeeeeeee e e e e

Louisville Peterbilt, Inc. v. Cox, 132 S.W.3d 850 (KY. 2004)....iieeeeieeeereeeeeeeereeennn
Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1 (1993)........oooor......
L FEDERAL AND KENTUCKY LAW REQUIRE THAT ARBITRATION
AGREEMENTS BE ENFORCED IN ALL BUT THE NARROWEST OF
CIRCUMSTANCES.. ...ttt eeeeeeeseeeeseseseses e seseseeeses s
Hall St. Assocs., L.L.C. v. Mattel, Inc., 128 S. Ct. 1396 (2008) .....oeveeeeerereeererererennnns 11,
Southland Corp. v. Keating, 465 U.S. 1 (1984) ... oeeeeeeeeeeeeeeeeeeeeeeeeeeeeseoeeeeeeeeon 12,
Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1 (1993).......coeuu.........
GULS.CL §2(1999).c.ciieteecrcteirterete e s st re e e sassssesssasasessasssessss e e
Fite & Warmath Constr. Co. v. MYS Corp., 559 S.W.2d 729 (Ky. 1977) wcovererreeennnn..
K. €ConSt. § 250 (1891).ccuuiiirieieeietieeiet it eeeeeeeee e e ee e eeseeseeseeeeseenesses s et ee e
Valley Constr. Co. v. Perry Host Mgmt. Co., 796 S.W.2d 365 (Ky. 1990)................. 12,
Second Const. of Ky., art. VI'§ 10 (1799) ....ueeeeeeeeeeeeeeeeeeeeeeeeeeeeeveeeeessseseesssssssnseseseseesans

Buck Run Baptist Church, Inc. v. Cumberland Sur. Ins. Co.,
983 S:W.2d 501 (K- 1998) ...ttt eeeeeeseeseseessenesseesesaesesneas

KRS § 417.050...c ittt st ae s s s en et s s

Beyt, Rish, Robbins Group, Architects v. Appalachian Reg’l Healthcare, Inc.,
854 S.W.2d 784 (KY. APP- 1993) ..ttt

HLR. REP. NO. 96 (1924) ...co..ooveereeeeeseceonsnsseomeseseeeesesssesseassessssenessessessensssessssssssssssessseees

10711445.1 iv




Am. Gen. Home Equity, Inc. v. Kestel, 253 S.W.3d 543 (2008)

........................................

IL THE CIRCUIT COURT’S OPINION IN THE REHABILITATOR’S
CASE SHOULD BE REVERSED

........................................................................

A. The Circuit Court’s Finding Of Reverse-Preemption Under The
McCarran-Ferguson Act Was Erroneous

..................................................

Southland Corp. v. Keating, 465 U.S. 1 (1984)

.................................................................

Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1 (1993)

15U.S.C. § 1012(b) (1997)

...............................................................................................

...................................................................

........................................

Miller v. Nat’l Fid. Life Ins. Co., 588 F.2d 185 (5th Cir. 1979)
Bennert v. Liberty Nat'l Fire Ins. Co., 968 F.2d 969 (9th Cir. 1992) ....ooveeeeeeeeeevean.
Ainsworth v. Allstate Ins. Co., 634 F. Supp. 52 (W.D. M0. 1985) ...c.oeovoerereeeeeeeernn,

B. The Circuit Court Erred In Concluding That Ordering
Arbitration Would Deprive It Of Jurisdiction ............c.c.oceueeeeeeeereeernnnn...

1. Ordering Arbitration Does Not Oust The Circuit
Court Of JUTSAICHON «....c.vevereerrerereiereetcteseercet e eeeeeeeeeseeneseenas

Kodak Mining Co. v. Carrs Fork Corp., 669 S.W.2d 917 (Ky. 1984) .....ooovevneerrerrennn.
Fite & Warmath Constr. Co. v. MYS Corp., 559 S.W.2d 729 (Ky. 1977) ...cevueeeeeeenn.
Vimar Seguros y Reaseguros, S.A. v. M/V Sky Reefer, 515 U.S. 528 (1995) .......ocoun.....
DiMercurio v. Sphere Drake Ins., PLC, 202 F.3d 71 (15t Cir. 2000)......coueveeeveeerereerennnn.
H.R.ReP. NO. 96 (1924) ...ttt e eseeeeee e s enns 17,
IS ULS.C. § 788 (1997)u.cuitiiieenceeeeictrircieee ettt ettt ee et s e ses e seneenaes
Rodriguez de Quijas v. Shearson/Am. Express, Inc., 490 U.S. 477 (1989)......ccveevruenn....
Shearson/Am. Express, Inc. v. McMahon, 482 U.S. 220 (1987) ..oeeveeeeeeeeeeeereeeessranannns
28 U.S.C. § 1334 (20006) .....ocoviuiiuiriericreinenraiaiereraeseresseeeteeereesessessesessesessossenesneseensnaenas

LT US.C. § 541 (2005) c.ocviuimieriniinicniinteeeteentriesteisninsnseseesresete e esessesssessesssseeeseeneeesennes

10711445.1 v




Hays & Co. v. Merrill, Lynch, Pierce, Fenner & Smith, Inc.,
885 F.2d 1149 (3d Cir. 1989) ....cociuiiiiieeeeeeeterccretrreeeseeeseetesecse e seeseseeees

Miller v. Dean Witter Reynolds, Inc., 134 B.R. 640 (D. Minn. 1991).......ccccceevrevreenneee.

2. The Rehabilitator Can Be Required To Arbitrate
Under Federal Law And The Law Of The Majority
Of Jurisdictions That Have Addressed The Issue ..........cccccuueen....

KRS § 417.240......c ittt sees e sse e e st st sss e s s s se s ane
Louisville Peterbilt, Inc. v. Cox, 132 S.W.3d 850 (Ky. 2004)....cccceevmrnrrrrrrnrcerecrnennreennes
Valley Constr. Co. V. Perry Host Mgmt. Co., 796 S.W.2d 365 (Ky. 1990).......ccceveneenncee.
Am. Gen. Home Equity, Inc. v. Kestel, 253 S.W.3d 543 (2008) .....cceovrereeevureeincrrnreeeeninnes
Quackenbush v. Allstate Ins. Co., 121 F.3d 1372 (9th Cir. 1997) ....ccvvevvrreeceiircranne 19
Bennett v. Liberty Nat’l Fire Ins. Co., 968 F.2d 969 (9th Cir. 1992) ......cccevevvrieeceneeennn.
Selcke v. New England Ins. Co., 995 F.2d 688 (7th Cir. 1993) ....ccccverrireiiinionceeencncrennnes
Suter v. Munich Reinsurance Co., 223 F.3d 150 (3d Cir. 2000) ......ccerevvurerreecreererenncennn.
Schacht v. Beacon Ins. Co., 742 F.2d 386 (Tth Cir. 1984) ........ovoecivierrenenerenensnnnnns

Koken v. Cologne Reinsurance (Barbados) Ltd.,
34 F. Supp. 2d 240 (M.D. Pa. 1999)......cccocvviviiniiniiriniiiiniiiernecnecsesseeesaesssenss

Foster v. Philadelphia Mfrs., 592 A.2d 131 (Pa. Commw. Ct. 1991).....ccccccecuvrvvinnninnnnns
Ainsworth v. Allstate Ins. Co., 634 F. Supp. 52 (W.D. Mo. 1985) ....cccverrveiinirinrinrnne.

Eden Fin. Group, Inc. v. Fid. Bankers Life Ins. Co.,
778 F. Supp. 278 (E.D. Va. 1991) c..cccvviiiiiiiiriiiiiiiiintccetcteeteeee e 20,

Washburn v. Corcoran, 643 F. Supp. 554 (S.D.N.Y. 1986).....ccccocvvtieviermiirenirereiaenannen.
Nichols v. Vesta Fire Ins. Corp., 56 F. Supp. 2d 778 (E.D. Ky. 1999) .....ccccovvnuinrnnnnnne.
Knickerbocker Agency, Inc. v. Holz, 149 N.E.2d 885 (N.Y. 1958) .....oooiemieiiniriiinas
Bernstein v. Centaur Ins. Co., 606 F. Supp. 98 (S.D.N.Y. 1984)......covvvimimniniiinienen,
Nebraska ex rel. Wagner v. Kay, 722 N.W.2d 348 (Neb. App. 2006) .....ccceveveeveeernnnncne

KRS § 417.240....c oottt st se s e s a s e sas st s seet s sa st e s

10711445.1 vi




KY. €CONSt. § 250 ..ottt ettt sttt a s s as s b s e s a e ne
Stephenson v. Woodward, 182 S.W.3d 162 (Ky. 2005) ....cccccovervuimmuiciurnninnecnnieinennnees
Gomez v. United States, 490 U.S. 858 (1989) .....oueoreverieieiieieeeeeieeeeeereeeeeeeeeeeeeseesnsssssissnrenes

C. The Circuit Court Erred In Finding That The Rehabilitator
Could Rescind The Arbitration Agreements .........cccceeeceerecveerecceecenseveecenne.

Minor v. Stephens, 898 S.W.2d 71 (Ky. 1995) ..ottt
Ky. Cent. Life Ins. Co. v. Stephens, 897 S.W.2d 583 (Ky. 1995) ..ccuvtrvvrrrersrerrnernrnrancnes
Allin v. Am. Indem. Co., 246 Ky. 396, 55 S.W.2d 44 (Ky. 1932)....ccevvvivrrerrrerrrvreancnne 23

Goodpaster v. Southern Ins. Agency,
293 Ky. 420, 169 S W.2d 1 (K. 1943) ..cnmiiiicieieiinitrctnicceneneneteeeenieanns

KRS § 304.33-160 .....ccneiiiiiieiieeitetreeceresseceteeeseeneree s eessssssscesesssantosesessasesessssanassssnses
KRS § 304.33-040 .....oovriiriiierieeeneeeeesieteseetrsteseeseeseessesssssessssossssassseetessesmssssssassessasssossens
KRS § 304.33-150 ..uceieiieeeeietrenieteeereseeesseseestesceseeesessemtsnestonssstssssssssessssassossssasarssssseses
KRS § 304.33-000 ..ottt eeeeneereres e ceeestes e sate et essnanneesasran s s s s s sssesesnaas
KRS § 304.33-030 ...ciiireiereeeereceriiecteseesssssiestec e e s e astes s s sesssssssssssssstaeassssessossavatanan
BLACK’S LAW DICTIONARY, 344 (8th €d. 2004) cceereeeeeeeeccereteeeeeeree e rccerecsesseeesssannen

2 Henry C. Black, A TREATISE ON THE RESCISSION OF CONTRACTS &
CANCELLATION OF WRITTEN INSTRUMENTS § 332 (1916) ....cccurueeeereeceeccerennnne

17B C.1.S. Contracts § 492 (1999) ..ottt st san e

D. The Circuit Court’s Finding That There Was No Arbitration
Agreement For The Years 1998, 1999, And 2000 Was
CLEAL BITOT c.ooiivviiiecereiiitvieeeeeeesrrenereseeeiaesesenseesssasaassansontesssssssssasssnransinssnssses

E. Any Inefficiencies That Arbitration Might Cause Are Irrelevant
To The Enforceability Of Valid Arbitration Agreements ..........ccceceeuenee.

Dean Witter Reynolds, Inc. v. Byrd, 470 U.S. 213 (1985) ..ccueurreeuiieiiiiiccienncnnecns 217,

Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1 (1993).....................

10711445.1 vii




F. The Rehabilitator’s Failure To Sign The Engagement Letters Is
Irrelevant Because The Rehabilitator Stands In The Shoes Of
ATK COMP ettt te et st es s saeaessntesesnne s e ssnesessaesennesonse

KRS § 304.33-160 ....cceeeoiiireeeeeeceeeteeeeeeteeeeeereesseeenesestessseessseessssenseesssesssssssseasssensesnnns
Bennett v. Liberty Nat’l Fire Ins. Co., 968 F.2d 969 (9th Cir. 1992) .....cccccevvevrvreeennne 28
Costle v. Fremont Indem. Co., 839 F. Supp. 265 (D. Vt. 1993) ....ccovvvvivrervenrirneeieneennens

Koken v. Cologne Reinsurance (Barbardos) Ltd.,
34 F. Supp. 2d 240 (M.D. Pa. 1999)

Craig v. Bank of N.Y., 169 F. Supp. 2d 202 (S.D.N.Y. 2001) ...oecereererreeceeeeeieeeenie
Koken v. Legion Ins. Co., 831 A.2d 1196 (Pa. Commw. Ct. 2003).......ccovvveervreerrrnecrvnennns
Dardar v. Ins. Guarantee Ass’n, 556 So. 2d 272 (La. App. 1990).....ccccevvevrverrcercrenrnenne

Ky. Cent. Life Ins. Co. v. Park Broad. of Ky., Inc.,
913 S.W.2d 330 (Ky. App. 1996)

..........................................................................

Hays & Co. v. Merrill, Lynch, Pierce, Fenner & Smith, Inc.,
885 F.2d 1149 (BA Cir. 1989) .....coiitiiieeiteeteerreereeeseceteeeete e sveeessasessneesannenns

Miller v. Dean Witter Reynolds, Inc., 134 B.R. 640 (D. Minn. 1991)......ccceuveurnunncns 29

G. The Fact That Ernst & Young Resigned From The 2003 Audit
Without Seeking Arbitration Is Irrelevant.........ccccceecevrrccnerrceecrnnnnnnnncnee

Am. Gen. Home Equity, Inc. v. Kestel, 253 S.W. 3d 543 (2008) ..ccccocceevvirecvcrnenecnrurennces

III. THE CIRCUIT COURT’S OPINION IN THE APPALACHIAN CASE
SHOULD BE REVERSED .......cccoviiniiiiiiiiiiiiiciecttccte et ne s

A. The Circuit Court’s Finding That The Claims Do Not Arise
Out Of The Engagement Letters Is InCOIrect ........covvevvviniivinrensninninnnnen.

Coles v. Johns, 377 S.W.2d 587 (K. 1964)......couviiviniimiiieiierinnnicnenctene s
Louisville Peterbilt, Inc. v. Cox, 132 S.W.3d 850 (Ky. 2004)......ccoveerririrnrrrnrninnen. 33,
Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1 (1993).....cccccvvvvennnn.
First Options of Chicago, Inc. v. Kaplan, 514 U.S. 938 (1995) ......ccvvvimievreirrnnenienicnnens

Gilmer v. Interstate/Johnson Lane Corp., 500 U.S. 20 (1991).....cccvvimiimniinrnmenniivinnnnnenns

10711445.1 viii




Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc.,
AT ULS. 614 (1985) .. ceieieeeieereeeeeerertee st esee et esseee st eesae e seaesneeessesemeesesesasareenes 34
® B. Plaintiffs Are Bound To Arbitrate Because Their Agent Agreed
TO AIDITAtION ...ceereiiiierieeecieerteeteertresrereereseeseaesesrassseessassssessssessssesssnssnne 35
KRS § 304.50-000 ......oooorrireriieniieieeteeeetereetteecesessrsasereessseessessaesssssesessrassssessssssressssransnns 35
o KRS § 304.50-110 ..ttt et seres st eesne et eenn e s sn s as s sesssessnaessasennesssseanseansnes 35
Ky. Home Life Ins. Co. v. Johnson, 263 Ky. 787, 93 S.W.2d 863 (Ky. 1936).................. 36
Louisville Peterbilt, Inc. v. Cox, 132 S.W.3d 850 (Ky. 2004) .....cccceerrerrverscrrrveeencerenenannes 36
d Buckeye Check Cashing, Inc. v. Cardenga, 546 U.S. 440 (2006) .......cccccereevrereervueaerrueeenns 36
Prima Paint Corp. v. Flood & Conklin Mfg. Co., 388 U.S. 395 (1967)......ceeveerevuenen. 36
C. The Putative Class Plaintiffs Are Bound To Arbitrate As
e Third-Party Beneficiaries .........c.ccocveeiiiecieiininciiciininicicciececncsaecnees 36
Presnell Constr. Mgrs., Inc. v. EH Constr., LLC, 134 S.W.3d 575 (Ky. 2004)................ 37
RESTATEMENT (SECOND) OF TORTS § 552(2) (1965) ...eneeiiieeeeeeeeereeeeeee e eeeee e e eeees 37
g LaSalle v. Int’l Brotherhood of Elec. Workers Local No. 665,
336 F. Supp. 2d 727 (W.D. Mich. 2004) .....cccceoiririenniieciinirinieieneeeesnesscsanenees 38
Dist. Moving & Storage Co. v. Gardiner & Gardiner, Inc.,
492 A.2d 319 (Md. Ct. Spec. App. 1985)..cccvviniiiiniiiiiiiiniiiccctccrentr et 38
@
2 WILLISTON ON CONTRACTS § 364(A) (Bd €d. 1957) e eceeeeeeeeane 38
Zac Smith & Co. v. Moonspinner Condo Ass’n,
472 So. 2d 1324 (Fla. Dis. Ct. App. 1985) ..ottt 38
L Ripmaster v. Toyoda Gosei, Co., Ltd., 824 F. Supp. 116 (E.D. Mich 1993)..................... 38
D. The Putative Class Plaintiffs Are Bound to Arbitrate by
ESLOPPEL ....ooiireiiieticiiiitnit ettt st 38
® Javitch v. First Union Sec., Inc., 315 F.3d 619 (6th Cir. 2003).......ccocevvvimnrierririinannennee. 38
Int’l Paper Co. v. Schwabedisen Maschinen & Anlagen GMBH,
206 F.3d 411 (4th Cir. 2000) ...cccovereirerrennecninitiniiinecinteneisse e sssasssaens 38,39
° Prima Paint Corp. v. Flood & Conklin Mfg. Co., 388 U.S. 395 (1967)...................... 39,40
El Hoss Eng’g & Transp. Co. v. Am. Indep. Oil Co., 289 F.2d 346 (2d Cir. 1961).......... 40
10711445.1 ix
o




Interocean Shipping Co. v. Nat’l Shipping & Trading Corp.,

462 F.2d 673 (2d CiI. 1972) .ottt seeevesenateeeesesaeesneseseecneenes 40
® McAllister Bros., Inc. v. A & S Trans. Co., 621 F.2d 519 (2d Cir. 1980)......ccccccvceevrvevennen. 40
E. The Circuit Court’s Findings Regarding Efficiency Cannot
Support Denying Arbitration Here ..........cccocvecrneenieniicnincrccnnccncnnnnnes 40
L Dean Witter Reynolds, Inc. v. Byrd, 470 U.S. 213 (1985).....occvrirrvrrrierceercerrresecreneeanens 40
Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1 (1993)......ccccueu...... 40
CONCLUSION .....utitiirtneteienteesieetessteseresee st s eressteessessasesesssaassasasesasassesessasssessaessasaes 41
L J
L
®
o
o
@
e
10711445.1 X
®




STATEMENT OF THE CASE
° AIK Comp And Its Members

AIK Comp was formed in 1979 z;s a workers’ compensation self-insurance
pool under Kentucky law. (2005 Assessment Plan at 3 (A448)1.‘) The basic
characteristics of self-insurance pools have been described as follows in papers filed in
Franklin Circuit Court by one of the appellees:

Under Kentucky Law, employers are required to either insure their

e workers’ compensation liability under a policy of insurance that is
typically issued by an insurance company, or they must demonstrate the
financial ability to self-insure.

Certain employers qualify to self-insure by demonstrating their individual

® financial strength and ability to pay and secure the payment of workers’
compensation benefits. Other employers may qualify to self-insure only
by combining their financial strength and by pooling their liabilities for
compensation jointly with other employers. The joint and several
obligation is the legal mechanism that permits many small employers to
self-insure as a group. A group self-insured fund is required to maintain

* sufficient reserves to secure the payment of claims. If there is a deficit in
the net worth or if reserves are inadequate, the group self-insured fund,
notwithstanding claims against those persons or entities who may have
failed in their obligations to members, is obligated to develop a plan to
strengthen the financial condition of the fund. An assessment of the

o members is permitted and often necessary as part of any such plan.

(2005 Assessment Plan at 3 (A448).)

Thus, each member of AIK Comp agreed to be jointly and severally liable

L
for all risks insured by the pool, and to pay both up-front premiums and additional
assessments if the members’ premiums proved to be inadequate to cover the risks insured
PS by the pool. (R. Compl. 4 (A25); A. Compl. | 1 (A206).)2

! Citations in the form of “A__" refer to the accompanying Appendix.

2 Citations to “R. Compl.” refer to the Verified Complaint filed by the Rehabilitator

® on March 29, 2005. (A23-A35.) Citations to “A. Compl.” refer to the Consolidated
Amended Complaint filed by Appalachian Regional Healthcare, Inc., et al., on July 3,
2006. (A203-A259.)
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In addition, as a condition of membership in AIK Comp, each member
® agreed to “conform to the terms of the agreements [AIK Comp] may enter into with any

authorized service company[.]” (Aff. of David S. Meyer dated July 11, 2007, Ex. A

(“Membership Application”) (A284).) Each member of AIK Comp further agreed to

“appoint AIK Comp and its trustees to act as [its] agent in all matters relating to

Kentucky Workers’ Compensation Statutes.” (Membership Application (A283).)

AIK Comp Engaged Ernst & Young To Audit AIK Comp’s Financial Statements

Appellant Emst & Young LLP (“Emst & Young”) is an accounting firm

providing auditing, tax, and other services. (See R. Compl. | 5 (A25); A. Compl. ] 42
® (A213).) It is a limited liability partnership formed under the laws of Delaware. (See R.
Compl. 5 (A25); A. Compl. 42 (A213).) Ernst & Young audited AIK Comp’s
financial statements for each year from 1998 through 2002. (See R. Compl. I 5 (A25);
see also A. Compl. | 89-93, 144 (A224, A235).) Appellant David S. Meyer (“Mr.
Meyer”) is one of its partners. (R. Compl. {6 (A25).)

In connection with the audit of AIK Comp’s financial statements for the
period ending December 31, 1998, AIK Comp and Ernst & Young executed an
engagement letter that includes the following arbitration clause:

e Any controversy or claim arising out of or relating to the services covered
by this letter or hereafter provided by us to the Company (including any
such matter involving any parent, subsidiary, affiliate, successor in
interest, or agent of the Company or of Ernst & Young LLP) shall be
submitted first to voluntary mediation, and if mediation is not successful,

e then to binding arbitration, in accordance with the dispute resolution

procedures set forth in the attachment to this letter. Judgment on any
arbitration award may be entered in any court having proper jurisdiction.

(See Second Aff. of David S. Meyer dated January 20, 2006, Ex. A at { 15 (A102).)
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The parties signed three additional letters covering the 1999, 2000, and
® 2001-2003 audits, respectively, incorporating certain terms from the engagement letter
for 1998, including the arbitration clause. (See id., Exs. B-D (A105-A110).) In addition,
in July 2002, the parties signed another letter, which included the following arbitration
clause:

Any controversy or claim arising out of or relating to the services covered

by this letter or hereafter provided by us for the Fund or at its request

(including any such matter involving any parent, subsidiary, affiliate,

successor in interest, or agent of the Fund or of Ernst & Young LLP, or

involving any person or entity for whose benefit the services in question

are or were provided), shall be submitted first to voluntary mediation, and

if mediation is not successful, then to binding arbitration, in accordance

with the dispute resolution procedures set forth in the attachment to this

® letter. Judgment on any arbitration award may be entered in any court

having jurisdiction.

(Aff. of David S. Meyer dated April 18, 2005, Ex. A (A51).)

° The Rehabilitation Of AIK Comp

In April 2004, the Office of Workers’ Claims initiated a financial

examination of AIK Comp. (2005 Assessment Plan at 4 (A449).) In June 2004, realizing

o that it was in a deficit position, AIK Comp attempted a remediation with the Office of
Workers’ Claims and informed its members of the proposed remediation. (December 8,
2005 Findings of Fact and Conclusions of Law at §{ 10 (A492).) Ultimately, the trustees
of AIK Comp agreed to a rehabilitation under the auspices of the Executive Director of
the Office of Insurance (the “Rehabilitator’”) pursuant to KRS 304.33-040, -140, and -

P 150. (Id. at§ 11 (A492).) Pursuant to an agreed plan of assessment, the Rehabilitator has
collected in excess of $74,000,000 from AIK Comp members, and members have

executed contingent callable promissory notes for additional amounts. (A. Compl. {4, 5

(A207).)
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The Rehabilitator filed suit (the “Rehabilitator’s Case”) against Ernst &
® Young, Mr. Meyer, and others, alleging negligence and negligent misrepresentation.
(R. Compl. I 27-33, 35-41, 43-45, 47-49 (A29-A33).) In addition, certain AIK Comp
members, led by Appalachian Regional Healthcare, Inc., filed a putative class action (the
“Appalachian Case”), purportedly on behalf of all AIK Comp members, alleging similar
causes of action, including alleged violations of the Kentucky Insurance Code and a
claim for indemnification, against Ernst & Young, but not against Mr. Meyer. (A.
Compl. §ff 154-57, 159-62, 164-67, 169-73, 175-78, 185-90 (A237-A243).) Both suits
are pending in the Franklin Circuit Court. Ernst & Young and Mr. Meyer moved to stay
® all claims against them and compel arbitration of those claims. As set forth below, the
Circuit Court (Wingate, J.) denied those motions.
The Circuit Court’s Decision In The Rehabilitator’s Case
The Circuit Court’s opinion in the Rehabilitator’s Case contains six
purported bases for its conclusion, as well as a section addressing an affirmative
® argument put forth by Ernst & Young and Mr. Meyer.
In declining to compel arbitration of the Rehabilitator’s claims, the Circuit
Court found that it was not bound by the “national policy favoring arbitration” embodied
e in the Federal Arbitration Act (“FAA”), Southland Corp. v. Keating, 465 U.S. 1, 10
(1984), on the ground that the FAA is reverse preempted by the McCarran-Ferguson Act,
which establishes a federal policy of noninterference with statutes enacted for the purpose
of regulating the business of insurance. (See Opinion & Order entered September 13,
2007 (“R. Order”) at 8-9 (A8-9).) In addition, the court identified six grounds for

® refusing to enforce the arbitration agreements.
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First, the Circuit Court found that the Kentucky Insurers Rehabilitation

® and Liquidation Law granted it “exclusive jurisdiction over all matters relating to the

rehabilitation of AIK Comp.” (/d. at 3 (emphasis in original) (A3).) It held that the

exclusive jurisdiction statute “renders arbitration clauses unenforceable during

* rehabilitation” and that this result was necessary for it to “retain jurisdiction™ over the
Rehabilitator’s claims against Ernst & Young. (Id. at 3-4 (A3-A4).)

° Second, the court cited the “inefficiencies™ and risk of “disparity of
judgments” it believed would result from having “differing dispute resolution
proceedings” in different forums. (/d. at 4 (A4).) The Circuit Court concluded that

® permitting separate proceedings “makes very little sense.” (1d.)

Third, the court held, without citation to the engagement letters, that “the
arbitration agreement” relied upon by Ernst & Young “was applicable only to the years

* 2001, 2002 and 2003.” (Id. at 5 (AS).) “Thus[,]” the court concluded, *“the arbitration
agreement is completely irrelevant and unenforceable as to any cause of action or dispute

P that arose between the parties in 1998, 1999 and 2000.” (Id.)

Fourth, the court held that the Rehabilitator, although exercising “the
powers of the officers and trustees” of AIK Comp, was not bound by the engagement

e letters between AIK Comp and Ernst & Young because the Rehabilitator did not sign the
engagement letters. (/d. at 6-7 (A6-A7).)

Fifth, the court held that the engagement letters were rescinded.

‘ Specifically, it held that the Rehabilitator has the authority, pursuant to the police powers
of the Commonwealth, to rescind the engagement letters in the public interest. (See id. at

® 3,7-8 (A3, A7-A8).)
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Sixth, although not addressed in the text of its “Discussion,” the court
® stated that it “agrees” with an argument that Emst & Young somehow waived
arbitrability of claims regarding the 1998 through 2002 audits by resigning from the 2003

audit. (/d. at2-3 (A2-A3).)

° The Circuit Court’s Decision In The Appalachian Case
In the Appalachian Case, the Circuit Court once again rejected Ernst &
o Young’s argument that the FAA and the Kentucky Uniform Arbitration Act (“KUAA”)
require arbitration of the plaintiffs’ claims.
First, the court found that the putative class plaintiffs’ claims against Ernst
¢ & Young “do not ‘arise out of or relate to’” the engagement letters, and ruled that,
therefore, the putative class plaintiffs could not be compelled to arbitrate. (Opinion and
Order entered November 21, 2007 (“A. Order™) at 2-3 (A13-A14).)
¢ Second, the court gave a number of reasons why the putative class
plaintiffs should not be bound under principles of agency. For example, it found that
® only the July 2002 engagement letter expressly covered members of AIK Comp, that the
earlier years were therefore not covered, and that it would be inefficient to arbitrate some
years but not others. In addition, the Circuit Court found that the putative class plaintiffs
e should not be bound by the engagement letters because they were signed by the CEO of
AIK Comp, who was himself subsequently sued for breach of fiduciary duty. (Id. at 3-5
(A14-A16).)
e
Third, the court rejected the argument that the putative class plaintiffs
should be bound as third-party beneficiaries, finding that their claims did not depend
® upon any third-party beneficiary status created at the inception of the agreement. (/d. at
5-6 (A16-A17).)
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Fourth, the court found that the putative class plaintiffs were not bound to
® arbitrate under principles of equitable estoppel. In support of this conclusion, the court
found, without any basis, that any benefit the putative class members gained as a result of

being undercharged for premiums when they purchased their policies was more than

° made up for by the assessments they were later forced to pay. (Id. at 6-7 (A17-A18).)
Fifth and finally, the court found that compelling the putative class

® plaintiffs to arbitrate would be inefficient because it had already denied the motion to
compel the Rehabilitator to arbitrate similar claims. However, the court did not cite any
authority for the proposition that efficiency is a valid consideration when assessing

@ whether claims are arbitrable. (/d. at 7-8 (A18-A19).)
Subsequent Proceedings

Ernst & Young and Mr. Meyer timely appealed under KRS § 417.220 and

. CR 73. (Notice of Appeal dated October 10, 2007 (A148-A150); Notice of Appeal dated
December 14, 2007 (A364-A370).) The Rehabilitator then moved to transfer from the

° Court of Appeals to this Court. (Motion for Transfer dated October 22, 2007 (A151-
A180).) Emst & Young and Mr. Meyer filed a response concurring with the request for a
transfer to this Court. (Response of Defendants Ernst & Young LLP and David S. Meyer

o in Support of Motion for Transfer (A181-A200).) Emnst & Young also moved to transfer
its appeal in the Appalachian Case to this Court as related to the appeal in the
Rehabilitator’s Case. (See Ernst & Young’s Motion to Transfer (A371-A432).) This

. Court granted the transfer motions and consolidated both appeals. (See Orders Granting
Transfer and Consolidation (A201-A202, A433-A434).)

®
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SUMMARY OF ARGUMENT

® Both federal law and Kentucky law establish strong policies and
presumptions favoring enforcement of arbitration agreements, permitting such
agreements to be set aside only on the bases on which ordinary contracts can be set aside.
The Circuit Court ignored the federal and Kentucky arbitration statutes, and instead
distorted the Kentucky Insurance Code and the arbitration agreements at issue beyond
recognition in a vain effort to find a basis for refusing to order arbitration. Indeed, the
Circuit Court never even considered whether the arbitration agreements could be
invalidated under ordinary contract principles.
e The federal statute requiring the enforcement of arbitration agreements
preempts any allegedly inconsistent state law, except in the rare circumstance of a
specific statute regulating the business of insurance that is invalidated, impaired, or
superseded by the federal law. In such a case, the federal statute would be “reverse-
preempted” under the McCarran-Ferguson Act. Here, the Circuit Court found McCarran-
Ferguson reverse-preemption without ever even bothering to discuss the question of
impairment of state law. This was error.
Moreover, even if one treats the Circuit Court’s separate discussion of
® state law as being intended to lay a foundation for reverse-preemption, that analysis was
incorrect. Specifically, the Circuit Court found that a provision of the Insurance Code
giving it “exclusive jurisdiction” was somehow inconsistent with referring the claims
against appellants to arbitration. The United States Supreme Court has specifically found
that a referral to arbitration does not deprive the referring court of jurisdiction and is
® therefore not inconsistent with a grant of exclusive jurisdiction to such a court. This

Court has reached the same conclusion as well.
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The Circuit Court also found that the Kentucky Insurers Rehabilitation and
°® Liquidation Law grants the Rehabilitator the right to rescind the arbitration agreements at
issue. However, the statute upon which it relied applies only to rehabilitation
proceedings themselves, and not to separate proceedings such as these. Accordingly, for
this as well as other reasons, the Circuit Court was wrong in finding that the Rehabilitator
had rescinded the arbitration agreements.

The court’s other bases for permitting the Rehabilitator to avoid arbitration
are even less defensible. For example, it found that there were no arbitration agreements
for the years 1998 to 2001. On the contrary, the record contains an entire affidavit
o devoted to placing those very arbitration agreements before the court, and the court even

cited those agreements in the Appalachian Case. The court also violated the express
instructions of the United States Supreme Court by treating efficiency as a basis for
denying arbitration. Federal law is absolutely clear that if a valid arbitration agreement
exists, it must be followed whether it is efficient or not. The court does not have
° discretion to void an arbitration agreement if it is inconvenient or inefficient.
The court also erred in finding that the Rehabilitator’s failure to sign the

arbitration agreements allowed it to avoid arbitration, because the Rehabilitator is

® standing in AIK Comp’s shoes in asserting its claims. And the court erred in finding that
the fact that Emst & Young resigned from the 2003 audit of AIK Comp somehow affects
the arbitrability of claims arising from the work done in prior years.
In its opinion in the Appalachian Case, the Circuit Court repeated some of
the errors from its prior opinion and also found ways to commit a number of new ones.

® For example, it erred in finding that certain of the plaintiffs’ claims are inarbitrable
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because they fall outside the scope of the arbitration agreements or because they do not
® “arise” from the agreements. The agreements cover all claims relating to Ernst &

Young’s audit work for AIK Comp, which means every single claim asserted here is

covered.
* The Circuit Court also erred by finding that the plaintiffs were not bound
to arbitrate under an agency theory, even though they expressly appointed AIK Comp as
° their agent. Its basis—that the person who signed the agreements was sued for breach of
fiduciary duty—has nothing to do with the question of whether he was authorized to enter
into an arbitration agreement. Similarly, the court erred in finding that third-party
@ beneficiary principles are inadequate to require plaintiffs to abide by AIK Comp’s
arbitration agreements. Plaintiffs specifically pled that they were Ernst & Young’s true
clients, and that they were members of a group that was intended to benefit from Emst &
o
Young’s audits.
The court also erred in rejecting Ernst & Young’s showing that plaintiffs
® are precluded under principles of estoppel from suing Emst & Young for malpractice,
and then repudiating the agreements pursuant to which the audits were undertaken. The
purported basis for this holding was a factual finding that the savings plaintiffs achieved
e by paying lower premiums were outweighed by their subsequent assessments and
penalties. But, to have a basis for such a finding, the court would have had to conduct a
factual inquiry that it never even purported to undertake. Finally, the Circuit Court
¢ repeated its error from the Rehabilitator’s Case and took efficiency considerations into
account in denying arbitration of the putative class claims. As noted above, efficiency is
) simply irrelevant to arbitrability.
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ARGUMENT
° STANDARD OF REVIEW
Where a lower court denies a motion to compel arbitration as a matter of
law, appellate review is de novo. E.g., Conseco Fin. Servicing Corp. v. Wilder, 47
® S.W.3d 335, 340 (Ky. App. 2001); accord Fazio v. Lehman Bros., Inc., 340 F.3d 386,
392 (6th Cir. 2003). The lower court’s factual findings may be reversed for clear error or
lack of substantial evidence in the record below. Conseco, 47 S.W.3d at 340.
In addition, “[t]here is a strong presumption in favor of arbitration under
the FAA.” Highlands Wellmont Health Network, Inc. v. John Deere Health Plan, Inc.,
® 350 F.3d 568, 573 (6th Cir. 2003) (citation omitted). Likewise, “Kentucky has favored
the enforcement of private arbitration contracts.” Buck Run Baptist Church, Inc. v.
Cumberland Sur. Ins. Co., 983 S.W.2d 501, 504 (Ky. 1998). Thus, both “Kentucky and
national policy have generally favored agreements to arbitrate.” Louisville Peterbilt, Inc.
v. Cox, 132 S.W.3d 850, 854 (Ky. 2004). Moreover, “‘[a]ny doubts concerning the scope
of arbitrable issues should be resolved in favor of arbitration, whether the problem at
hand is the construction of the contract language itself or an allegation of waiver, delay,
or a like defense to arbitrability.”” Louisville Peterbilt, 132 S.W.3d at 855 (quoting
o Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S. 1, 24-25 (1993)).
I FEDERAL AND KENTUCKY LAW REQUIRE THAT ARBITRATION

AGREEMENTS BE ENFORCED IN ALL BUT THE NARROWEST OF
CIRCUMSTANCES

The United States Supreme Court recently reiterated that “Congress
enacted the FAA to replace judicial indisposition to arbitration with a national policy
favoring [it] and plac[ing] arbitration agreements on equal footing with all other

contracts.” Hall St. Assocs., L.L.C. v. Mattel, Inc., 128 S. Ct. 1396, 1402 (2008)
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(alterations in original; internal quotes and citation omitted); see also, e.g., Southland
® Corp. v. Keating, 465 U.S. 1, 10 (1984) (noting that Congress, through the FAA,
“declared a national policy favoring arbitration”). Indeed, by enacting the FAA,

Congress “withdrew the power of the states to require a judicial forum for the resolution

® of claims which the contracting parties agreed to resolve by arbitration.” Southland, 465

U.S. at 10, see also Moses H. Cone Mem’l Hosp., 460 U.S. at 24 (“Section 2 [of the

° FAA] is a congressional declaration of a liberal federal policy favoring arbitration
agreements, notwithstanding any state substantive or procedural policies to the
contrary”).

o The mechanism by which Congress implemented this policy is
straightforward and unambiguous. Specifically, the FAA provides that a written
agreement to arbitrate “shall be valid, irrevocable, and enforceable, save upon such

¢ grounds as exist at law or in equity for the revocation of any contract.”” 9 U.S.C. § 2
(1999) (emphasis added) (A531).

° Kentucky law is equally protective of arbitration agreements. This Court
has recognized that it is an important and long-held policy of the Commonwealth “to
favor the settlement of disputes by means of arbitration.” Fite & Warmath Constr. Co. v.

® MYS Corp., 559 S.W.2d 729, 735 (Ky. 1977). In fact, the right to arbitrate is guaranteed
by the Kentucky Constitution, which requires “the General Assembly to enact such laws
as shall be necessary and proper to decide differences by arbitrators, the arbitrators to be

¢ appointed by the parties who may choose that summary mode of adjustment.” Ky. Const.
§ 250 (1891); see also Valley Constr. Co. v. Perry Host Mgmt. Co., 796 S.W.2d 365, 366
® n.1 (Ky. 1990) (“The device of arbitration has been specifically approved by our State
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Constitution since 1799”) (citing Ky. Const. § 250); accord Second Const. of Ky., art. VI
® § 10 (1799); Buck Run, 983 S.W.2d at 504 (“Kentucky has favored the enforcement of

private arbitration contracts.”).

The KUAA gives effect to Kentucky’s constitutional directive to promote
g arbitration by providing, in terms virtually identical to those in the FAA, that “[a] written
agreement . . . to submit to arbitration any controversy thereafter arising between the
° parties is valid, enforceable and irrevocable, save upon such grounds as exist at law for
the revocation of any contract.” KRS § 417.050 (emphasis added) (A518). The KUAA
is, thus, “a straightforward expression of public policy in favor of enforcement of
L arbitration agreements. . . .’ Beyt, Rish, Robbins Group, Architects v. Appalachian Reg’l
Healthcare, Inc., 854 S.W.2d 784, 786 (Ky. App. 1993) (explaining KRS § 417.050).
In short, both the United States Congress and this Commonwealth have
¢ implemented an unambiguous policy that parties “should not be free to repudiate
promises to arbitrate.” Buck Run, 983 S.W.2d at 504; see also, e.g., Southland, 465 U.S.
® at 7 (“Contracts to arbitrate are not to be avoided by allowing one party to ignore the
contract and resort to the courts.”); H.R. Rep. No. 96, at 1 (1924) (stating that the purpose
of the FAA is “to make the contracting party live up to his agreement” to arbitrate). In
® service of that policy, both the FAA and the KUAA constrain courts to enforce all
arbitration agreements, except in the very limited circumstances when those contracts are
invalid under ordinary contract principles. As this Court has recently explained, “both
¢ the FAA and the KUAA state that arbitration agreements must be enforced unless valid
grounds for revoking any contract are established.” Am. Gen. Home Equity, Inc. v.
) Kestel, 253 S.W.3d 543, 550 (2008).
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Despite appellants’ showing in both cases below,’ however, the Circuit
° Court refused to enforce the arbitration agreements between Ernst & Young and AIK
Comp, even though it never found them to be revocable as a matter of contract law.
Having thus failed to apply the proper legal framework for determining whether the
claims of the plaintiffs in these cases must be arbitrated, it is not surprising that each of
the grounds relied on by the Circuit Court to deny the defendants’ motions to compel
arbitration is contrary to federal and Kentucky law and must be reversed.

II. THE CIRCUIT COURT’S OPINION IN THE REHABILITATOR'’S CASE
SHOULD BE REVERSED

A. The Circuit Court’s Finding Of Reverse-Preemption Under The
® McCarran-Ferguson Act Was Erroneous

In its opinion supporting its refusal to compel arbitration of the
Rehabilitator’s claims, the Circuit Court noted with extreme understatement that,
“[g]enerally, arbitration clauses are enforceable under the Federal Arbitration Act
(‘FAA’).” (R. Order at 8 (A8).) In fact, as just discussed, the United States Supreme
Court has held that, by enacting the FAA, Congress “withdrew the power of the states to
require a judicial forum for the resolution of claims which the contracting parties agreed
to resolve by arbitration.” Southland, 465 U.S. at 10 (emphasis added); see also Moses
() H. Cone Mem’l Hosp., 460 U.S. at 24 (“Section 2 [of the FAA] is a congressional

declaration of a liberal federal policy favoring arbitration agreements, notwithstanding

any state substantive or procedural policies to the contrary”) (emphasis added). The

3 (Memorandum in Support of Motion of Defendants Ernst & Young LLP and

David S. Meyer for Order Staying This Action and Compelling Arbitration (“E&Y
Rehabilitator’s Case Mem. ) at 4-5 (A41-A42); Aug. 28, 2007 Transcript at 5, 11 (A128-
A129); Memorandum in Support Of Motion To Stay Action And Compel Arbitration

® (“E&Y Appalachian Mem.”) at 4-5, 10-11 (A265-A266, A271-A272); Oct. 19, 2007
Transcript at 3-4 (A337).)
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Circuit Court nonetheless found that it was not constrained by the FAA to compel

® arbitration of the Rehabilitator’s claims because the FAA is reverse-preempted by the
McCarran-Ferguson Act. (R. Order at 8-9 (A8-A9).) As Emst & Young and Mr. Meyer
showed below,* that conclusion is insupportable.

° The McCarran-Ferguson Act provides that no federal law “shall be
construed to invalidate, impair, or supersede any law enacted by any State for the purpose

° of regulating the business of insurance . . . unless such Act specifically relates to the
business of insurance[.]” 15 U.S.C. § 1012(b) (1997) (AS32). Reverse-preempting
federal law under the McCarran-Ferguson Act requires: (1) a state statute “enacted . . .

e for the purpose of regulating the business of insurance”; (2) a federal statute that “does
not specifically relat[e] to the business of insurance”; and (3) an application of the federal
law that would “invalidate, impair, or supersede’ the state statute regulating the business

¢ of insurance. Humana Inc. v. Forsyth, 525 U.S. 299, 307 (1999) (alteration and omission
in original; internal quotations omitted) (citing Dep’t of Treasury v. Fabe, 508 U.S. 491,

® 501 (1993)).

Here, the third factor—whether the application of the FAA would
“invalidate, impair, or supersede” any state statute regulating the business of insurance—

e is lacking. Id. “The test under McCarran-Ferguson is not whether a state has enacted
statutes regulating the business of insurance, but whether such state statutes will be
invalidated, impaired, or superseded by application of federal law.” Miller v. Nat’l Fid.

¢ Life Ins. Co., 588 F.2d 185, 187 (5th Cir. 1979). The Circuit Court made no finding that
4 (Reply in Support of Motion of Defendants Ernst & Young LLP and David S.

® Meyer for Order Staying this Action and Compelling Arbitration (“E&Y Rehabilitator’s
Case Reply”) at 5-7 (A84-A86).)
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applying the FAA would “invalidate, impair, or supersede” any provision of the
PY Kentucky Insurers Rehabilitation and Liquidation Law. This was error.

Moreover, as we show in Parts II B and II C below, to the extent that the
court’s invocation of the Kentucky Insurers Rehabilitation and Liquidation Law was
intended as support for a finding of reverse-preemption, the court’s analysis is incorrect.
Ordering arbitration would not restrict the powers of the Rehabilitator, the claims the
Rehabilitator can bring, or the relief the Rehabilitator can obtain. Instead, the
Rehabilitator may simply pursue the same claims and seek the same relief through
arbitration. Accordingly, there is no basis for finding that the FAA inva}idates, impairs,
@ or supersedes state law. See, e.g., Bennett v. Liberty Nat’l Fire Ins. Co., 968 F.2d 969,
972 (9th Cir. 1992) (“Application of the FAA does not impair the liquidator’s substantive
remedy under Montana [insurance] law. Insteadl,] it simply requires the liquidator to
seck relief through arbitration.”); Ainsworth v. Allstate Ins. Co., 634 F. Supp. 52, 57
(W.D. Mo. 1985) (no reverse-preemption where “application of the FAA does not impair
the substantive remedy under [state insurance] law[,] but merely requires the receiver to
seek that relief through arbitration”) (emphasis omitted).

B. The Circuit Court Erred In Concluding That Ordering Arbitration
Would Deprive It Of Jurisdiction

1. Ordering Arbitration Does Not Oust The Circuit Court Of
Jurisdiction

Despite Ernst & Young’s and Mr. Meyer’s argument to the contrary,’ the
Circuit Court concluded that permitting arbitration would be inconsistent with KRS

§ 304.33-140(2), which grants the Franklin Circuit Court “exclusive jurisdiction” over

® > (See E&Y Rehabilitator’s Case Reply at 3-5 (A82-A84); Aug. 28, 2007 Transcript
at 10-12, 14 (A129-A130).)
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“all matters relating to” rehabilitation. (R. Order at 3 (emphasis omitted) (A3).)

® ‘Specifically, the Circuit Court held that Kentucky’s exclusive jurisdiction statute “renders
arbitration clauses unenforceable during rehabilitation” and that it was, therefore,
necessary for the Circuit Court to “retain jurisdiction” over the Rehabilitator’s claims

® against Emst & Young. (/d. at 3-4 (A3-A4).) The Circuit Court further found that
ordering arbitration would take away the court’s jurisdiction “over important aspects of

° the rehabilitation.” (Id. at 3 (A3).) This was error.

The courts of the Commonwealth have repudiated the view that referring a
matter to arbitration “ousts” the jurisdiction of the referring court. Kodak Mining Co. v.

o Carrs Fork Corp., 669 S.W.2d 917, 921 (Ky. 1984) (rejecting “ouster of jurisdiction
doctrine” and finding that Kentucky “has no public policy that would prevent the
enforcement of a private arbitration agreement” enforceable under the FAA); Fite &

i Warmath, 559 S.W.2d at 735 (rejecting ouster of jurisdiction theory and affirming stay
pending completion of arbitration between commercially sophisticated parties).

° Other courts, including the United States Supreme Court, agree. See, e.g.,
Vimar Seguros y Reaseguros, S.A. v. M/V Sky Reefer, 515 U.S. 528, 540 (1995) (when a
case is referred to arbitration, the trial court “retain[s] jurisdiction over the case” under

® federal law); see also id. at 542 (O’Connor, J., concurring) (trial court “retained
jurisdiction over [the] case while the arbitration proceeds”); DiMercurio v. Sphere Drake,
Ins., PLC, 202 F.3d 71, 77 (1st Cir. 2000) (holding that, under the FAA, “arbitration

° agreements do not divest courts of jurisdiction, though they prevent courts from resolving
the merits of arbitrable disputes”). Indeed, the FAA was enacted to displace judicial

) hostility to arbitration founded on the ground that courts ordering arbitration “were
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thereby ousted from their jurisdiction.” H.R. Rep. No. 96, at 1-2 (1924). Thus, referring
® to arbitration claims against a party such as Ernst & Young does not deprive a court of

exclusive jurisdiction.

For example, although the Securities Exchange Act of 1934 provides that

® the federal courts “shall have exclusive jurisdiction” over claims arising under that act, 15
U.S.C. § 78aa (1997), claims under the Securities Exchange Act are subject to arbitration.

° See Rodriguez de Quijas v. Shearson/Am. Express, Inc., 490 U.S. 477, 482 (1989) (citing
Shearson/Am. Express Inc. v. McMahon, 482 U.S. 220 (1987)). “By agreeing to arbitrate
a statutory claim, a party does not forgo the substantive rights afforded by the statute; it

o only submits to their resolution in an arbitral, rather than a judicial, forum.” Id. at 481
(internal quotation and citation omitted).

Likewise, bankruptcy courts have “exclusive jurisdiction” over all cases

¢ under the bankruptcy code and “exclusive jurisdiction” over all property of the estate,
including causes of action. See 28 U.S.C. § 1334(a), (d) (2006); see also 11 U.S.C. § 541

® (2005). Yet notwithstanding this “exclusive jurisdiction,” the bankruptcy trustee—who
performs a function akin to that of a rehabilitator or liquidator under the Kentucky
Insurers Rehabilitation and Liquidation Law—can be compelled to arbitrate. See, e.g.,

® Hays & Co. v. Merrill, Lynch, Pierce, Fenner & Smith, Inc., 885 F.2d 1149, 1154 (3d
Cir. 1989) (holding that bankruptcy trustee is “bound to arbitrate” claims derived from
the rights of the debtor); Miller v. Dean Witter Reynolds, Inc., 134 B.R. 640, 641 (D.

° Minn. 1991) (granting motion to compel bankruptcy trustee to arbitrate).

®
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2. The Rehabilitator Can Be Required To Arbitrate Under
Federal Law And The Law Of The Majority Of Jurisdictions
® That Have Addressed The Issue

The Circuit Court’s ruling that the Rehabilitator may not be compelled to

arbitrate is erroneous for an additional reason: the Circuit Court failed to interpret the
® KUAA in a manner consistent with the law of other states that have enacted the Uniform
Arbitration Act and in a manner consistent with the FAA.

The General Assembly has expressly provided that the KUAA “shall be so
construed as to effectuate its general purpose to make uniform the laws of those states
which enact [the Uniform Arbitration Act].” KRS § 417.240 (A520). As this Court has

® explained, “[t]here is a clear legislative intent to construe the KUAA consistently with
other states that have enacted the Uniform Act.” Louisville Peterbilt v. Cox, 132 S.W.3d
850, 855 (Ky. 2004); accord Valley Constr. Co. v. Perry Host Mgmt. Co., 796 S.W.2d
365, 367 (Ky. 1990) (“we are bound to interpret [the KUAA] so as to make it consistent
with the law of those other states which have enacted it”). This Court has likewise
“interpreted the KUAA [to be] consistent with the FAA[.]” Louisville Peterbilt, 132
S.W.3d at 857 (holding that both the KUAA and the FAA require claims of fraudulent
inducement to be heard in arbitration). See also Am. Gen. Home Equity, Inc. v. Kestel,
o 253 S.W.3d 543, 550 (2008) (stating that the KUAA “is similar to and has been construed
consistently with the FAA”).

The majority of jurisdictions that have considered the issue allow
mandatory arbitration of claims brought by rehabilitators or liquidators on behalf of
insurers against third parties. For example, a liquidator may be required to arbitrate

® claims brought on behalf of an insolvent insurer against a counterparty to a reinsurance

contract. See Quackenbush v. Allstate Ins. Co., 121 F.3d 1372, 1381-82 (9th Cir. 1997)
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(affirming order requiring liquidator to arbitrate under California law). Likewise, under
® Montana law, a liquidator may be compelled to arbitrate claims brought on behalf of an
insolvent insurer for payments pursuant to a management agreement. See Bennett v.

Liberty Nat’l Fire Ins. Co., 968 F.2d 969, 972 (9th Cir. 1992) (“Application of the FAA

® does not impair the liquidator’s substantive remedy under [state] law. Instead[,] it simply
requires the liquidator to seek relief through arbitration.”). Numerous other courts have
° so held. See, e.g., Selcke v. New England Ins. Co., 995 F.2d 688, 691 (7th Cir. 1993)
(Posner, J.) (Illinois rehabilitator must arbitrate claims brought on behalf of insolvent
insurance company against counterparty to reinsurance contracts containing arbitration
® clauses).6
In contrast, where (unlike here) claims are brought against a rehabilitator
or liquidator or are brought against the assets of the insolvent insurer, mandatory
¢ arbitration is typically not permitted, as demonstrated by the Rehabilitator’s own
authorities. See, e.g., Eden Fin. Group, Inc. v. Fid. Bankers Life Ins. Co., 778 F. Supp.
° 278, 282 (E.D. Va. 1991) (holding that the FAA does not apply where a party *“attempts

6 See also, e.g., Suter v. Munich Reinsurance Co., 223 F.3d 150, 160-61 (3d Cir.
2000) (arbitration of New Jersey liquidator’s claim on behalf of insolvent insurer against
counterparty to reinsurance contract not prohibited even though claim, if successful, “will
® benefit the insurer’s estate™); Schacht v. Beacon Ins. Co., 742 F.2d 386, 390-91 (7th Cir.
1984) (affirming grant of liquidator’s motion to compel arbitration of claims brought
against counterparty to reinsurance agreement; Illinois law); Koken v. Cologne
Reinsurance (Barbados) Ltd., 34 F. Supp. 2d 240, 253-54 (M.D. Pa. 1999) (arbitration
clause bound liquidator to arbitrate claim on behalf of insolvent insurer against
counterparty to coinsurance agreement); Foster v. Philadelphia Mfrs., 592 A.2d 131, 134
(Pa. Commw. Ct. 1991) (rehabilitator can be compelled to arbitrate claim on behalf of
insolvent insurer against reinsurance contract counterparty under Pennsylvania law);
Ainsworth v. Allstate Ins. Co., 634 F. Supp. 52, 57 (W.D. Mo. 1985) (receiver of
insolvent Missouri insurance companies can be compelled to arbitrate claims against
counterparties to reinsurance contract because “application of the FAA does not impair
® the substantive remedy under Missouri law but merely requires the receiver to seek that
relief through arbitration”) (emphasis omitted).

10711445.1 20




to invoke arbitration against the [insolvent] company or its receiver”) (cited in the
® Rehabilitator’s Brief in Opposition to Defendants’ Motion for Order Staying This Action
and Compelling Arbitration (“R. Opp. Br.”) at 9 (A62)); Washburn v. Corcoran, 643 F.

Supp. 554, 557-58 (S.D.N.Y. 1986) (claim against New York liquidator seeking assets of

® insolvent insurer not subject to arbitration) (cited in R. Opp. Br. at 12 (A65)).
The Eastern District of Kentucky’s decision in Nichols v. Vesta Fire
° Insurance Corp., 56 F. Supp. 2d 778 (E.D. Ky. 1999) (Hood, J.), is instructive. In
Nichols, as here, the Kentucky liquidator of an insolvent insurance company brought a
“garden variety” claim against a counterparty to a contract with the insurer. Id. at 780-
o 81. In Nichols, as here, the Kentucky liquidator sought to avoid arbitration by relying on
the “exclusive jurisdiction” afforded to the Franklin Circuit Court by the Kentucky
Insurers Rehabilitation and Liquidation Law. See id. And in Nichols, as here, the claim
¢ brought by the liquidator, which was not against the insurer, was “not a statutorily
defined ‘liquidation proceeding’” under Kentucky law. Id. Accordingly, the district
® court ruled that because “it is the insolvent insurer seeking relief,” the arbitration clause
in the agreements between the insolvent insurer and the counterparty could be enforced
against the liquidator. /d. at 781, 782. Thus, here, as in Nichols, the Rehabilitator should
® be required to arbitrate.
The Rehabilitator relies on cases from a minority of jurisdictions
prohibiting arbitration of claims brought by liquidators or rehabilitators. See, e.g.,
° Knickerbocker Agency, Inc. v. Holz, 149 N.E.2d 885, 890 (N.Y. 1958) (finding that the
court “may not be ousted of jurisdiction in favor of an arbitrative tribunal” under New
® York law and affirming denial of motion to compel arbitration) (cited in the
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Supplemental Brief of Julie Mix McPeak, Rehabilitator of AIK Comp in Opposition to
the Motion to Compel Arbitration Filed by Ernst & Young (“R. Supp. Opp. Br.”) at 5
(A122).). But see Bernstein v. Centaur Ins. Co., 606 F. Supp. 98, 103 (S.D.N.Y. 1984)
(holding New York law does not prohibit arbitration of rehabilitator’s claim against
® counterparty to reinsurance agreements with insolvent insurers).” There are several

reasons why the minority view is not appropriate for the Commonwealth and ought not to

be followed.

First, the General Assembly has declared that courts of the

Commonwealth should construe the KUAA to “effectuate its general purpose” and to be
® consistent with the law of those states that have enacted the Uniform Arbitration Act.
KRS § 417.240 (A520). Enforcing agreements to arbitrate and adhering to the law of the
majority of jurisdictions that have addressed the issue advances the goals of the General
Assembly. Second, the Commonwealth has rejected the “ouster of jurisdiction” doctrine
relied upon by certain of plaintiff’s authorities and by the Circuit Court below. (See Part
II B, above.) Third, the minority view cannot be reconciled with the Kentucky
Constitution’s guarantee of the right to private arbitration. See Ky. Const. § 250. The
rule that statutes should be interpreted to avoid constitutional questions counsels against

[ J following the approach of states, such as New York, in which constitutional protection is

7 Likewise, the Rehabilitator cites Nebraska ex rel. Wagner v. Kay, 722 N.W.2d
348, 358 (Neb. App. 2006), which held that an insolvent insurer’s agreements to arbitrate
do not bind liquidator that had previously disavowed the agreements pursuant to his
express statutory powers under Nebraska law. (R. Supp. Opp. Br. at 6 (A123).) The case
has no application here because Kentucky law, unlike Nebraska law, does not grant the
Rehabilitator the power to “‘disavow any contracts to which the insurer is a party.”” Id.
(quoting Neb. Rev. Stat. § 44-4821(1)(m)). Indeed, Kentucky law circumscribes the
power of the Rehabilitator, requiring him to adhere to the insurer’s contracts. E.g., KRS
® § 304.33-160(2) (granting the Rehabilitator the limited power to discharge employees
“subject to any contractual rights they may have”) (A528-A530).
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not afforded to arbitration agreements. Cf. Stephenson v. Woodward, 182 S.W.3d 162,

® 168 (Kly. 2005) (courts should avoid interpreting statutes in a manner that “‘engenders
constitutional issues if a reasonable alternative interpretation poses no constitutional
question’”’) (quoting Gomez v. United States, 490 U.S. 858, 864 (1989)).

o C. The Circuit Court Erred In Finding That The Rehabilitator Could
Rescind The Arbitration Agreements

Despite Ernst & Young’s and Mr. Meyer’s arguments to the contrary,® the
@ Circuit Court found that the Rehabilitator has the power “to revoke or rescind” any pre-
rehabilitation agreement to arbitrate made by the Officers of AIK Comp and Ernst &

Young. (R. Order at 3 (A3).) This ruling is erroneous.

¢ In finding that the Rehabilitator had the right to rescind the engagement
letters, the Circuit Court cited the Commonwealth’s “police powers.” (R. Order at 7

® (A7).) Itis true that, in “undertak[ing] to rehabilitate/liquidate” an insolvent insurer, the
‘e_xecutive director’s authority as rehabilitator, if exercised, “is an aspect of the police
powers of the state[.]” Minor v. Stephens, 898 S.W.2d 71, 98 (Ky. 1995) (cited in R.

o Order at 7-8 (A7-A8)). But it is equally true, as this Court has held, that the use of this
power “is not boundless” and may not exceed the authority granted by the General
Assembly. Minor, 898 S.W.2d at 98. This is because “the [executive director] is a

° creature of statute and has no authority except that which the statute confers upon him.”
Id. Accord Ky. Cent. Life Ins. Co. v. Stephens, 897 S.W.2d 583, 587 (Ky. 1995) (same),

® Allin v. Am. Indem. Co., 246 Ky. 396, 55 S.W.2d 44, 45 (Ky. 1932) (“The [executive
director] is the creature of the statute . . . [h]e has no authority except that which the

o 8 (E&Y Rehabilitator’s Case Reply at 12-13 (A91-A92); Aug. 28, 2007 Transcript

at 45-51 (A138-A139).)
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statute confers upon him.”) (citation omitted); see also Goodpaster v. Southern Ins.
PY Agency, 293 Ky. 420, 169 S.W.2d 1, 3 (Ky. 1943) (“[T]he only authority [the executive
director] possesses is that delegated to him by the Legislature through the statute under

which he acts.”)

A Here, the Kentucky Insurers Rehabilitation and Liquidation Law sets forth
the powers and the duties of the Rehabilitator. KRS § 304.33-160 (A528-A530). The

° Rehabilitator’s statutory powers include appointing deputies and fixing their
compensation, seeking advice from experts, submitting a plan for reorganization to the
Circuit Court, and avoiding certain fraudulent transfers not at issue here. See KRS

] § 304.33-160(1), (3), (5), (6) (A529-A530). The Rehabilitator is also granted “all the
powers of the directors, officers, and managers” of the insolvent insurer, which the
Rehabilitator may exercise to “take action as he deems necessary or appropriate to reform

. and revitalize the insurer.” KRS § 304.33-160(2) (A529). Finally, the Rehabilitator is
authorized to pursue claims of the insurer against officers, employees, agents, and others

® through the initiation of proceedings such as those here. KRS § 304.33-160(4) (AS530);
see also KRS § 304.33-040(3)(b) (permitting such suits “either within or without” the
Commonwealth) (A525).

® But, contrary to the conclusion of the Circuit Court, the Rehabilitator is
not granted the power to “revoke or rescind” all contracts of the insurer. (R. Order at 3
(A3).) Instead, the statute expressly provides that “[e]ntry of an order of rehabilitation

* .. . shall not be grounds for revocation or cancellation of any contracts of the insurer.”
KRS § 304.33-150(3). (A527).

o
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o
The Circuit Court cited KRS § 304.33-010(6) (see R. Order at 3 & n.1

® (A3)), which provides for the application of the Kentucky Insurers Rehabilitation and
Liquidation Law to “delinquency proceedings™ and further subordinates certain
“conflicting contractual provisions[.]” KRS § 304.33-010(6) (A521-A523).

A “Delinquency proceeding” is defined by KRS § 304.33-030(5) to mean any proceeding
“commenced against an insurer for the purpose of liquidating, rehabilitating,

° reorganizing, or conserving such insurer, and any summary proceeding under KRS
304.33-110 to 304.33-130, inclusive.” (A524.) The Rehabilitator’s garden-variety suit
against Ernst & Young and Mr. Meyer is not a delinquency proceeding by definition.

® Because KRS § 304.33-010(6) is directed on its face to “delinquency proceeding(s,]” that
provision has no application to this suit, even assuming, arguendo, that any provision of
the engagement letters was a “conflicting” contractual provision. Moreover, as discussed

¢ in Part II B, there is no conflict here because referral of the Rehabilitator’s claims against
Ernst & Young and Mr. Meyer to arbitration does not oust the Circuit Court of

® jurisdiction.

Moreover, the Circuit Court’s decision to permit the rescission of fully
executed contracts for services, if allowed to stand, would upend established contract law

L and unsettle expectations of contracting parties. Contract law distinguishes between an
executory contract and an executed contract. BLACK’S LAW DICTIONARY, 344 (8th ed.
2004) (an executory contract is one that “remains wholly unperformed or for which there

* remains something still to be done on both sides”; an executed contract is “a contract that
has been fully performed by both parties”).

e
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The Circuit Court found that the Rehabilitator rescinded the engagement

letters for the provision of services by Emst & Young for, inter alia, the years 1998

®
through 2000. These were executed agreements, having been completed years ago.
Their rescission is contrary to black letter law that executed contracts “‘cannot be

o rescinded by either party” absent a legally recognized reason such as fraud or mistake,
duress, or insanity. 2 Henry C. Black, A TREATISE ON THE RESCISSION OF CONTRACTS &
CANCELLATION OF WRITTEN INSTRUMENTS § 332, at 838-39 (1916).

* Finally, if the Rehabilitator can rescind the engagement letters, it is as if
the agreements were never made, and Ernst & Young owes no duties to AIK Comp:

® Rescission is a retroactive remedy and renders a contract unenforceable

from the outset. The effect of rescission is to return the parties to their
respective conditions as if no contract ever existed. Rescission abrogates
the contract not partially but completely, for all purposes. Upon
rescission, the parties give up both the benefits and the duties of the

° contract, as well as all rights arising under the contract, which are vitiated
or invalidated.

17B C.1.S. Contracts § 492, at 109 (1999). Accordingly, the Rehabilitator’s claims

against Ernst & Young for negligence and negligent misrepresentation, both of which

° require a breach of duty, would have to be dismissed because no contractual duty would
exist.
o D. The Circuit Court’s Finding That There Was No Arbitration
Agreement For The Years 1998, 1999, And 2000 Was Clear Error
The Circuit Court held that Ernst & Young and AIK Comp entered an
PY agreement to arbitrate that was “applicable only to the years 2001, 2002 and 2003,”
which the Circuit Court further found “is completely irrelevant and unenforceable as to
any cause of action or dispute that arose between the parties in 1998, 1999, and 2000.”
®
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(R. Order at S (AS).) When this argument was raised by the Rehabilitator below, Ernst &
° Young and Mr. Meyer responded by submitting the Second Affidavit of David S. Meyer,
which quotes and attaches the arbitration agreements applicable to the years 1998 through
2000. (Second Aff. of David S. Meyer, dated January 20, 2006, at { 2-6, Exs. A-D
® (A95-A110 at A95-A96).) In its Opinion and Order in the Rehabilitator’s Case, the
Circuit Court erroneously failed to take this part of the record into account. Moreover, it

actually quoted the language covering the earlier years in its Opinion and Order in the

° Appalachian Case. (A. Order at 3 (A14).) Thus, the Circuit Court’s finding that there
were no arbitration agreements applicable to the years 1998, 1999, and 2000 is clear

® error.

E. Any Inefficiencies That Arbitration Might Cause Are Irrelevant To
The Enforceability Of Valid Arbitration Agreements

° Despite béing directed to controlling authority showing that efficiency is
irrelevant to the enforceablility of arbitration agreements,’ the Circuit Court relied upon
what it perceived to be the threat of “inefficiencies” and the risk of “disparity of

L judgments” that it believed would result from having the Rehabilitator participate in both
““arbitration and a trial before [the Circuit] Court[.]” (R. Order at 4 (A4).) This was
error. It is well settled that a trial court must compel arbitration “even where the result

* would be the possibly inefficient maintenance of separate proceedings in different
forums.” Dean Witter Reynolds, Inc. v. Byrd, 470 U.S. 213, 217 (1985).

® The Circuit Court likewise erred when it considered the difficulties of
“piecemeal litigation and dispute resolution” in refusing to order arbitration. (R. Order at
5 (AS).) The United States Supreme Court has held that “federal law requires piecemeal

®
? (E&Y Rehabilitator’s Case Reply at 10-11 (A89-A90).)
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resolution when necessary to give effect to an arbitration agreement[.]” Dean Witter, 470
° U.S. at 221 (citing Moses H. Cone Mem’l Hosp., 460 U.S. at 20) (emphasis in original).
Congress addressed such policy considerations in passing theml;“AA, and courts should
“not substitute [their] own views” for those of Congress. Dean Witter, 470 U.S. at 217
(internal quotation and citation omitted); see also id. at 219-21 (discussing Congressional
policy determinations).
The Circuit Court then erred further when it considered the presence of
“other third party defendants” in the Rehabilitator’s Case in declining to order arbitration.
(R. Order at 4 (A4).) Under the FAA, “an arbitration agreement must be enforced
) notwithstanding the presence of other persons who are parties to the underlying dispute
but not to the arbitration agreement.” Moses H. Cone Mem’l Hosp., 460 U.S. at 20.
F. The Rehabilitator’s Failure To Sign The Engagement Letters Is
® Irrelevant Because The Rehabilitator Stands In The Shoes Of
AIK Comp
As Emst & Young and Mr. Meyer showed below,10 the Rehabilitator
stands in the shoes of AIK Comp when he pursues claims such as those asserted here,
exercising by law “all the powers” of AIK’s Comp’s directors, officers, and managers,
which he may use “as he deems necessary or appropriate to reform and revitalize the
o insurer.” KRS § 304.33-160(2) (A529). The Rehabilitator is authorized to pursue claims
“on behalf of the insurer.” KRS § 304.33-160(4) (A530).

Thus, in Kentucky, as elsewhere, a rehabilitator or liquidator is bound by

an insolvent insurer’s agreement to arbitrate. See, e.g., Bennett v. Liberty Nat’l Fire Ins.

10 (E&Y Rehabilitator’s Case Reply at 8 (A87); Supplemental Memorandum In

Support Of Motion of Emst & Young LLP And David S. Meyer For Order Staying This
e Action And Compelling Arbitration (“E&Y Rehabilitator’s Case Supplement™) at 2-3
(A112-A113).)
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Co., 968 F.2d 969, 972 (9th Cir. 1992) (holding that “because the liquidator, who stands
‘ ® in the shoes of the insolvent insurer, is attempting to enforce [the insurer’s] rights, she is
bound by [its] pre-insolvency agreements” under Montana law); Costle v. Fremont

Indem. Co., 839 F. Supp. 265, 272 (D. Vt. 1993) (holding that the liquidator “stands in

e the shoes of [the insurer] and is thus bound by [the insurer]’s pre-insolvency contracts,
including [the] arbitration provisions” under Vermont law); Koken, 34 F. Supp. 2d at 256

° ( “[Ulnder Pennsylvania law, the Liquidator does stand in the shoes of the insolvent
insurer and is bound by the insurer’s contractual agreements, even as to arbitration.”)
(citations omitted)."!

o Accordingly, the Rehabilitator is bound to arbitrate by the pre-
rehabilitation contracts of the insurer in the same way that a bankruptcy trustee is bound
to arbitrate by the pre-bankruptcy contracts of the debtor. See, e.g., Hays & Co. v.

¢ Merrill, Lynch, Pierce, Fenner & Smith, Inc., 885 F.2d 1149, 1153 (3d Cir. 1989)
(bankruptcy trustee “stands in the shoes of the debtor for the purposes of the arbitration

® clause and [therefore] is bound by the clause to the same extent as would the debtor™);
Miller v. Dean Witter Reynolds, Inc., 134 B.R. 640, 641 (D. Minn. 1991) (“trustee in

P i Accord Craig v. Bank of N.Y., 169 F. Supp. 2d 202, 210 (S.D.N.Y. 2001) (under

New York law “the statutory liquidator of an insurance company stands in the shoes of
the insolvent, gaining no greater rights than the insolvent had”) (internal quotations and
citations omitted); Koken v. Legion Ins. Co., 831 A.2d 1196, 1238-39 (Pa. Commw. Ct.
2003) (holding that “the [s]tatutory [l]iquidator steps into the shoes of the insurer” and as
P “statutory successor is not a third-party to the contract, but, rather, a party to the contract
with rights that are not superior to nor more extensive than those of the carrier whose
affairs he is liquidating™); Dardar v. Ins. Guarantee Ass’n, 556 So. 2d 272, 274 (La. App.
1990) (“[BJecause the rehabilitator, in effect, steps into the shoes of the insurer, he is
bound by the same constraints as is the insurer. . . .”). Cf. Ky. Cent. Life Ins. Co. v. Park
Broad. of Ky., Inc., 913 S.W.2d 330, 335-36 (Ky. App. 1996) (holding that the fact that
the Rehabilitator “steps into the shoes of the directors, officers and managers” of the
insolvent company does not convert the company’s records into public records).
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bankruptcy stands in the shoes of the debtor for the purposes of the arbitration clause”
® and is, “therefore, bound by the arbitration clause to the same extent as was the debtor”).
The Circuit Court’s finding to the contrary should be reversed.

G. The Fact That Ernst & Young Resigned From The 2003 Audit
| ° Without Seeking Arbitration Is Irrelevant

The Circuit Court found that, “[a]s the result of a dispute between AIK
and E&Y in 2003,” Ernst & Young stopped auditing AIK Comp’s financial statements.
L (R. Order at 1 (A1).) The Circuit Court apparently accepted the Rehabilitator’s argument
that this constituted a “breach of the contract in 2003 and that Emst & Young’s “failure

to pursue arbitration voided any enforceable arbitration agreement against AIK.” (/d. at

° 2-3 (A2-A3).) This ruling is incorrect.
The Circuit Court cited no authority for the proposition that the conduct at
® issue waived Ernst & Young’s right to arbitrate in this case, and there is no such
authority. This Court recently reversed a finding by the Court of Appeals that a party had
waived its right to arbitrate through “litigation conduct.” Am. Gen. Home Equity, Inc. v.
o Kestel, 253 S.W. 3d 543, 545, 553-56 (2008). Here, as regards the 2003 resignation,
there was no litigation at all, much less litigation conduct.'” No court of which we are
o aware has ever found—or even considered—a waiver of arbitration on such facts.
®
12 Emst & Young and Mr. Meyer showed below that there was no dispute, much
® less any litigation, over the 2003 resignation. (See E&Y Rehabilitator’s Case Reply at
11-12 (A90-A91); E&Y Rehabilitator’s Case Supplement at 3-4 (A113-A114).)
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III. THE CIRCUIT COURT’S OPINION IN THE APPALACHIAN CASE
SHOULD BE REVERSED

A. The Circuit Court’s Finding That The Claims Do Not Arise Out Of
The Engagement Letters Is Incorrect

The Circuit Court erroneously ruled that the putative class plaintiffs’

L. “allegations do not arise out of or relate to the Engagement Letters” and therefore it could
not compel arbitration. (A. Order at 9 (internal quotation omitted) (A20).) This ruling is
wrong because, as Ernst & Young showed below,"? the arbitration clauses do not require
arbitrable claims to arise out of or relate to the engagement letters. Instead, they require
the arbitration of any controversy or claim arising out of or relating to “the services

® covered by” the engagement letters or subsequently provided by Ernst & Young to AIK

Comp. (Aff. of David S. Meyer, dated July 11, 2007, Exs. B-F (A285-A300).)

AIK Comp retained Ernst & Young to “audit and report on the financial
statements” of AIK Comp for the years 1998 through 2002 and agreed that Ernst &
Young was to express its “opinion on the fairness, in all material respects, of the
presentation of the financial statements in conformity with generally accepted accounting
principles.” (Id., Ex. B (A285); see also id. at Exs. C-F (A291, A293, A295, A297).)

All of the putative class plaintiffs’ claims relate to the services provided
o by Ernst & Young in auditing and reporting on AIK Comp’s financial statements.

Specifically, each of the claims is based on the allegation that, as a result of Ernst &
Young’s alleged failure adequately to audit AIK Comp’s financial statements, the

statements were “false and deceptive” and failed accurately to represent AIK Comp’s

13 (E&Y Appalachian Mem. at 12-14 (A273-A275); Reply Memorandum of
o Defendant Ermnst & Young LLP In Support Of Its Motion For An Order Staying This
Action And Compelling Arbitration (‘E&Y Appalachian Reply”) at 2-4 (A323-A325).)
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financial performance. (A. Compl. Jff 121-22 (A230); see also id. at ] 88 (A223-A224)
® (alleging that AIK Comp’s “annual financial statements for calendar years 1998 through
2002 were “materially misleading™); id. at [ 153, 158, 163, 168, 174, 184 (A237-A240,

A242) (incorporating the above paragraphs by reference).) Accordingly, all the claims

® are covered by the arbitration clauses.

The Circuit Court misinterpreted the engagement letters to “exclude[]

. Plaintiffs from the arbitration agreement” for the years 1999 through 2001. (A. Order at
3 (A14).) The Circuit Court seized on a change in certain language in the engagement
letters to avoid ordering arbitration. (See id.) However, both before and after the change

® in question, the engagement letters required the arbitration of “any . . . claim arising out
of or relating to the services covered by [the Engagement Letters] or hereafter provided
by [Ernst & Young.]” (Aff. of David S. Meyer, dated July 11, 2007 at Exs. B-F (A285-

¢ A300 at A298).)
The controlling language from the engagement letters is emphasized

PY below in bold. The column on the left sets forth the language applicable to the audit
years 1998 through 2001, while the column on the right sets forth the language applicable
to the 2002 audit year. However, the lower court focused on the italicized language in

® the right column, which does not change the meaning of the arbitration provisions.

®

®
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1998-2001 Engagement Letters:

Any controversy or claim arising
out of or relating to the services
covered by this letter or hereafter
provided by us to the Company
(including any such matter involving
any parent, subsidiary, affiliate,
successor in interest, or agent of the
Company or of Ernst & Young LLP)
shall be submitted . . . to binding
arbitration. . . .

2002 Engagement Letter:

Any controversy or claim arising out
of or relating to the services covered
by this letter or hereafter provided by
us for the Fund or at its request
(including any such matter involving
any parent, subsidiary, affiliate,
successor in interest, or agent of the
Fund or of Ernst & Young LLP, or
involving any person or entity for whose
benefit the services in question are or
were provided) shall be submitted . . .
to binding arbitration. . . .

The requirement to arbitrate “[a]ny controversy or claim arising out of or

relating to” the services provided by Ernst & Young under the engagement letters is not

changed by the omission of certain persons or entities from the parenthetical phrase

beginning with the word “including.” On its face, that phrase does not limit which claims

are included, but merely specifies certain examples of claims that are. In addition, it is

well established that a contract made by an agent can bind the principal even if there is no

mention of the principal in the contract. Coles v. Johns, 377 S.W.2d 587, 589 (Ky. 1964)

(“Nor is it necessary in order to hold the principal to a contract that the authorized agent

disclose his agency.”)

Moreover, even assuming that there was some doubt concerning the

clauses’ scope, the Circuit Court’s decision must nonetheless be reversed. Under the

FAA, “‘any doubts concerning the scope of arbitrable issues should be resolved in favor

of arbitration, whether the problem at hand is the construction of the contract language

itself or an allegation of waiver, delay, or a like defense to arbitrability.”” Louisville

Peterbilt, Inc. v. Cox, 132 S.W.3d 850, 855 (Ky. 2004) (quoting Moses H. Cone Mem’l

Hosp., 460 U.S. at 24-25).
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Under the terms of the engagement letters, “[a]ny issue concerning the
° extent to which any dispute is subject to arbitration . . . shall be governed by the [FAA]
and resolved by the arbitrators.” (See Aff. of David Meyer, dated July 11, 2007, Ex. B,
‘ Dispute Resolution Procedures at { 7 (A290).) Where, as here, a written agreement
® expressly provides for arbitrating questions of arbitrability in clear and unmistakable
language, the question is decided in arbitration and ““a court must defer to an arbitrator’s

arbitrability decision.” First Options of Chicago, Inc. v. Kaplan, 514 U.S. 938, 943

e

(1995).
The Circuit Court also held that plaintiffs’ claims against Emnst & Young

@ could not be arbitrated because they asserted “claims in tort and for a statutory violation,”
which it held were “not subject to the provisions of the arbitration clause contained in the
Engagement Letters.” (A. Order at 2-3 (A13-A14).) However, the United States

o Supreme Court has emphasized that “[i]t is by now clear that statutory claims may be the
subject of an arbitration agreement, enforceable pursuant to the FAA.” Gilmer v.

° Interstate/Johnson Lane Corp., 500 U.S. 20, 26 (1991) (affirming arbitration of statutory
age-discrimination claim); accord Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth,
Inc., 473 U.S. 614, 627 (1985) (holding that, absent a compelling policy manifested in

o another federal statute or grounds for revoking any contract, “the [FAA] provides no
basis for disfavoring agreements to arbitrate statutory claims™). Likewise, this Court has
rejected the argument that a tort claim is “not subject to arbitration.” Louisville Peterbilt,

* 132 S.W.3d at 856 (remanding allegations attacking “the validity of the underlying
contract itself” for determination by an arbitrator).

®
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B. Plaintiffs Are Bound To Arbitrate Because Their Agent Agreed To

Arbitration

® Although the Circuit Court acknowledged that “[t]raditional principles of
agency law may . . . bind a non-signatory to an arbitration agreement[,]” (A. Order at 5

° (A16)), the court rejected Ernst & Young’s showing'* that those principles bind the
putative class plaintiffs to arbitrate. (Id. at 3 (A14).) This was error, and the Circuit
Court cited no authority to justify its result.

@ The record demonstrated that AIK Comp and its officers were agents of
the members of AIK Comp. To join AIK Comp, each member agreed “to conform to the
terms of the agreements [AIK Comp] may enter into with any authorized service

¢ company” for as long as membership in AIK Comp was maintained. (Membership
Application (A284).) In the rehabilitation proceeding concerning AIK Comp, the Circuit

® Court so held. (See Findings of Fact and Conclusions of Law and Order, at 13-14, { 34
(A499-A500) (finding that “each AIK Comp group member agree[d] . . . to conform to
the terms of the agreements they may enter into with any authorized service

i company[.]")).

Each member of AIK Comp further agreed to “appoint AIK Comp and its
trustees to act as [its] agent[s] in all matters relating to Kentucky Workers’ Compensation
¢ Statutes.” (Membership Application (A283).) These statutes, in turn, required AIK
Comp to file annual financial statements and have those statements audited by an

® independent certified public accountant. See KRS §§ 304.50-060(4), 304.50-110(1).

° 14 (E&Y Appalachian Mem. at 6-8 (A267-269); E&Y Appalachian Reply at 2-4
(A323-A325).)
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Despite these unambiguous agreements entered by the putative class
° plaintiffs, the Circuit Court declined to require them to arbitrate because the engagement
letters were signed by AIK Comp’s CEO, Maurice Turner, who was accused by plaintiffs

of breaches of fiduciary duties. (A. Order at 4 (A15).) The Circuit Court found that

® requiring arbitration under those circumstances would be “inherently unjust.” (/d.)
However, the Complaint contains no allegations that Mr. Turner exceeded
° his authority by signing the engagement letters. Accordingly, it was improper for the
Circuit Court to depart from the agency law rule that the acts of an agent “bind the
principal when the agent is acting within the scope of his authority.” Ky. Home Life Ins.
o Co. v. Johnson, 263 Ky. 787, 93 S.W.2d 863, 867 (Ky. 1936). Furthermore, any claim of
fraud or lack of actual and apparent authority by Mr. Turner to enter into the engagement
letters challenges those agreements as a whole, not their arbitration provisions.
¢ Therefore, this challenge is severable and must be decided in the first instance by the
arbitrators. See, e.g., Louisville Peterbilt, 132 S.W.3d at 855; see also, e.g., Buckeye
° Check Cashing, Inc. v. Cardenga, 546 U.S. 440, 445 (2006); Prima Paint Corp. v. Flood
& Conklin Mfg. Co., 388 U.S. 395, 403-04 (1967).
C. The Putative Class Plaintiffs Are Bound To Arbitrate As Third-Party
Beneficiaries
o
The Circuit Court rejected Ernst & Young’s argumf:nt15 that the putative
class plaintiffs are bound to arbitrate their negligence and negligent misrepresentation
® claims, finding that the claims did not arise out of their third-party beneficiary status.
(A. Order at 5-6 (A16-A17).) The court was incorrect.
L 15 (E&Y Appalachian Mem. at 10-12 (A271-A273); E&Y Appalachian Reply at 5-6
(A326-A327).)
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Plaintiffs’ standing to bring those claims is premised on their argument
® that they were either in privity with Emst & Young or intended third-party beneficiaries
of the services provided by Emst & Young pursuant to the engagement letters.
Specifically, plaintiffs pled that they were entitled to bring negligence and negligent
misrepresentation claims against Ernst & Young “because they are the actual clients of
those entities and/or because E&Y [and other defendants] knew or were on notice that
they were among the discrete group of individuals and entities for whose benefit the
professional services of E&Y . .. were provided.” (A. Compl. I 185 (A242).) (See also
E&Y Appalachian Mem. at 10 (A271); E&Y Appalachian Reply at 5-6 (A327-A327).)
® These allegations are crucial to plaintiffs’ argument that they have
standing. Kentucky has adopted Section 552 of the Restatement (Second) of Torts. See
Presnell Constr. Mgrs., Inc. v. EH Constr., LLC, 134 S.W.3d 575, 582 (Ky. 2004).
Under Section 552, an auditor is generally not liable for allegedly false information,
except for losses suffered by “the person or one of a limited group of persons for whose
benefit and guidance he intends to supply the information or know that the recipient
intends to supply it” and in “a transaction” that the auditor “intends the information to
influence or knows that the recipient so intends or in a substantially similar transaction.”
e RESTATEMENT (SECOND) OF TORTS § 552(2) (1965); see also id. at comment 4 and

illustration 10. Thus, plaintiffs can only bring their negligence and negligent
misrepresentation claims by making the allegations referenced above. (A. Compl. q 185
(A242).) Having invoked their third-party beneficiary status as a basis for their standing
to bring their negligence and negligent misrepresentation claims, plaintiffs have

® established beyond peradventure that these claims arise from that status.
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Accordingly, as third-party beneficiaries whose claims arise from their
® status as such, plaintiffs can be required to arbitrate. See, e.g., LaSalle v. Int’l
Brotherhood of Elec. Workers Local No. 665, 336 F. Supp. 2d 727, 729 (W.D. Mich.

2004) (stating that “third-party beneficiaries of contracts agreed upon by other parties are

® bound by arbitration clauses in those contracts”); Dist. Moving & Storage Co. v.
Gardiner & Gardiner, Inc., 492 A.2d 319, 323 (Md. Ct. Spec. App. 1985) (“Where the

o contract contains an arbitration clause which is legally enforceable, the general view is
that the beneficiary is bound thereby to the same extent that the promisee is bound.”)

‘ (quoting 2 WILLISTON ON CONTRACTS § 364(A) (3d ed. 1957)); Zac Smith & Co. v.

o Moonspinner Condo Ass’n, 472 So. 2d 1324, 1324-25 (Fla. Dis. Ct. App. 1985) (same);
accord Ripmaster v. Toyoda Gosei, Co., Ltd., 824 F. Supp. 116, 117 (E.D. Mich 1993)
(“Courts have held that third-party beneficiaries are bound by arbitration clauses agree[d]

¢ upon by other parties.”).

D. The Putative Class Plaintiffs Are Bound to Arbitrate by Estoppel

° As Emst & Young showed below, ' the putative class plaintiffs should be
equitably estopped from disavowing the arbitration provisions while seeking to benefit by
bringing claims concerning the services provided by Emnst & Young pursuant to those

® same engagement letters. See, e.g., Javitch v. First Union Sec., Inc., 315 F.3d 619, 629
(6th Cir. 2003) (vacating refusal to compel arbitration and ordering trial court to
determine whether non-signatory receiver was bound by equitable estoppel to arbitrate

¢ tort and statutory claims where basis for claims “would not exist but for” agreements
containing arbitration clauses); Int’l Paper Co. v. Schwabedisen Maschinen & Anlagen

® 16 (E&Y Appalachian Mem. at 8-9 (A269-A270); E&Y Appalachian Reply at 4-5
(A325-A326).)
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