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In the wake of the Supreme Court’s unanimous decision in Kokesh v. SEC, 
which defined  disgorgement as a penalty subject to the five-year statute of 
limitations, we observed that the decision was likely to have far-reaching 
implications beyond the potential disgorgement recovery period and 
associated effect on the Securities and Exchange Commission’s (“SEC” or 
“Commission”) investigation timelines.1  Among other questions, we noted 
that because Commission settlements have generally prohibited 
defendants from seeking or accepting reimbursement or indemnification for 
“penalties,” while not including similar prohibitions for disgorgement, 
Kokesh raised whether “defendants and respondents [can] still seek 
indemnification or insurance coverage for disgorgement and pre-judgment 
interest?”2  Indeed, within days after the Kokesh decision, counsel for 
insurance companies asked to renew a motion to dismiss and argued that 
they were not required to indemnify Bear, Stearns & Co., Inc. (“Bear 
Stearns”) for disgorgement payments in a long-running dispute regarding a 
Commission settlement.3  

On September 20, 2018, a panel of the New York Appellate Division’s First 
Department reversed a lower court decision and held that in light of 
Kokesh, J.P. Morgan and Bear Stearns’ insurers were not required to 
cover $140 million disgorgement related to the illicit gains of Bear Stearns’ 
customers that the firm paid in 2006 to settle SEC charges of “late trading” 
and “market timing.”4  The policies in question excluded “fines or penalties 
imposed by law” from the definition of a covered “loss.”  The panel found 
that because Kokesh had determined that disgorgement paid to the SEC is 
a “penalty” regardless of whether the funds are linked to the wrongdoer’s 
illicit gains or the illicit gains of third parties, the disgorgement paid by Bear 
Stearns was not covered.5  

While the J.P. Morgan decision will not be the final word on the insurability 
of disgorgement, the policy language at issue is commonplace and 
insurers certainly will cite the case to support denials of coverage.  
Additionally, courts in a number of states have held that fines and penalties 
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are not insurable as a matter of public policy.6  It remains to be seen whether parties facing SEC investigations will be 
more reluctant to settle if they are unable to obtain coverage for amounts they would be required to pay in disgorgement.  
It also remains to be seen whether insurance providers, in an effort to gain a competitive market advantage, will revise 
their forms and/or offer endorsements specifically agreeing to cover disgorgement wherever permissible under the law. 

NEW NAME, SAME POLICY: FROM BEAR STEARNS’ TO J.P. MORGAN 

The First Department’s decision is the latest chapter in a lengthy legal battle between J.P. Morgan and the defendant 
insurance companies.7  In March 2006, Bear Stearns entered into a settlement with the Commission for $250 million to 
resolve charges that Bear Stearns facilitated “late trading” and deceptive “market timing” by certain hedge fund 
customers, who allegedly earned hundreds of millions of dollars at the expense of mutual fund shareholders.  The “no 
admit, no deny” settlement included $160 million in disgorgement, $140 million of which was attributable to the hedge 
funds’ profits, rather than Bear Stearns’ own gains.8  Vigilant Insurance Company and the other defendants refused to 
indemnify Bear Stearns.  J.P. Morgan instituted the coverage action against the defendant insurers after it acquired Bear 
Stearns in 2008. 

A lengthy cycle of appeals began after Justice Ramos at the New York Supreme Court for New York County, Manhattan, 
refused to dismiss the claims against the insurers on the grounds that the court could not conclude, based on the SEC’s 
order, that disgorgement was specifically linked to improperly acquired funds and that no public policy reason mandated 
dismissal.9  On appeal in 2011, a First Department panel reversed that decision and dismissed the case, ruling that 
public policy barred Bear Stearns from receiving insurance coverage for any of the $160 million disgorgement 
payment.10   That decision was then appealed and the Court of Appeals reversed and reinstated the complaint in 2013. 

The Court of Appeals noted that the defendant insurers did not establish that Bear Stearns’ disgorgement-related losses 
were barred from insurance coverage under their policies.  In doing so, the Court of Appeals noted that, although other 
courts have found the risk of being forced to disgorge “ill-gotten gains” uninsurable “as a matter of contract interpretation 
or public policy,” the evidence did not decisively show that the Commission’s disgorgement calculation  was based on 
Bear Stearns' own profits, which would fall outside of the policies’ definition of covered “loss,” rather than third party 
profits, which would fall within the policies’ definition of covered “loss.”  For this same reason, the court rejected the 
insurer’s arguments that the policies’ personal profit exclusion barred coverage.  Finally, the Court explained that the 
insurers did not meet the standard to invoke either “public policy exception” they cited.  The Court rejected the first 
exception, that coverage is barred when an insured acts with “intent to cause injury,” because the record did not 
conclusively show that Bear Stearns had this intent.  The Court also rejected the second exception, which prohibits 
indemnification of an insured’s illicit gains. 

Following the Court of Appeals’ decision, Judge Ramos granted the plaintiffs’ motion for summary judgment and ordered 
the insurers to indemnify Bear Stearns for the $140 million in disgorgement it paid based on the hedge funds’ gains.11   
Judge Ramos’ rationale rested on five key findings.   First, based on the policy’s broad definition, the $140 million 
disgorgement payment constituted a covered “loss” because it represented third-party gain.  Second, the public policy 
exception for loss arising out of intentionally harmful conduct did not bar coverage because there was no evidence that 
Bear Stearns intended to cause injury to mutual fund investors.  Third, the personal profit exclusion did not bar coverage 
because it applied to claims based on or arising out of the insured gaining personal profit or advantage.  But here, third 
parties realized profits while Bear Stearns did not receive any additional compensation for its late trading and market 
timing transactions beyond what it would have for other mutual fund trades.  Fourth, the prior knowledge exclusion did 
not bar coverage because, when construing the policy’s ambiguity in favor of the insured, the term “officer” was limited to 
employees who had important executive and managerial duties, and not anyone whose job title included the term 
“officer.”  And fifth, the $140 million settlement was reasonable in view of Bear Stearns’ exposure and the probability that 
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the Commission would prove its claims. 
 
After Kokesh was decided on June 5, 2017, however, the Bear Stearns’ insurers asked the Supreme Court for leave to 
renew their previous motion to dismiss on the grounds that the New York Court of Appeals had previously held in this 
action that penalties were not insurable under New York law.12  Judge Ramos responded, “[y]ou want an adjudication of 
this thing, make a motion before them. I’m not going to overrule the Court of Appeals,” and “[w]hether the SEC case is 
binding on them is their decision, not mine.” 

The insurers accepted Judge Ramos’ invitation and appealed to the New York Appellate Division’s First Department.  
The Court considered only whether insurers “should have been granted summary judgment dismissing the complaint 
because SEC disgorgement is an uninsurable penalty and not a ‘loss’ covered by the insurance policy.”13  The insurance 
companies, relying on Kokesh, argued that they had no obligation to provide coverage because the Supreme Court had 
conclusively defined the Commission’s disgorgement remedy to be a penalty and the policies provided that “loss” did not 
include “fines or penalties imposed by law; or … matters which are uninsurable under the law pursuant to which this 
policy shall be construed.”  

The appellate panel found that Kokesh provided the “missing precedent” that established the Bear Stearns’ 
disgorgement payment was an uninsurable penalty as opposed to an insured “loss,” regardless of “whether it is linked to 
the wrongdoer’s gains or gains that went to others.”   The panel flatly stated: 

The Supreme Court’s rationale as to the nature of disgorgement in Kokesh applies with equal force to the issue 
of whether the disgorgement paid by Bear Stearns, even if representing third-party gains, was a “Loss” within 
the meaning of the policy and whether public policy bars insurance companies from indemnifying insureds 
paying SEC disgorgement.  In both instances disgorgement is a punitive sanction intended to deter.14  

The panel’s reasoning tracked Kokesh, including that to allow the wrongdoer to pass on disgorgement liability 
undermined its purpose.  The Court found that disgorgement can include both the wrongdoer’s unlawful gains and 
benefits that accrued to third parties.15  In these situations, the status quo is not restored, but rather the defendant is left 
“worse off” than the place he would have occupied had he not violated the securities laws.  To the Court, the facts of this 
case clearly illustrated that disgorgement was punitive and not remedial: “if the $140 million portion of the disgorgement 
payment Bear Stearns seeks to recover reflects the gains of Bear Stearns’ customers rather than of Bear Stearns itself, it 
makes it more, not less, of a penalty.”16   

WHAT’S LEFT UNADJUSTED: INDEMNIFICATION AFTER J.P. MORGAN’S COVERAGE IS DENIED 

The panel’s decision aptly noted that “Kokesh has significance beyond the narrow issue of the statute of limitations.”17   
The panel’s finding highlights the broad-reaching implications of Kokesh— it found that disgorgement was an uncovered 
“penalty” regardless of whether the claimant sought relief for disgorgement based on its own gains or those of related 
parties.  While this decision is arguably limited to the specific language of the insurance policy or to state’s that bar 
coverage for penalties as a matter of public policy, such language is common and insurers can be expected to cite this 
case when denying coverage for disgorgement going forward. 

However, even with this guidance, the question of coverage for third party disgorgement in SEC settlements has not 
been definitively answered.  The insurance policies covering Bear Stearns excluded “fines or penalties imposed by law.”  
Policyholders are likely to argue that disgorgement agreed to in a settlement or otherwise negotiated resolution is not a 
penalty “imposed by law,” but is rather an agreed-upon element of a compromise.  It remains to be seen whether any 
courts will agree and adopt this position.  Conversely, to negate any uncertainty about the impact of Kokesh, insurers 
could make the exclusionary language in their policies broader in scope. At a minimum, however, it is clear that entities 
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and/or individual defendants – who are hit the most hard if they cannot seek indemnification from any source – now face 
more uncertainty about the insurability of their settlement payments. 

Alternatively, will insurance companies offer policies explicitly stating that disgorgement will be covered to the fullest 
extent permissible under state law?  Is this something that insurance companies could use to gain a competitive 
advantage in the market place?  At least in New York, it appears that the onus will thus be on contract negotiation, 
settlement discussions, state law, and perhaps future litigation to determine if the courts, regulators, or the industry will 
define whether Kokesh clearly delineates disgorgement as a penalty in the insurance arena. 

BEYOND INDEMNIFICATION: IMPACT ON INVESTIGATION TIMELINE AND DISGORGEMENT RECOVERY 

Outside of the insurance context, the Commission has been direct about Kokesh’s impact on its ability to seek or obtain 
disgorgement.  A few weeks ago, co-director of Enforcement Steven Peikin noted that according to a May 2018 
calculation, the Commission has foregone  approximately $800 million in potential disgorgement since the decision and 
expects that number to continue to rise.18  Accordingly, the Kokesh decision provides yet another incentive for the 
Commission to bring enforcement actions as quickly as possible and at least before the expiration of the 5-year statute of 
limitations. 

Echoing this theme, the Commission’s Inspector General, Carl Hoecker, stated in his October 2018 report that “it is 
imperative that  Enforcement  uncover, investigate and bring cases as quickly as possible.”  He observed that  
Enforcement missed  its 2017 target of 65% of first enforcement actions filed within 2 years of opening an investigation, 
achieving 52% instead, a decrease from FYs 2012-2016.  To act more quickly, Hoecker explained that Enforcement is  
“emphasizing expediency in quarterly case reviews, promoting best practices regarding efficiencies in various phases of 
the investigative process, leveraging data analytics capabilities, and conducting training on tools that expedite 
investigations.”19  Given the complexity of its cases, limited resources and increasing oversight responsibilities over an 
expanding and changing securities market, striving for “real time enforcement” will continue to be a challenge for the 
SEC.  In the meantime, Kokesh will continue to impede the Commission’s ability to obtain monetary recovery for 
investors. 

CONCLUSION  

It has been over a year since the Supreme Court decided Kokesh and we are still spotting “Elephants in Mouseholes.”20   
With this decision, the New York courts have provided one answer to the question: “[c]an defendants and respondents 
still seek indemnification or insurance coverage for disgorgement and pre-judgment interest?”21  Responses to this 
decision by insurers and insureds will be worth watching: will additional disgorgement coverage become an angle to gain 
competitive advantage?  And how will all of this impact SEC settlement agreements, which generally prohibit 
indemnification for penalties?  The lack of indemnification for disgorgement will surely be a factor in a potential 
defendant’s consideration of whether to settle with the SEC and on what terms, but time will tell whether it changes the 
calculus to any degree. 

Although there will undoubtedly be more to come on this issue, in the short term, companies should carefully review the 
definition of “loss” under their current insurance policies and determine whether they need to seek modifications and if 
so, the best time to do so.  The best time to do so may be sooner rather than later, as the SEC has already made clear 
that it will be using all available tools in an effort to bring its enforcement actions within the five year statute of limitations 
period.  Among all the uncertainty at least one thing is certain,  Kokesh’s reach goes significantly beyond  the SEC’s 
enforcement program and counsels in favor of careful reconsideration of other important factors that come into play – like 
insurance – when resolving an SEC enforcement action.   
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