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JONATHAN D. KING, solely in his capacity 
as Chapter 7 Trustee of Zetta Jet USA, Inc. and 
Zetta Jet PTE, Ltd. 

Plaintiff, 

v. 

Jetcraft Corporation, Jetcraft Global, Inc., 
Jetcoast 5000-5 LLC, Orion Aircraft Holdings 
Ltd., FK Group Ltd, FK Partners Limited, 
Jahid Fazal-Karim, Bombardier Aerospace 
Corporation, Bombardier, Inc., Learjet, Inc., 
ECN Aviation Inc. f/k/a Element Aviation Inc., 
and ECN Capital Corporation as successor to 
Element Financial Corporation, 

Defendants. 

[Relates to Adv. Docket Nos. 280, 281] 
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Introduction 

The FK Defendants paid more than $1 million in commercial bribes and kickbacks to the 

Debtors’ former managing director, Geoff Cassidy. They paid those bribes and kickbacks in 

exchange for Cassidy causing the Debtors to enter into a single purchasing program for half a billion 

dollars in Planes, which expert analysis shows was almost $100 million more than the Planes’ Fair 

Market Value. As a direct result of the bribes and kickbacks, Fazal-Karim, Jetcraft, and various 

related entities received or were entitled to receive at least  in commissions from 

Bombardier, profits, and other payments, while their principal and co-conspirator Bombardier 

received hundreds of millions of dollars in direct transfers and loan proceeds as well as sales and 

future orders that Bombardier valued at more than half a billion dollars. The Trustee filed the 

Adversary Complaint [Dkt. 1] (“Complaint”) against the FK Defendants, the Jetcraft Defendants, 

Bombardier, and others, alleging both tort and bankruptcy claims, the former of which are relevant 

to this motion. Although the Court dismissed the original Complaint, the Court found that the 

original Complaint pleaded all of the elements of aiding and abetting breach of fiduciary duty, 

found that the Complaint stated many of the elements of a fraudulent misrepresentation or omission 

claim, and held that in pari delicto did not require dismissal because the Complaint pleaded that 

Cassidy was not a sole actor. The Trustee filed a First Amended Adversary Complaint [Dkt. 265] 

(“FAC”) to address the other deficiencies found by the Court.  

As relevant to the Motion to Dismiss Counts 1-3, 6 and 7 of the FAC [Dkt. 281] (“Motion”), 

Count 1 asserts that the FK Defendants aided and abetted Cassidy’s breaches of fiduciary duty; 

Count 2 asserts that Cassidy, the FK Defendants, and Bombardier were engaged in a civil 

conspiracy; Count 3 asserts an unfair competition claim under Cal. Bus. & Prof. Code § 17200 

(“UCL”) based on the California commercial bribery statute, Cal. Penal Code § 641.3, and fraud 

under Cal. Penal Code § 182; Count 6 asserts a claim for fraudulent misrepresentation; and Count 

7 asserts a claim for fraudulent concealment or nondisclosure. The Complaint also seeks to impose 

alter ego liability on the FK Defendants, which Jahid Fazal-Karim treats as a single, unified entity 

and extension of himself. The FK Defendants again move to dismiss. For the reasons below, their 

motion lacks merit. 
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The FK Defendants improperly rehash many of the same arguments that the Court rejected 

the first time, without identifying specific new allegations or changes in controlling law. That alone 

is reason to reject them again. Their arguments also fail on the merits.  

The FK Defendants assert that Count 1 is insufficient because Cassidy did not breach his 

fiduciary duties. They set up a straw man rather than challenge the allegations in the FAC and focus 

on everything but the fact that Cassidy took commercial bribes and kickbacks. Under decades of 

precedent, simply taking a commercial bribe or kickback breaches a fiduciary duty. Their challenge 

to Count 2 similarly focuses on everything but what the FAC alleges: that the object of the 

conspiracy was to pay Cassidy commercial bribes and kickbacks in exchange for Planes. That 

unlawful object is sufficient to state a conspiracy claim. They challenge Count 3 based solely on 

extraterritoriality. The FAC now alleges both direct injury in California because Zetta USA sent 

funds directly to Jetcraft Corp. from California, and that the FK Defendants’ conduct occurred in 

California because they made material misrepresentations and omissions to the disinterested 

directors in California. On Count 6, the FK Defendants challenge only whether they made a 

fraudulent misrepresentation. This Court already found that falsifying invoices would be sufficient 

to satisfy this element, and the FAC clarifies that both the First and Second Kickbacks involved 

materially identical falsified invoices prepared at the FK Defendants’ direction. They also contend 

that the misrepresentations in the Plane 1 and 10 APAs are not chargeable against them because 

they are “Buyer’s Representations.” Jetcraft Corp.’s COO not only drafted that language, he 

required that it be included in both APAs. On Count 7, the FK Defendants argue that they had no 

duty to disclose their intention to commit an intentional tort and that Seagrim and Walter must have 

known about the payments, but that ignores what the FAC alleges: that the FK Defendants failed 

to disclose the First or Second Kickbacks, that Seagrim and Walter did not know about them, and 

that if Seagrim and Walter did know, they would not have approved the transactions. Finally, the 

FK Defendants bewilderingly argue that the FAC does not plead that the Planes were overpriced 

because the two separate expert analyses are simply the Trustee “making something up.” They 

ignore the allegations describing the basis for the expert analyses, as well as the fact that this Court 

approved the retention and payment of the experts.  
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The FK Defendants also assert that in pari delicto or California agency law bars the 

Trustee’s claims. They are wrong for several reasons. First, they fail to cite a single case dismissing 

a complaint based on in pari delicto because an agent was not sufficiently adverse to a principal. 

Second, under California law, the knowledge of an agent who is defrauding the principal cannot be 

imputed to the principal. Third, they fail all three gates of in pari delicto: Cassidy’s knowledge 

cannot be imputed to the Debtors, Cassidy’s actions were adverse to the Debtors’ interests, and 

Cassidy was not the “sole actor” because the disinterested directors not only could have and would 

have stopped the fraud, they removed Cassidy from his positions with the Debtors when they 

discovered it. As this Court has already ruled with respect to the first Complaint, in pari delicto 

does not apply. The Motion should be denied in all respects. 

Background1

I. The formation of Zetta PTE. 

Before forming Zetta PTE with Cassidy, Seagrim and Walter operated AAM, a private jet 

charter business based in California. (¶ 77.) AAM was a successful business with a fleet of 

Gulfstream aircraft which catered to high net worth individuals and corporate clients in the US and 

in Europe. (Id.) Importantly, AAM had a Part 135 Certificate, which was required by the FAA to 

charter flights into and out of the US. (¶¶ 76, 78.) Cassidy, needing a Part 135 Certificate to expand 

from Asia into the US, approached Seagrim and Walter to form a new company. (¶¶ 78-79.) To 

induce Seagrim and Walter to join, Cassidy lied about his access to large amounts of capital in 

China, his inherited wealth, his experience in the charter business, and his access to wealthy 

clientele. (¶ 80.) Seagrim and Walter joined Cassidy in July 2015, incorporating Zetta Pte in 

Singapore. (¶ 81.) 

At inception, Zetta PTE’s four Directors were Cassidy, his wife Miranda June Tang, 

Seagrim, and Walter. (¶ 267.) Li became a Director on February 26, 2016. (¶ 29.) According to 

Zetta PTE’s incorporation documents, a majority vote of directors was needed to enter into any 

transaction for aircraft. (¶ 31.) Further, any director who was directly or indirectly interested in any 

1 All paragraph references are to the operative FAC unless otherwise noted. All defined terms have 
the same meaning as in the FAC. All emphasis is added unless otherwise noted. 
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transaction had to declare the nature of the interest and could not vote on a transaction in which 

that director had an interest. (Id.) As described further below, Cassidy and Tang had an interest, 

direct or indirect, in each of the transactions due to the kickbacks and bribes paid to Cassidy by 

Defendants. As such, Seagrim and Walter, as the only disinterested directors, had to unanimously 

approve all transactions before February 26, 2016, and at least one of Seagrim and Walter (along 

with Li) would have had to approve all transactions after February 26, 2016. (¶ 34.) 

II. The Defendants paid commercial bribes and kickbacks. 

The FK Defendants and Bombardier paid bribes and kickbacks to Cassidy so that Cassidy 

would cause the Debtors to enter into agreements to purchase Planes from the Defendants, so that 

Cassidy would not negotiate a fair price for the aircraft, so that Cassidy would not cause the Debtors 

to cancel those agreements as he expressly threatened to do, and so that Cassidy would ensure that 

the Debtors closed those transactions and took delivery of the Planes. (¶¶ 91-95, 238, 271.) Jahid 

Fazal-Karim directed Jetcraft Corp. (through Jetcraft Global) to pay Cassidy at least $1 million in 

kickbacks to induce Cassidy to cause the Debtors to buy planes from Jetcraft and Bombardier. (¶ 6.) 

In exchange for the bribes and kickbacks paid to Cassidy, the FK Defendants received or were 

entitled to at least  in commissions from Bombardier, profits, and other payments. 

(¶ 8.) Meanwhile, Bombardier received sales and future orders that Bombardier valued at more 

than half a billion dollars (and transfers of loan proceeds from obligations incurred by the Debtors 

of at least $200 million and direct payments from the Debtors of at least $47.9 million). (Id.) 

Fazal-Karim was involved in almost all the Debtors’ aircraft transactions.2 The other FK 

Defendants were involved in at least three transactions (involving Planes 1, 10, 11, and 16). The 

Plane 1 transaction included the $500,000 First Kickback to Cassidy paid by Jetcraft Global, 

causing the aircraft to be overpriced by at least that amount. (¶¶ 252, 341) Cassidy and Fazal-Karim 

agreed to the First Kickback no later than the NBAA Conference between November 17 and 19, 

2015, (¶¶ 251-53), before the letter of intent and the Plane 1 APA were executed (¶¶ 119-20). The 

 purchase price was  more than the Fair Market Value,  

2 As will be discussed more fully in the response to Bombardier’s motion to dismiss, Fazal-Karim 
and Cassidy simultaneously negotiated the Plane 1 transaction, including the First Kickback, and 
the letter of intent for Planes 2 through 6. 
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 more than the Estate Value, and  more than what Jetcoast 

paid less than 60 days before. (¶¶ 344-45, 349-57.) Seagrim and Walter, Zetta’s only disinterested 

directors at the time, executed the directors’ resolutions and other transaction documents for Plane 

1 in California. (¶ 122.) Zetta PTE wired  for Plane 1 to Jetcraft Corp.’s bank account 

in New York on December 10, 2015. (¶ 124.) AAM wired another  payment from its 

bank account in California to Jetcraft Corp.’s bank account in New York on December 30, 2015. 

(¶ 127.) On January 5, 2016, Zetta PTE wired  for Plane 1 to Jetcraft Corp.’s bank 

account in New York. (¶ 128.) Fazal-Karim, Jetcraft Corp., and Jetcoast received at least  

in commissions and  in profits from Plane 1. (¶ 130.) 

The Plane 10 and 11 transaction similarly included the $500,000 Second Kickback to 

Cassidy paid by Jetcraft Global, causing the aircraft to be overpriced by at least that amount. 

(¶ 181.) Cassidy and Fazal-Karim agreed to the Second Kickback no later than the execution of the 

Plane 10 APA because the Second Kickback was included in the price. (¶ 272.) The  

purchase price was  more than the Fair Market Value,  

more than the Estate Value, and  more than what Jetcoast paid after it had already 

identified the Debtors as a buyer for similar planes. (¶¶ 344-45, 349-57.) Seagrim and Walter 

executed the directors’ resolutions and other transactional documents in California. (¶ 190.) Plane 

11 was part of the same transaction and signed the same day. (¶¶ 192-93.) The Plane 10 transaction 

resulted in Fazal-Karim, Jetcraft Corp., and Jetcoast receiving  in commissions and 

 in profits. (¶¶ 197-98.) Jetcraft Corp. also received a  “broker fee” from 

Element for facilitating the Plane 11 transaction. (¶ 197.) 

The First and Second Kickbacks were not proper payments. Fazal-Karim and Jetcraft’s CFO 

Behrend requested that Cassidy send fraudulent invoices for “services.” (¶¶ 255, 257, 275, 277.) 

Fazal-Karim and Behrend knew that Cassidy had provided no services to Jetcraft and that Cassidy 

should have been representing the Debtors, consistent with his fiduciary obligations. (¶¶ 257, 277.) 

Cassidy sent the invoices from his personal email account and included his private bank account, 

not an account of the Debtors in both invoices. (¶¶ 256, 276, 281.) Behrend paid Cassidy the 

$500,000 at Fazal-Karim’s direction from Jetcraft Global’s account, even though Jetcraft Global 
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was not even involved in the Plane 1 transaction. (¶¶ 257-58.) These payments were not disclosed 

to the Debtors’ disinterested directors. (¶¶ 259, 284.) The APAs included language, drafted by 

Antonenko and that the Jetcraft Defendants required be included, which disclaimed any 

 (¶ 260.) 

Later, while Fazal-Karim and Jetcraft Corp. were being audited by one of their banks, and 

Fazal-Karim was, in his words, “Ducking banks!!,” Fazal-Karim asked Cassidy to send him a 

revised invoice for Plane 10 for $750,000 for “our files.” (¶¶ 279-80.) Fazal-Karim did not explain 

what services Cassidy had provided in the intervening months. Instead, he offered to give Cassidy 

the remaining $250,000 if Cassidy got the Debtors to pay the remaining $250,000: “[f]or our files 

better 750k. So that in case you get Zetta to pay us the extra 250k I can resend to you.” (¶ 279.) In 

short, Fazal-Karim was offering to “round trip” that money back to Cassidy’s personal account if 

Cassidy would have the Debtors pay an extra $250,000 for the plane. (Id.) There is simply no 

legitimate reason for Zetta to pay an additional $250,000 to Cassidy through Jetcraft Global: not if 

Cassidy were the only principal and not if he was only one of many, not if he was a sole proprietor 

and not if he was running a legitimate business. 

In addition to the Kickbacks, Fazal-Karim also facilitated the payment of a $42,569 bribe 

in connection with the Nyota yacht. (¶ 335.) Cassidy and Fazal-Karim owned the Nyota together, 

with Cassidy’s share in his personal name. (¶¶ 328, 332, 336.) The bribe was originally agreed upon 

by Cassidy and Mattar (a Bombardier executive) as part of a quid pro quo in which Cassidy would 

receive two Sea-Doos in exchange for not cancelling contracts and instead taking delivery of 

additional Planes. (¶¶ 311, 318, 320-21.) Both Fazal-Karim and Mattar indicated that they would 

“sort it out” with each other. (¶¶ 316, 318.) In addition, although the Nyota was in Cassidy’s 

personal name, Cassidy used Debtor resources to operate and insure it, with Fazal-Karim’s 

knowledge. (¶ 333.) None of this was disclosed to the disinterested directors. (¶ 326.) 

III. The Debtors remove Cassidy when his actions are revealed. 

The Debtors’ disinterested directors, Seagrim and Walter, were not aware of any of the 

bribes or kickbacks paid by Defendants. (¶¶ 259-260, 284-285.) In mid-2017 while preparing for 

Zetta PTE’s first audit, Zetta PTE’s CFO asked Cassidy questions about money which Cassidy had 
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embezzled from the Debtors, which Cassidy tried and failed to disguise with additional falsified 

invoices. (¶ 361.) Walter then accused Cassidy of operating a Ponzi scheme. (¶ 362.) Shortly after 

these discoveries, the Zetta Board of Directors voted to suspend and then remove Cassidy and Tang 

from the Board. (¶ 363.) Less than a month later, the Debtors commenced the bankruptcy 

proceeding. (¶ 365.) 

Legal Standard 

 “To survive a motion to dismiss, a complaint ‘must contain sufficient factual matter, 

accepted as true, to state a claim to relief that is plausible on its face.’” Milbeck v. TrueCar, Inc., 

2019 WL 476004, at *1 (C.D. Cal. Feb. 5, 2019) (quoting Ashcroft v. Iqbal, 556 U.S. 662, 678 

(2009)). A “claim is plausible on its face when the plaintiff pleads factual content that allows the 

court to draw the reasonable inference that the defendant is liable for the misconduct alleged.” Id.

In making this determination, the court “accepts as true a plaintiff’s well-pled factual allegations 

and construes all factual inferences in the light most favorable to the plaintiff.” Cutler v. Rancher 

Energy Corp., 2014 WL 12599602, at *1 (C.D. Cal. June 2, 2014). “Allegations in the complaint, 

together with reasonable inferences therefrom, are assumed to be true for purposes of the motion.” 

Odom v. Microsoft Corp., 486 F.3d 541, 545 (9th Cir. 2007). A complaint must only “proffer 

enough facts on its face to nudge the plaintiff’s ‘claims across the line from conceivable to 

plausible’” to survive a motion to dismiss. M.M. v. Cnty. of San Mateo, 2019 WL 414962, at *2 

(N.D. Cal. Feb. 1, 2019) (quoting Bell Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007)).  

Argument 

I. Each of the tort Counts states a claim.  

A. Count 1 states a claim for aiding and abetting breach of fiduciary duty.  

“Under California law, the elements of a claim for aiding and abetting a breach of fiduciary 

duty are: ‘1) a third party’s breach of fiduciary duties owed to the plaintiff; 2) the defendant’s actual 

knowledge of that breach; 3) substantial assistance or encouragement by the defendant of the third 

party’s breach; and 4) the defendant’s conduct was a substantial factor in causing harm to the 

plaintiff.’” [Dkt. 107 at 21.]  

The FK Defendants do not dispute that Cassidy owed the Debtors fiduciary duties, but for 
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the first time argue that Cassidy did not breach that duty. In doing so, the FK Defendants 

mischaracterize the FAC in a classic straw man argument in several ways. None stand up.  

First, the FK Defendants mischaracterize the breaches alleged in the FAC. They argue (i) 

that it was not a breach of fiduciary duty for Cassidy to purchase Bombardier Global 5000s and 

6000s because this was always a part of the Zetta business plan, and (ii) that the FAC fails to allege 

that Cassidy breached his fiduciary duty by “buy[ing] aircraft that the Debtors could not afford.” 

[Dkt. 281 at 23-24.] The FK Defendants further argue that Cassidy did not breach his fiduciary duty 

to the Debtors (iii) by taking Fazal-Karim’s payment of the $40,000 credit on the Nyota, or (iv) by 

jointly owning the Nyota with Fazal-Karim. [Dkt. 281 at 24-26] 

These are not the breaches that the FAC alleges. The FAC does not allege that the purchase 

of Bombardier aircraft alone was a breach of Cassidy’s duty. Instead, it alleges that Cassidy was 

“knowingly acting against [the Debtors’] interests” including “by taking the kickbacks and bribes 

in exchange for inducing the Debtors to purchase the Planes” (¶ 558.) Where an agent accepts 

“secret profits and kickbacks . . . undoubtedly there is a breach of fiduciary obligation alleged.” 

Arcturus Mfg. Corp. v. Rork, 198 Cal. App. 2d 208, 210 (Cal. Ct. App. 1961)3; see also Williams 

Elec. Games, Inc. v. Garrity, 366 F.3d 569, 576 (7th Cir. 2004) (“commercial bribery normally will 

involve such a breach”); Phillips Chem. Co. v. Morgan, 440 So.2d 1292, 1294 (Fla. Ct. App. 1983) 

(accepting a “kick-back” is in “blatant disregard of the most elemental fiduciary duties owed an 

employer not to deal in his business for the agent’s own benefit”).4

Similarly, the FAC does not allege that Cassidy breached his duty merely by buying 

overpriced aircraft that the debtors could not afford. Rather, it alleges that Cassidy “saddled the 

company with almost half of a billion dollars in insurmountable debt in exchange for commercial 

bribes and kickbacks.” (¶ 91.) Further, each transaction “propel[led] the Debtors into a more 

3 Arcturus Mfg. dealt with prejudgment attachment against the agent, but it is telling that the court 
so thoroughly dismissed the question that taking a kickback was a breach of fiduciary duty.  
4 The FK Defendants also contend that the Court should take judicial notice of the allegations in 
the original complaint regarding Cassidy’s business plan, which purportedly required the use of 
Bombardier aircraft. [Dkt. 281 at 23.] But the case on which the FK Defendants rely holds that 
assertions in pleadings are admissions unless amended. Jackson v. Loews Hotels, Inc., 2019 WL 
6721637, at *3 (C.D. Cal. July 24, 2019). The FAC amended these allegations to clarify both that 
the First Business Plan was fraudulent ab initio and that the story that Cassidy told Seagrim and 
Walter about his “wealthy Chinese clientele” was false. (See ¶¶ 80, 100.) 
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precipitous fall into financial crisis.” (¶ 93.) Cassidy further breached his duties because he “did 

not take any meaningful steps to negotiate lower prices from Bombardier for the purchases of these 

aircraft, much less implement a competitive procurement process, or request proposals from 

Bombardier’s competitors such as Gulfstream.” (¶ 92.) It was not just that Cassidy bought planes 

that were overpriced and that the Debtors could not afford. He bought them to enrich himself by 

receiving commercial bribes and kickbacks from the Defendants. (¶ 95.) But that is only gilding 

the lily, because accepting a kickback, without more, is a breach of fiduciary duty. Arcturus Mfg., 

198 Cal. App. 2d at 210; Williams, 366 F.3d at 576; Phillips Chem., 440 So.2d at 1294. 

Next, the FAC does not allege that Cassidy breached his duty by merely taking a credit from 

Fazal-Karim to offset the Sea-Doos in 2017. Rather, the FAC alleges that Cassidy accepted the 

promise of a future bribe in 2016 (that was later paid in 2017) to “take delivery of the Planes rather 

than cancel the transactions, as well as cause the Debtors to enter into additional transactions.” 

(¶ 561.) Cassidy demanded the Sea-Doos as a quid pro quo in exchange for agreeing not to cancel 

aircraft purchases. (¶ 309.) Mattar directed Cassidy to buy the Sea-Doos and bill it back to Jetcraft, 

after which he and Fazal-Karim would “sort it out” amongst themselves. (¶ 316.) They “sorted it 

out” by having Fazal-Karim offset the amount against Cassidy’s share of the Nyota. (¶¶ 334-35.) 

Cassidy thus breached his fiduciary duties by failing to do what was financially sound for the 

Debtors (canceling additional aircraft) because the Defendants agreed to pay him bribes (even if 

they did not actually pay them until later). See Arcturus Mfg., 198 Cal. App. 2d at 210; Williams, 

366 F.3d at 576; Phillips Chem., 440 So.2d at 1294.  

Last, the FAC does not allege that Cassidy breached his fiduciary duty by merely entering 

into the Nyota side venture. Rather, it alleges that Cassidy breached his duty by entering into a deal 

with Fazal-Karim, FK Group, and FK Partners to purchase the Nyota in Cassidy’s personal name, 

while simultaneously using the Debtors’ resources for the venture. (¶ 562.) Misappropriating 

company resources for personal benefit is a breach of fiduciary duty. See, e.g., G.M.A. Const., Inc. 

v. Carroll, 2014 WL 4090813, at *1 (W.D. Wash. Aug. 7, 2014). The FK Defendants argue that 

the Nyota “venture” was not itself a breach of duty because (1) the FAC does not allege that 

Seagrim and Walter did not use the Nyota, or that they were otherwise unaware of it and (2) Fazal-
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Karim could not have known that Cassidy was not purchasing the yacht on behalf of Zetta. [Dkt. 

281 at 24-26.] Both arguments are belied by the FAC. In the first sentence of the FAC on the topic, 

it describes the Nyota as “a separate, undisclosed side venture.” (¶ 326.) Cassidy registered the 

Nyota in his name, not the Debtors, and Fazal-Karim was copied on an email indicating that the 

yacht would be registered “under [Cassidy’s] personal name.” (¶¶ 332, 336.) Cassidy also misused 

Debtor resources, including consultants paid for by Zetta PTE and Zetta PTE’s insurance. (¶¶ 326, 

331-33, 336-37.) What possible legitimate reason could the Debtors have for putting a €3 million 

yacht in Cassidy’s “personal name”? Why would Fazal-Karim send an invoice for €1.5 million to 

“Geoff Cassidy” if he thought it was owned by the Debtors? The FAC alleges that Fazal-Karim 

knew that Cassidy was misusing Zetta assets for the Nyota venture. The Court cannot draw an 

inference from these allegations in favor of the Trustee that leads to any other conclusion.  

The FAC thus alleges numerous breaches of fiduciary duty by Cassidy. The FK Defendants 

do not challenge any of the other elements.5 As a result, Count 1 states a claim.  

B. Count 2 states a claim for civil conspiracy.  

“[T]o maintain an action for conspiracy under California law, a plaintiff must allege that 

the defendant had knowledge of and agreed to both the objective and the course of action that 

resulted in the injury, that there was a wrongful act committed pursuant to that agreement, and that 

there was resulting damage.” [Dkt. 107 at 28.] A plaintiff must “must show that each member of 

5 Even if the FK Defendants were to try to challenge the other elements on reply, new matters raised 
for the first time in a reply brief are waived. [Dkt. 241-1 at 40]; see also In re Flashcom, Inc., 503 
B.R. 99, 135 n.24 (C.D. Cal. 2013); LBR 9013-1(g)(4). In any event, the FAC cures any 
deficiencies from the Court’s ruling on the original Complaint. Regarding the timing of the 
Kickbacks, the FAC clarifies that the First Kickback was agreed to before the execution of the 
agreements for Planes 1-6 and no later than the NBAA conference in November 2015 (¶ 251) and 
the Second Kickback was agreed to before the execution of the agreement for Plane 10 because it 
was included in the purchase price (¶ 272). Regarding the FK Defendants’ actual knowledge of and 
substantial assistance with the breaches regarding the First Kickback, the FAC clarifies that the 
First Kickback was included in the price of Plane 1 (¶¶ 252-55, 263-70); that at Fazal-Karim’s 
request, Cassidy sent a fraudulent invoice for “services” payable to Cassidy’s personal bank 
account (¶¶ 255-58, 601, 603); that the FK Defendants’ knew that Cassidy had provided no such 
services (¶¶ 257, 277, 602, 604); that Behrend paid the First Kickback from Jetcraft Global’s bank 
account to Cassidy’s personal bank account (¶¶ 258, 274); that the First Kickback was disguised as 
an “outside commission” and “3rd Party Fee,” contrary to Fazal-Karim’s false statements in his 
declaration (¶¶ 252-54, 268-69); and that the First Kickback was not disclosed to the disinterested 
directors (¶¶ 259, 284). The FAC also clarifies that Fazal-Karim facilitated the Sea-Doo bribe and 
the Second Kickback to Cassidy “in exchange for his agreement to purchase planes and his 
agreement not to cancel existing contracts and deliveries.” (¶ 564.) 
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the conspiracy acted in concert and came to a mutual understanding to accomplish a common and 

unlawful plan, and that one or more of them committed an overt act to further it.” [Id. at 29.]  

Similar to Count 1, the FK Defendants ignore the conspiracy that the FAC alleges. The FAC 

alleges a conspiracy between Cassidy, the FK Defendants (through Fazal-Karim, Behrend, and 

Antonenko), and Bombardier (through Fazal-Karim, Mattar, and Yu) to pay commercial bribes and 

kickbacks to Cassidy to ensure he would purchase and take delivery of aircraft from the Defendants, 

for which the Defendants received millions of dollars. (¶¶ 6-8, 98, 237-40.) Rather than address the 

straightforward allegations, the FK Defendants rely on hyperbole and inflammatory language. For 

example, rather than address the allegations in Count 2 which specifically cite the ways in which 

the FK Defendants participated in the conspiracy (¶¶ 574-76), or the detailed allegations in the rest 

of the FAC (¶¶ 5-8, 91, 241-321, 326-40), they quote part of one sentence to argue that the Trustee’s 

assertion that the FK Defendants had “actual or constructive knowledge of Fazal-Karim’s and 

Bombardier’s agreements to pay kickbacks and bribes to Cassidy” is somehow insufficient and 

conclusory. [Dkt. 281 at 27 (citing ¶ 577).] It is conclusory only if you ignore the rest of the FAC.  

Next, the FK Defendants contend that the FAC must allege separate, independent 

agreements for each of the tort claims because the conspiracy incorporates each of the other claims. 

[Dkt. 281 at 27.] Again, the FK Defendants miss the point. The FAC alleges that the Defendants 

conspired to pay unlawful commercial bribes and kickbacks to Cassidy. The FAC does not need to 

allege the specific legal theory or statute under which the actions of the conspiracy fall, let alone 

separate, independent conspiracies and agreements for each underlying tort. See Rickley v. 

Goodfriend, 212 Cal. App. 4th 1136, 1158 (Cal. Ct. App. 2013) (“It is sufficient that a conspiracy 

is based on an agreement to engage in unlawful conduct regardless of whether the conspiracy 

violates a duty imposed by tort law or a statute.”). The FAC alleges that the Defendants agreed to 

pay Cassidy bribes and kickbacks to induce him to purchase and take delivery of aircraft. (¶¶ 5-8, 

91, 241-321, 326-40, 574-78.) At this stage – in fact, at any stage up to and including trial – a 

plaintiff need only show a tacit agreement, and “participation in a civil conspiracy can be inferred 

from circumstantial evidence of defendant’s conduct.” Nautilus, Inc. v. Chunchai Yu, 2011 

WL13213575, at *12 (C.D. Cal. Dec. 19, 2011) (cleaned up). Further, “circumstantial evidence or 
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the existence of joint action” is sufficient to “infer such agreements” because “[d]irect evidence of 

. . . an agreement among the parties . . . will only rarely be available.” See Mendocino Envtl. Ctr. 

v. Mendocino Cnty., 192 F.3d 1283, 1302 (9th Cir. 1999). To be sure, the FAC alleges a direct 

agreement: that no later than the NBAA Conference in November 2015, Fazal-Karim, Mattar, Yu, 

and Cassidy agreed that Jetcraft would pay Cassidy the $500,000 First Kickback in exchange for 

Cassidy causing the Debtors to enter into the agreements to purchase Planes 1-6. (¶¶ 241-49, 251-

55.) Behrend admitted these and similar payments were made through offshore affiliates unrelated 

to the transactions to disguise them from scrutiny. (¶¶ 282-83, 377.) In July 2016, Fazal-Karim, 

Mattar, and Cassidy agreed that Cassidy should purchase Sea-Doos worth more than $40,000, bill 

that purchase to Jetcraft, and that Mattar and Fazal-Karim would “sort . . . out” the payment 

between Jetcraft and Bombardier, which they did by having Fazal-Karim give Cassidy a credit on 

the Nyota. (¶¶ 305-09, 311-12, 316, 318, 321, 335, 338.) In addition, Fazal-Karim and Mattar, 

agents of the FK Defendants and Bombardier, were making improper payments between 

themselves on transactions involving Debtor aircraft. (¶¶ 290-304.)6 The FAC thus pleads both 

direct and circumstantial evidence of a conspiracy to pay commercial bribes and kickbacks. 

The FK Defendants also argue that the conspiracy claim “flies in the face” of California 

intracorporate conspiracy doctrine. [Dkt. 281 at 28.] The FK Defendants argue that they are the 

same person such that they cannot conspire with each other, but distinct enough not to be alter egos. 

[Compare Dkt. 281 at 28, with Dkt. 281 at 34-35.]7 They cannot have it both ways. The Trustee 

6 The FK Defendants contend that Trustee fails to show that the transfers on the Spreadsheet 
actually occurred. [Dkt. 281 at 27 n.10.] The Trustee does not have to plead those specific details 
because “the relevant information is within the defendant’s exclusive possession and control.” 
Vatan v. QTC Med. Servs., Inc., 721 F. App’x 662, 663-64 (9th Cir. 2018); see also Estate of 
Migliaccio v. Midland Nat’l Life Ins. Co., 436 F. Supp. 2d 1095, 1106 (C.D. Cal. 2006) (pleading 
standards are relaxed “where the facts supporting the allegation of fraud are exclusively within the 
defendants’ possession”). The FAC describes in detail why the Spreadsheet plausibly shows 
improper payments, namely that the payments do not match any legitimate payments identified by 
any party. (¶¶ 290-304.) More to the point, there is no reason to name a spreadsheet listing dozens 
of illegitimate payments “KM.xlsx” if it is only about Fazal-Karim and has nothing to do with 
Khader Mattar. Even if the Court could infer a legitimate reason for Fazal-Karim to send to Mattar’s 
personal email address a spreadsheet referencing payments related to the Debtors, it would be error 
to draw such an inference in deciding a motion to dismiss. 
7 The FK Defendants further contend that Fazal-Karim, as Bombardier’s agent, cannot conspire 
with Bombardier because Fazal-Karim was acting “in [his] official capacities on behalf of the 
corporation and not as [an] individual[] for [his] individual advantage.” [Dkt. 281 at 28.] Paying 
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can, however, because Rule 8 expressly allows a plaintiff to plead “2 or more statements of a claim 

. . . alternatively” and “regardless of consistency.” Fed. R. Civ. P. 8(d)(2-3). The FAC seeks to 

establish both (1) that the FK Defendants are liable because they are alter egos of Fazal-Karim and 

that Bombardier is liable because Fazal-Karim is their agent and (2) that if they are not alter egos 

or Fazal-Karim is not Bombardier’s agent, they are still co-conspirators. Both are sufficiently stated 

for the purposes of a motion to dismiss. That said, if the Court erroneously reverses its decision 

that Fazal-Karim was Bombardier’s agent, or dismisses the alter ego basis for liability, then it 

cannot use those allegations to bar the conspiracy claims as an intracorporate conspiracy. 

The FAC thus pleads the agreements (both directly and circumstantially). The FK 

Defendants do not challenge the other elements of a conspiracy claim.8 Accordingly, Count 2 states 

a claim for civil conspiracy. 

C. Count 3 states a claim under Cal. Bus. & Prof. Code § 17200.  

The UCL prohibits “any unlawful, unfair or fraudulent business act or practice.” [Dkt. 107 

at 30.] The Court previously held that the UCL claim failed to plead that “1) the injury occurred in 

California, or 2) the defendants’ conduct occurred in California” sufficient to overcome the “strong 

presumption against extraterritorial application of California law.” [Dkt. 107 at 30.] The test is 

disjunctive. Id. The FAC alleges both prongs.  

i. The FAC pleads that the injury occurred in California. 

The FAC addresses each deficiency that the Court found regarding injury in California. 

First, the Court held that the Complaint did not allege any injury to Zetta USA sufficient to show 

“a nexus to California.” [Dkt. 107 at 31-32.] The FAC pleads a direct injury in California because 

Zetta USA sent  of the purchase price of Plane 1 from its bank account in California 

commercial bribes and kickbacks are not part of Fazal-Karim’s “official capacities.” Rather, they 
are expressly forbidden by Bombardier’s own policies. (¶¶ 322-25; see also ¶¶ 389, 393-94.) 
8 Again, any attempt to raise such arguments for the first time in a reply brief would be waived. 
[Dkt. 241-1 at 40]; see also Flashcom, 503 B.R. at 135 n.24 (C.D. Cal. 2013); LBR 9013-1(g)(4). 
In any event, the FAC pleads overt acts, including paying the Kickbacks to Cassidy’s personal bank 
account for fraudulent invoices for “services” that were never provided, and omitting and disguising 
the nature of those payments in the transactional documents. (¶¶ 6, 181, 238-39, 255, 257-61, 268-
86, 292-95, 574, 579), as well as conspiring with Bombardier to pay or agree to pay commercial 
bribes so Cassidy would continue to purchase and take delivery of the Planes, rather than cancel 
them (¶¶ 241-61). As discussed in § I.F below, the FAC pleads damages. 

Case 2:19-ap-01382-SK    Doc 314    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Main Document      Page 23 of 50



DLA PIPER LLP (US)
LOS A NG EL ES

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28 

-14- 

directly to Jetcraft Corp.’s bank account in New York. (¶¶ 94, 127.) AAM also sent Zetta PTE $1.4 

million that Zetta PTE used to pay the deposits on Planes 1-6. (¶ 94.) These transactions were 

secured by the First Kickback. (¶¶ 241-61, 587-89.) The FAC thus directly connects  

in payments from California to the FK Defendants’ wrongful acts. 

Second, the Court also noted that “nothing . . . indicates that Zetta USA was the ‘revenue-

generating entity’ as the Trustee claims.” [Dkt. 107 at 32.] The FAC clarifies that Zetta USA, not 

Zetta PTE, conducted the Debtors’ revenue-generating flights. (¶ 82.) To comply with FAA 

regulations, Zetta USA operated the Planes from the Debtors’ principal base of operations in 

Burbank, California, and the key officers and employees were also based there. (¶¶ 112-14, 537.) 

Every Plane was leased or sub-leased to Zetta USA and Zetta USA was thus responsible for the 

lease payments on every plane. (¶ 112.) Zetta USA guaranteed every plane. (¶ 116.) So, on top of 

a loss of  from Zetta USA’s California bank account, any funds not taken directly from 

investors as part of Cassidy’s Ponzi-like scheme originated from Zetta USA in California. 

ii. The FAC pleads that the FK Defendants’ conduct occurred  
“in whole or in part” in California. 

The FAC also addresses the Court’s prior concern about where the relevant conduct took 

place. The Court noted that “[t]he allegations the Trustee highlights do not indicate that any 

transactions took place in California, or that any agreements were executed in California. . . . The 

fact that Seagrim and Walter live in California is insufficient to find that the conduct occurred here, 

especially because they represented only 40% of the Zetta PTE board.” [Dkt. 107 at 33.]  

The FAC clarifies that Seagrim and Walter executed the directors’ resolutions and all 

transactional documents on behalf of Zetta USA in California. (¶¶ 27-28, 30, 122, 190, 537.) The 

FAC also clarifies that Seagrim and Walter had a controlling interest in Zetta PTE’s board (not 

merely 40%) for at least two reasons. One, before Li became a board member on February 26, 

2016—and thus for the transactions involving Planes 1-9—Seagrim and Walter were 50% of Zetta 

PTE’s board, and thus were required to approve those transactions. (¶¶ 27-31, 34, 122, 190, 537.) 

Further, the FK Defendants knew that Zetta PTE’s Board, and thus Seagrim and Walter, would 

have to approve those transactions. (¶¶ 263-67.) Two, Zetta PTE’s foundational documents require 
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that a director who is interested in a transaction must disclose that interest and may not be counted 

for the purpose of resolutions related to that transaction. (¶ 31.) Because Cassidy and Tang were 

directly or indirectly interested in each of the transactions based on Cassidy’s receipt of kickbacks 

and bribes, and because Li was directly interested in transactions involving planes 6 and 7, their 

votes cannot be counted toward any of the resolutions. (¶ 32.) Therefore, Seagrim and Walter made 

up 100% of the voting board members for all transactions prior to February 26, 2016 (including 

Planes 1-9) as well as all transactions involving Planes 6 and 7, and two-thirds of the voting board 

members for all other transactions. Thus, every board approval took place in California. By failing 

to disclose the kickbacks and bribes to Seagrim and Walter in California, and by making 

misrepresentations that there were no third-party commissions in transaction documents that were 

reviewed and executed in California, the FK Defendants’ acts took place in California. 

The FK Defendants contend that because the commercial bribes and kickbacks were paid 

outside of California, the conduct was extraterritorial. [Dkt. 281 at 28-31.] That fails for at least 

two reasons. First, the California bribery statute applies to bribes paid outside of California so long 

as the conduct occurs in California “in whole or in part.” Mattel, Inc. v. MGA Entmt., Inc., 782 F. 

Supp. 2d 911, 1041 (C.D. Cal. 2011); Bryant v. Mattel, Inc., 2010 WL 3705668, at *8 (C.D. Cal. 

Aug. 2, 2010). In those cases, the court rejected the argument that a defendant can immunize their 

bribes by only paying them outside the state. Mattel, 782 F. Supp. 2d at 1041; Bryant, 2010 WL 

3705668, at *8. In addition, as in Mattel, the kickbacks and bribes were paid to consummate a 

transaction in California, for aircraft that would be based in California, operated in California, and 

guaranteed by Zetta USA (whose funds from California would be paid both directly and indirectly 

for the Planes). The bribes thus occurred “in part” in California under Cal. Penal Code § 641.3.  

Second, the FAC pleads fraud as a basis for the UCL claim, specifically that the FK 

Defendants made fraudulent statements and omissions to Seagrim and Walter in California. The 

FK Defendants assert that the FAC fails to plead conduct in California, but the only case they cite 

involving fraud is Tidenberg v. Bidz.com, Inc., 2009 WL 605249 (C.D. Cal. Mar. 4, 2009). That 

case involved a California defendant who made false and misleading statements to a Texas resident. 

Id. at *4. Here, the false and misleading statements were made to California residents (both in the 
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sense that AAM was a California entity and that Seagrim and Walter were in California).  

D. Count 6 states a claim for fraudulent misrepresentation.  

“Under California law, the elements of fraud are 1) a misrepresentation; 2) knowledge of 

falsity (or scienter); 3) intent to defraud (i.e., to induce reliance); 4) justifiable reliance; and 5) 

resulting damage.” [Dkt. 107 at 35.]  

The FK Defendants argue that the FAC fails to plead a misrepresentation because Cassidy 

sent the fraudulent invoices to Fazal-Karim. But this Court held previously that the Complaint met 

the misrepresentation factor because Cassidy sent the fraudulent invoice at the request of Jetcraft’s 

CFO, Behrend, for “services” that were never provided. [Dkt. 107 at 36.] The FAC relies on the 

same allegations with respect to the Second Kickback. (¶¶ 273-77, 603-04.) The FAC clarifies that 

Fazal-Karim asked Cassidy to send an invoice for the First Kickback as well (¶¶ 255, 601) and that 

in response Cassidy provided a fraudulent invoice for “Support Services” which Cassidy did not 

provide and which the FK Defendants knew that Cassidy had not provided (¶¶ 256-57, 602). The 

two requests for falsified invoices are materially identical. The FK Defendants argue in a footnote 

that the fraudulent invoices cannot constitute fraud because—although the FK Defendants 

orchestrated the false statements to cover up the First and Second Kickbacks—these were 

statements by Cassidy. They cite no authority whatsoever to support this argument.  

Similarly, the FK Defendants argue that the FAC fails to plead a misrepresentation because 

the false statements in the Plane 1 and 10 APAs were purportedly representations by the Buyer, 

Zetta PTE. Jetcraft’s COO, Antonenko, both drafted the language of the statements and expressly 

required that they be included in the transactional documents that he then executed on behalf of 

Jetcraft Corp., Jetcraft Global, Orion, and Jetcoast, to disguise the bribe from the Debtors’ 

disinterested directors. (¶¶ 260, 607-08.) That is sufficient to plead misrepresentation, even if 

Antonenko may have disguised the representation as nominally coming from the buyer. 

The FK Defendants do not challenge any other elements of fraudulent misrepresentation in 

Count 6.9 Accordingly, Count 6 states a claim for fraudulent misrepresentation. 

9 Again, any attempt to raise such arguments for the first time in a reply brief would be waived. 
[Dkt. 241-1 at 40]; see also Flashcom, 503 B.R. at 135 n.24 (C.D. Cal. 2013); LBR 9013-1(g)(4). 
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E. Count 7 states a claim for fraudulent concealment or nondisclosure. 

The FAC states a claim against the FK Defendants for fraudulent concealment. The 

fraudulent concealment claim falls squarely into each of the three exceptions to the confidential or 

fiduciary relationship standard under California law. See Warner Constr. Corp. v. City of Los 

Angeles, 2 Cal. 3d 285, 294 (1970). First, because Antonenko expressly demanded misleading 

language in the APAs that there were no commissions to conceal the Kickbacks, Jetcraft Corp., 

Jetcraft Global, Orion, and Jetcoast misrepresented the nature of the payments to Cassidy and failed 

to materially qualify those facts. (¶¶ 251, 260, 608.) 

Second, the kickbacks and commercial bribes were known only to the Defendants and 

Cassidy – not the disinterested directors. The FK Defendants assert that “the Trustee fails to allege 

any facts suggesting that the $500,000 payments were not ‘known to or reasonably discoverable by 

the plaintiff.’” [Dkt. 281 at 33.] The FK Defendants ask this Court to pile inference on inference in 

their favor: that Seagrim and Walter must have known that there was a kickback because they must 

have known the planes were overpriced or because the information about payments made to 

Cassidy’s personal bank account in Cassidy’s non-Zetta email account must have been reasonably 

accessible to them. [Id.] Even if these inferences were not plainly improper under black-letter law 

on motions to dismiss, they ignore the detailed allegations in the FAC. The FAC expressly alleges 

that the disinterested directors and management were unaware of the kickbacks. That is a fact, not 

a conclusion. It is plausible because of how the disinterested directors responded when they 

discovered Cassidy’s fraud. (¶¶ 361-67.) The FAC also pleads detailed allegations showing how 

the FK Defendants intentionally concealed or suppressed the First and Second Kickbacks. (¶¶ 633-

34.) The First Kickback was agreed to in person at the NBAA conference. (¶ 251.) The transaction 

documentation for both Planes 1 and 10 never identified Cassidy as the recipient of the $500,000 

In any event, the FAC clarifies that that “Cassidy and Fazal-Karim had previously agreed on the 
First Kickback before the agreements relating to Planes 1-6 were executed” and no later than 
November 2015 (¶¶ 251-55) and that they had agreed to the Second Kickback no later than the 
execution of the agreements related to Plane 10 because it was included in the purchase price 
(¶¶ 272). The FAC also clarifies that like the Second Kickback, the First Kickback was paid in 
response to a fraudulent invoice sent by Cassidy at the FK Defendants’ request for “services” that 
they knew Cassidy never provided, to substantiate the First Kickback. (¶¶ 257, 261.) Finally, as 
discussed in § I.F below, the FAC pleads damages. 

Case 2:19-ap-01382-SK    Doc 314    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Main Document      Page 27 of 50



DLA PIPER LLP (US)
LOS A NG EL ES

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28 

-18- 

or “3rd Party Fee.” (¶¶ 253, 288.) The falsified invoices, prepared at Fazal-Karim’s and Behrend’s 

direction, were sent from Cassidy’s Asia Aviation email account rather than his Zetta email 

account. (¶ 256.) Jetcraft Global also wired both Kickbacks to Cassidy’s personal account. (¶¶ 258, 

274.) Further, the FK Defendants not only executed the Plane 1 and 10 APAs knowing they 

contained a false representation that would help conceal the Kickbacks from the Zetta Board 

members, they drafted the representation and demanded that it be included. (¶ 608.) The FAC thus 

plausibly alleges that the kickbacks were secured by agreements made in person or using non-Zetta 

email accounts, paid to personal bank accounts, disguised with fraudulent invoices, and concealed 

with false representations about the lack of any commissions in the transactions. Nothing in the 

FAC suggests that the disinterested directors were present at the meetings at the NBAA conference, 

had access to Cassidy’s personal email, or had access to Cassidy’s personal bank account.  

Third, as explained above, the FAC pleads detailed allegations showing how the FK 

Defendants “actively concealed” both the fact and the true nature of the $500,000 payments. The 

payments were not disclosed to the disinterested directors. (¶¶ 34, 259, 284.) The agreements to 

pay were made in person or using Cassidy’s non-Zetta email account. (¶ 270.) The payments were 

made to Cassidy’s personal bank account. (¶¶ 258, 274, 617-18.) The FK Defendants (through 

Fazal-Karim and Behrend) requested and received fraudulent invoices from Cassidy for “services” 

that were never provided, and paid from Jetcraft Global, who was not even involved in one of the 

transactions. (¶¶ 241, 257, 271, 273-84, 288.) Finally, the FAC pleads that this type of structure 

was not only common for the FK Defendants, but that the FK Defendants did so expressly to 

disguise the true nature of the payments. Specifically, Behrend told Element that due to the 

purportedly “confidential and sensitive nature of some of our outside commissions,” the FK 

Defendants ran the payments through off-shore entities (¶ 282) but would not disclose the details 

of those payments to anyone but Element’s CEO, and then only in person and without allowing 

Element to keep a copy (¶ 283). 

Finally, the FK Defendants contend that they cannot be liable for fraudulent concealment 

because “there is no ‘duty to disclose [an] intention to commit an intentional tort.’” [Dkt. 281 at 

33.] But the FAC does not allege that the FK Defendants failed to disclose their “intention to 
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commit an intentional tort.” Rather the FAC alleges that the FK Defendants actively concealed the 

“material facts that they were paying Cassidy the kickbacks and bribes.” (¶ 631.) Whatever the FK 

Defendants’ intention regarding the First and Second Kickback – and the complaint pleads that it 

was to bribe Cassidy to purchase the Planes – they did not disclose that they had agreed before the 

execution of each APA to pay $500,000 to Cassidy personally for services that were never 

provided. (¶¶ 251, 272.) The FAC further alleges that Fazal-Karim and Behrend took additional 

steps to conceal the nature of the payments by requesting invoices for “services” that they knew 

Cassidy had not provided. (¶¶ 273-84, 288.) 

F. The FAC plausibly pleads that the Planes were overpriced. 

As an initial matter, Section IV.B of the Motion is irrelevant. The FK Defendants do not 

provide a single case to support their argument that it “cannot have been a tort or an unfair business 

practice” to sell a product at “market prices” when that transaction involved a commercial bribe or 

kickback. [See Dkt. 281 at 22.] Even if the Planes were at “market prices” – they were not – as 

explained in the cases below, the prices expressly included the amounts of the First and Second 

Kickbacks. And, as further explained below, the Trustee can alternatively recover restitution in the 

form of lost profits even if the Planes were priced at market. Nothing in that section of the Motion 

provides any basis to dismiss any of the claims. 

The FAC states the tort claims irrespective of whether the Planes were overpriced. A 

plaintiff does not need to plead the exact amount of damages to state a claim, only allege that he 

was damaged. Maya v. Centex Corp., 658 F.3d 1060, 1071 (9th Cir. 2011) (“To be sure, plaintiffs 

would need to quantify the damages . . . to recover, but that isn’t necessary to establish injury at the 

pleading stage.”); Pinzon v. Pepperdine Univ., 2021 WL 3560782, at *4-5 (C.D. Cal. Aug. 5, 2021) 

(same); Martinez v. Cnty. of Riverside, 2020 WL 4980043, at *4 (C.D. Cal. May 14, 2020) (“Failure 

to properly quantify damages, however, is not grounds for dismissal.”). In the context of 

commercial bribes and kickbacks, it is enough to plead “the fact and amount of the bribes—nothing 

further need be alleged or proved by way of specific or direct injury.” Phillip Morris, Inc. v. 

Grinnell Lithographic Co., 67 F. Supp. 2d 126, 130 (E.D.N.Y. 1999) (denying summary judgment 
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although plaintiff failed to identify any overpriced transactions).10 “The victim of commercial 

bribery, who usually as here is the principal of an agent who was bribed, can obtain by way of 

remedy either the damages that he has sustained (the damages remedy) or the profits that the bribe 

yielded (the restitution or unjust enrichment remedy).” Williams Elec. Games, 366 F.3d at 576. The 

amount of the bribe sets the “minimum estimate of damages” because a defendant must at least 

increase the price by that much “to cover the cost of the bribes that it was paying.” Id.11 The amount 

of the bribe only sets the “lower-bound estimate” of damages, however, because it does not include 

the damages from “overcharging” the plaintiff. Id. at 575.12 The alternative restitution remedy is 

calculated as the amount of “the bribe itself . . . plus the revenue that the bribe generated for the 

briber, minus the cost of goods sold and any other variable costs incurred in making the sales that 

generated that revenue.” Id. at 576.13

So even if the Court disregards the FAC’s expert analysis (and it should not), the FAC 

10 See also Grace v. E.J. Kozin Co., 538 F.2d 170, 174-75 (7th Cir. 1976) (“The presence of the 
kickback effectively precluded the realization of . . . maximum profit potential, so that the fact of 
damage was adequately established.”); Kewaunee Sci. Corp. v. Pegram, 503 S.E.2d 417, 419 (N.C. 
Ct. App. 1998) (“commercial bribery harms an employer as a matter of law” even if plaintiff cannot 
“prove out of pocket loss due to the transaction”). 
11 See also Excel Handbag Co. v. Edison Bros. Stores, Inc., 630 F.2d 379, 385 (5th Cir. 1980) 
(“When an agent receives money, gifts, or other compensation . . . the principal has an equitable 
action against the agent and the third-party payor to recover those ‘secret profits’”); Sears, Roebuck 
& Co. v. Am. Plumbing & Supply Co., 19 F.R.D. 334, 343 (E.D. Wis. 1956) (applying a “conclusive 
presumption” that damages were at least the amount of the bribes); City of New York v. Liberman, 
660 N.Y.S. 2d 872, 875 (N.Y. App. Div. 1997) (“[T]he City is entitled to recover the amount of the 
bribe paid to Liberman on the ground that the cost of the renewal lease is presumed to be loaded to 
the extent of the amount of the bribe.”); In re Browning’s Estate, 30 N.Y.S. 2d 604, 605 (N.Y. Surr. 
Ct. 1941) (“it must be assumed that the purchase money is loaded by the amount of the bribe”);
Franklin Med. Assoc. v. Newark Pub. Sch., 828 A.2d 966, 975 (N.J. Super. Ct. App. Div. 2003) 
(explaining that even where “it is not possible to ascertain the actual harm caused to the principal 
by the third party’s inducement of or knowing participation in a breach of duty by the agent, the 
harm may be measured by ‘[t]he amount of the bribe paid to the agent.’”); Phillips Chem., 440 
So.2d at 1294-95 (“both the unfaithful employee . . . and the participating third-parties . . . are liable 
as a matter of well-established law for the amounts improperly received”).
12 See also Phillip Morris, 67 F. Supp. 2d at 130 (“[T]here is a legal presumption that, at a 
minimum, the prices paid by plaintiff to Grinnell were inflated by the amount of the bribes and, 
accordingly, the bribe amounts are recoverable as damages.”); In re Fuselier, 2010 WL 231739, at 
*11 (Bankr. E.D. La. Jan. 13, 2010) (“the proper measure of damages suffered must include at a 
minimum the amount of the commercial bribes the third party paid”); In re Luppino, 221 B.R. 693, 
703 n.4 (Bankr. S.D.N.Y. 1998) (“an employer is presumed to have suffered damage in at least the 
amount of the kickbacks received by the faithless employee”); Donemar, Inc. v. Molloy, 169 N.E. 
610, 611 (N.Y. 1930) (“the court will assume as against the briber that the true price of the goods” 
must be “less than the price paid . . . by, at any rate, the amount or value of the bribe”). 
13 See also Phillips Chem., 440 So.2d at 1295-97.  
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pleads that the Debtors were damaged by an amount at least equal to the kickbacks and bribes, plus 

the amount by which the planes were overpriced. (¶¶ 12, 296, 341-42, 568-69, 580-81, 619-20, 

636-37.) In the alternative, the FAC seeks restitution in the amount of the bribes and kickbacks, 

plus the revenue earned by the FK Defendants, less the variable costs in making the sales. (¶¶ 12, 

570, 582, 596, 621, 638.) Either is sufficient to state the tort claims at this point. 

The FAC also pleads detailed allegations, supported by expert analysis, showing that the 

planes were overpriced. (¶¶ 341-60.) Based on the Fair Market Value, an expert analysis of publicly 

available valuations of similar planes from three sources as well as specific transactions involving 

substantially similar planes during the relevant time frame, the delivered Planes were overpriced 

by  (¶¶ 343-44.) Based on the Estate Value, a discounted cash flow analysis based on 

the revenue that an operator of similar size as the Debtors would likely generate, the Global 5000s 

and 6000s (Planes 1-4, 6-7, and 10-11) were overpriced by between  and 

 (¶ 345.)  

The FK Defendants make an improper Daubert challenge at the motion to dismiss stage – 

potentially years before formal Rule 26 expert disclosures will be made in this case – and contend 

that the court should disregard the expert analysis. [Dkt. 281 at 19-20.] Their arguments fail for 

five reasons. First, on a motion to dismiss, this Court must assume “that [the expert’s] opinions are 

true and that [the expert] is qualified to provide his expert opinion.” In re Resonant Inc. Sec. Litig., 

2016 WL 6571267, at *5 (C.D. Cal. July 11, 2016) (citing Nursing Home Pension Fund, Loc. 144 

v. Oracle Corp., 380 F.3d 1226, 1233 (9th Cir. 2004)).  

Second, the FK Defendants suggest that the expert analysis is the Trustee “simply making 

something up[.]” [Dkt. 281 at 19.] Set aside for a moment the incivility of such a baseless 

accusation. The Trustee with Court approval retained two experts to value the planes, and those 

experts have been reimbursed their fees for those analyses with Court approval.14

Third, the FK Defendants incorrectly assert that the Trustee did not describe the source of 

the expert analysis “‘with sufficient particularity to support the probability that a person in the 

14 See RJN in Supp. of Tr.’s Opp. to FK Defs.’ Mot. to Dismiss (“Tr. RJN”) [Dkt. 316]. To avoid 
any further doubt, Steven Hazel of FTI performed the Fair Market Value analysis and Ross 
McKenzie of Seabury performed the Estate Value analysis.  
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position occupied by the source would possess the information alleged.’” [Dkt. 281 at 19 (quoting 

Nursing Home, 380 F.3d at 1233).] That argument fails for three reasons. One, Nursing Home was 

addressing the heightened pleading standard, even more stringent than Rule 9(b), in the Private 

Securities Litigation Reform Act (“PSLRA”), that does not apply here. Id. at 1230. Two, Nursing 

Home only held that anonymous sources must be described “with sufficient particularity to support 

the probability that a person in the position occupied by the source would possess the information 

alleged,” for example, access to “accounting practices.” Id. at 1233-34 (citing Novak v. Kasaks, 

216 F.3d 300, 314 (2d Cir. 2000)). Neither court applied this rule to the expert witnesses. Three, 

even so, the FAC pleads that the experts had access to the necessary information to conduct the 

expert analyses. The Fair Market Value is based on “publicly available valuations of similar planes 

from three sources as well as specific transactions involving substantially similar planes during the 

relevant time frame.” (¶ 343.) A complaint may allege facts based on an expert who “bases his 

opinion on documents that are publicly available” to meet Rule 9(b). Resonant, 2016 WL 6571267, 

at *5. Similarly, the Estate Value is based on “the revenue that an operator of similar size as the 

Debtors would likely generate” and a “conservative 10 % internal rate of return.” (¶ 345.)15

Fourth, the FK Defendants demand that the Trustee attach the full and final expert report to 

the Complaint. [Dkt. 281 at 2, 20.] On the contrary, while the federal rules allow a complaint to 

make allegations based on an expert report, they do not allow attaching that same expert report to 

the complaint. See, e.g., DeMarco v. Depotech Corp., 149 F. Supp. 2d 1212, 1222 (S.D. Cal. 2001) 

(striking expert affidavit attached to complaint). For example, in Resonant, 2016 WL 6571267, at 

*5, the court struck an expert declaration that was attached to an amended complaint, while at the 

same time refusing to “disregard the [second amended complaint] to the extent that it cite[d] to and 

reference[d] [the] expert opinion.” Id. Instead, the court held that “expert testimony is not barred 

from being plead[ed] directly into a complaint[.]” Id. (citing Nursing Home, 380 F.3d at 1233). 

15 The FK Defendants do not directly challenge the separate Estate Value, only tacking on a citation 
to the second table when discussing the Fair Market Value. [See Dkt. 281 at 19-20.] In any event, 
a discounted cash flow analysis, like the Estate Value, is a broadly accepted valuation method. See 
In re Silicon Valley Telecom Exch., LLC, 315 B.R. 750, 752 (B.A.P. 9th Cir. 2004) (applying 
discounted cash flow analysis based on expected rents); U.S. v. 191.07 Acres, 482 F.3d 1132, 1137 
(9th Cir. 2007) (affirming valuation by discounted cash flow analysis); Kipperman v. Onex Corp., 
411 B.R. 805, 846 (N.D. Ga. 2009) (summarizing law on discounted cash flow valuation). 
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Further, it is improper at this stage for the Court to determine whether the expert is qualified. 

Instead, those arguments “are more appropriately raised in a Daubert motion.” Id.

Fifth, the FK Defendants mistakenly suggest that the Trustee pleaded the expert analysis 

and its conclusions “on information and belief.” [Dkt. 281 at 2, 19-20.] The phrase “on information 

and belief” does not appear in the Trustee’s allegations regarding this expert analysis. (See ¶¶ 343-

46, 474.) Even so, as noted above, the FAC states with particularity the facts on which the expert 

analysis is based. (¶¶ 343-45.)16

The FK Defendants then repackage the same improper arguments as a plausibility challenge 

based on the press releases attached to the FAC and Cassidy’s fraudulent First Business Plan. [Dkt. 

281 at 20-21.] Dismissing the expert analyses on that basis would be reversible error on a Daubert

motion, let alone a motion to dismiss. It is also unsupported by the FAC or their factual statements 

from outside the FAC. First, they rely on the “list prices” in press releases that they admit are 

“inflat[ed].” [Dkt. 281 at 20 (admitting that the purported $63 million price is merely “press-release 

inflation”).] Next, they rely on Bombardier’s forecast that the average price for business jet 

deliveries in China would be $37.7 million per plane (entirely consistent with the average Fair 

Market Value of $34.7 million, see ¶ 344). Set aside that this is a “forecast[],” not the historical 

price. (FAC Ex. 2.) The FK Defendants speculate that this must be for different, lower-cost planes, 

but point to nothing in the FAC or otherwise to support their argument (not that they could on a 

motion to dismiss). They also provide no reason to think this is anything other than the “inflat[ed]” 

list prices rather than the market prices. Finally, they rely on the First Business Plan. [Dkt. 281 at 

21.] Of course, the First Business Plan was fraudulent, relying on inflated revenue assumptions that 

the Debtors could not and did not come close to reaching. (¶¶ 408-10, 437.) But also, even if 

Cassidy, rather than Fazal-Karim, came up with the idea of $50 million for a $500,000 kickback, 

that does not absolve the FK Defendants from paying him commercial bribes and kickbacks. None 

of these things contradict the “publicly available valuations of similar planes from three sources as 

16 The FK Defendants’ argument regarding Seagrim and Walter’s approval of the transactions [Dkt. 
281 at 19] is both improper for a motion to dismiss and ignores that any approval is irrevocably 
tainted by Cassidy’s lies and omissions. FDIC v. Braemoor Assocs., 686 F.2d 550, 554-55 (7th Cir. 
1982) (“[T]he board’s approval of these loans, an approval procured by fraud, was ineffective.”);  
(see ¶¶ 200, 208-13, 215, 232, 259, 271, 284, 294, 448, 461). 
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well as specific transactions involving substantially similar planes during the relevant time frame” 

that the expert used to calculate the Fair Market Value. (¶¶ 343-44.)  

Finally, the FK Defendants ask this Court to simply ignore the well-pleaded allegations in 

the FAC. [Dkt. 281 at 21-22.] This attempt should be rejected for at least three reasons. First, the 

FK Defendants contend that any fact they dislike is a mere label or conclusion. But the FAC is not 

“a formulaic recitation of the elements of a cause of action” that is “devoid of further factual 

enhancement.” Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) (quoting Bell Atl. Corp. v. Twombly, 

550 U.S. 544, 555 (2007)). For example, they dispute that operators “negotiate prices.” [Dkt. 281 

at 22.] But operators must negotiate, if the “list price” is “press-release inflation” rather than the 

actual price of the planes on the market. Cassidy did not even attempt to negotiate because he was 

getting commercial bribes and kickbacks. (¶ 92.) Second, they ask this Court to decide that any

increase in price is fine because Jetcraft is an aircraft broker. The FAC does not allege Planes 1 and 

10 were overpriced simply because the prices were more than Jetcraft paid. It alleges that the prices 

increased more than the cost of upgrades and enhancements, which were themselves inflated: 

Jetcraft Corp. conceded these were “high estimates” that “should come in less” yet they were never 

adjusted to reflect the actual costs. (¶¶ 356-57, 359.) Third, the FK Defendants inappropriately 

bring in their own facts, contending that Jetcraft is an “inventorying broker” who must hold the 

Planes with borrowed funds. They provide no explanation for why they had to hold the Planes when 

Cassidy approached them before they bought the Planes. They could have brokered a deal directly, 

but instead they bought and flipped the Planes to the Debtors for millions of dollars more than they 

paid – excluding upgrades and deposit – at a time when market prices overall were decreasing. 

(¶¶ 349-60.) The FK Defendants are asking this Court to commit reversible error by adding “facts” 

outside the four corners of the FAC and drawing inferences against the Trustee based on 

unsupported argument. This Court should decline to do so. 

II. Neither in pari delicto nor the novel agency theory bars the Trustee’s claims.  

The Jetcraft and FK Defendants directly contradict each other on imputation.17 The FK 

17 As a reminder, although the Jetcraft and FK Defendants filed separate motions to dismiss, they 
are represented by the same counsel and the Jetcraft Defendants joined the FK Defendants’ Motion 
in full. [See Dkt. 281 at 1, 36; Dkt. 282 at 1, 23.]  
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Defendants argue that the tort claims must be dismissed because Cassidy’s wrongful conduct is 

imputed to the Debtors. The Jetcraft Defendants argue that Cassidy’s intent is not imputed to the 

Debtors, requiring dismissal of the fraudulent transfer claims. Even without this fatal inconsistency, 

the FK Defendants are wrong for several reasons. 

A. The FK Defendants’ arguments are improper at the pleading stage.  

Affirmative defenses like in pari delicto are “fact-intensive and should not be generally 

resolved at the pleading stage.” In re Amergence Tech., Inc., 2016 WL 4069550, at *3 (Bankr. C.D. 

Cal. July 27, 2016).18 In particular, courts “should not resolve the factual disputes relating to the 

adverse interest exception at the pleading stage.” Id. Here, it is improper to rule on in pari delicto 

at the motion to dismiss stage because “the imputation analysis ‘generally rests on questions of 

fact.’” In re Mortg. Fund ‘08 LLC, 527 B.R. 351, 369 (N.D. Cal. 2015). Even at the summary 

judgment stage, it is improper to rule on in pari delicto because of the “inherent contradiction” 

between a plaintiff’s allegation that the agent “participated in a scheme to defraud [the plaintiff],” 

and the defendant’s argument that the agent’s “conduct could be imputed to [the plaintiff].” Exp.-

Imp. Bank of Korea v. ASI Corp., 2018 WL 5267289, at *8 (C.D. Cal. Aug. 3, 2018).  

B. The FK Defendants’ imputation and in pari delicto arguments  
fail under California law.  

The FK Defendants make two arguments: (i) that Cassidy’s knowledge must be imputed to 

the Debtors under California agency law, which thus bars the Trustee’s tort claims, and (ii) that the 

doctrine of in pari delicto bars the Trustee’s tort claims. Both fail.  

i. Cassidy’s knowledge cannot be imputed to the Debtors  
under California agency law.  

The FK Defendants do not and cannot argue that the Debtors knew that Cassidy was 

18 See also Agape Fam. Worship Ctr., Inc. v. Gridiron, 2016 WL 633864, at *2 n.3 (C.D. Cal. Feb. 
16, 2016) (refusing to even evaluate the adverse interest exception on a motion to dismiss because 
it “is a question of fact that is inappropriate for resolution at the pleading stage”); Nathanson, 87 F. 
Supp. 3d at 981–82 (applying adverse interest exception on a motion to dismiss is inappropriate 
given the “ordinary allocation of the burdens on a motion to dismiss, where the court cannot 
conclude form the four corners of a plaintiff’s complaint” the required elements); Casey v. U.S. 
Bank N.A., 127 Cal. App. 4th 1138, 1144 (Cal. Ct. App. 2005) (reversing finding of in pari delicto 
at the pleading stage because “the complaint itself [did] not support that result”); CrossTalk Prods., 
Inc. v. Jacobson, 65 Cal. App. 4th 631, 641 (Cal. Ct. App. 1998) (“Since the doctrine of unclean 
hands is heavily fact dependent, it is a uniquely poor candidate to support a demurrer.”). 
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receiving commercial bribes and kickbacks. Instead, the FK Defendants argue that, as a legal 

fiction, Cassidy’s knowledge of his fraud against the Debtors must be imputed to the very entities 

that he was defrauding. [Dkt. 281 at 18.] They also claim that imputation is presumed in these 

circumstances. [Id. at 6.] Therefore, they argue, the fraud claims (that allege that Cassidy and the 

Defendants defrauded the Debtors) fail because this Court must pretend that the Debtors knew facts 

merely because Cassidy – not the disinterested directors – knew those facts. [Id.]  

This argument flips California law on its head. California law “neither presume[s] that the 

agent will disclose those actions to his principal nor impute[s] the agent’s knowledge of his own 

misdeeds to his principal.” Stueve Bros. Farms, LLC v. Berger Kahn, 222 Cal. App. 4th 303, 316 

(Cal. Ct. App. 2013) (citing Witty v. Clinch, 207 Cal. 779, 782 (1929)). California law does not 

presume imputation because third parties who conspire with an agent to defraud a principal “know[] 

that the agent will not advise the principal” of that fraud. Sands v. Eagle Oil & Ref. Co., 83 Cal. 

App. 2d 312, 319–20 (Cal. Ct. App. 1948); see also Nathanson v. Polycom, Inc., 87 F. Supp. 3d 

966, 981–82 (N.D. Cal. 2015) (“a faithless agent, pursuing his own selfish interests and seeking to 

defraud his principal, will obviously not inform his principal of that plan”). The California Supreme 

Court has thus held for almost a century that it “would be absurd to suppose that [an agent] would 

communicate to the principal any facts within his private knowledge” about his acts adverse to that 

principal. Witty, 207 Cal. at 798. There is no presumption of imputation in these circumstances.  

But regardless of any presumption, under California law, an agent’s “knowledge . . . cannot 

be imputed” to the principal where the agent “was alleged to be a participant in the fraud against 

it.” S.E.C. v. Seaboard Corp., 677 F.2d 1301, 1310 (9th Cir. 1982). Similarly, knowledge will not 

be imputed when an officer “collaborates with outsiders to defraud the corporation.” Sharim v. 

Amin, 2015 WL 7180680, at *7-8 (Cal. Ct. App. Nov. 16, 2015) (quoting Peregrine Funding, Inc. 

v. Sheppard Mullin Richter & Hampton LLP, 133 Cal. App. 4th 658, 679 (Cal. Ct. App. 2005)).19

“There is nothing fair or equitable about permitting a third party to attribute a corporate employee’s 

19See Spahn v. Guild Indus. Corp., 94 Cal. App. 3d 143, 156 (Cal. Ct. App. 1979); McHale v. 
Silicon Valley L. Grp., 2011 WL 6990187, at *5–6 (N.D. Cal. Dec. 14, 2011); Meyer v. Glenmoor 
Homes, Inc., 246 Cal. App. 2d 242, 263–64 (Cal. Ct. App. 1966); People v. Parker, 235 Cal. App. 
2d 86, 93 (Cal. Ct. App. 1965); Uecker v. Zentil, 244 Cal. App. 4th 789, 797–98 (Cal. Ct. App. 
2016). 
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acts to the corporation where the third party is engaged in a conspiracy with the employee to use 

the corporation to obtain a benefit for himself.” Saks v. Charity Mission Baptist Church, 90 Cal. 

App. 4th 1116, 1139-40 (Cal. Ct. App. 2001), as modified on denial of reh’g (Aug. 21, 2001). As 

a result, Cassidy’s knowledge is not imputed to the Debtors under California law.  

The FK Defendants argue that the Debtors can be vicariously liable as an employer for their 

employees’ torts. [Dkt. 281 at 16-18.] The FK Defendants’ cases do not apply here because 

Cassidy’s fraud against the Debtors is not within the scope of his agency.20 “An agent can never 

have authority, either actual or ostensible, to do an act which is, and is known or suspected by the 

person with whom he deals, to be a fraud upon the principal.” Cal. Civil Code § 2306. When an 

agent “is openly using the corporation to obtain a benefit for himself and his cohorts in a transaction, 

in which the corporation will ultimately not benefit,” the agent’s knowledge is not imputed to the 

principal. Saks, 90 Cal. App. 4th at 1121; see also In re Cal. TD Invs. LLC, 489 B.R. 124, 133 

(Bankr. C.D. Cal. 2013) (gathering California cases that refused “to impute the acts or knowledge 

of an officer in a situation where that officer has no power to bind the corporation”).  

The FK Defendants argue that Cassidy’s wrongdoing must be imputed because the Trustee 

is seeking to establish the liability of a third party, rather than Cassidy. [See Dkt. 281 at 7-8 (citing 

First Nat’l Bank v. Reed, 198 Cal. 252 (1926); McKenney v. Ellsworth, 132 P. 75, 76 (Cal. 1913); 

Verder v. Am. Loan Soc., 1 Cal. 2d 17, 28 (1934); and Rhinock v. Price, 218 Cal. 403, 407 (1933)).] 

The 9th Circuit has rejected cases like these, including McKenney specifically, because they only 

apply where the defendants are “innocent victims of an agent’s wrongdoing.” F.D.I.C. v. 

O’Melveny & Myers, 969 F.2d 744, 750 n.8 (9th Cir. 1992), rev’d, 512 U.S. 79 (1994), and opinion 

adopted in relevant part, 61 F.3d 17 (9th Cir. 1995) (applying California law). What is more, some 

cases will not even impute an agent’s knowledge where a “defrauded [third party] has notice that 

the employee has acted entirely for his or her own purposes”. See Omari v. Kindred Healthcare 

20 The FK Defendants again improperly state things that are not in the FAC, asserting that Seagrim 
and Walter “rubber-stamp[ed] the purchase agreements, which put them on notice of Cassidy’s acts 
in furtherance of his authority.” [Dkt. 281 at 17.] This inference is not only improper on a motion 
to dismiss, but belied by the allegations that Seagrim and Walter had no knowledge of the 
commercial bribes and kickbacks, that Cassidy used his personal email and bank account, and that 
the APAs expressly disclaimed the “commissions,” as well as by the disinterested directors’ 
immediate reaction when they learned of Cassidy’s misdeeds. (See, e.g., ¶¶ 362-64.)  
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Operating, Inc., 2007 WL 1640958, at *12 (Cal. Ct. App. June 7, 2007), as modified on denial of 

reh’g (July 3, 2007).  

That background on California law shows why the case that the FK Defendants claim is 

“critical” and “dispositive,” Reed, 198 Cal. 252, is neither. [Dkt. 281 at 7.] Rather than discuss the 

California Civil Code or the legion of recent cases, the FK Defendants reach back to a nearly 

hundred-year-old California Supreme Court case and claim that they have discovered “bedrock” 

California law that has escaped all subsequent California state and federal courts, including the 

California Supreme Court and the Ninth Circuit. [Id. at 2, 8, 11.]21 Reed is both factually inapposite 

and legally irrelevant to the FK Defendants’ position. 

Reed is factually inapposite because the agent allegedly conspired with an innocent third-

party defendant to benefit the principal in a conspiracy that was disclosed to and approved by the 

principal. In Reed, a bank (the principal) sued an individual (the third party) to recover under two 

promissory notes that the third party had executed at the request of the bank’s Vice President and 

cashier (the agent) to benefit the bank by disguising an illegal overdraft from a national bank 

examiner. Id. at 253-54, 256. The third party was innocent: he had no role in the overdraft. See id.

The third party received no consideration for the notes, and the agent repeatedly told the third party 

that the bank would guarantee him against any loss he might sustain from making the notes (i.e., 

the bank would not try to collect on the notes). Id. at 254-55, 258-59. The scheme was both 

disclosed to and expressly approved by the bank’s officers and directors; indeed, the bank’s 

President thought it was a “mighty good idea.” Id. at 256. The agent “explained to the board of 

directors of the bank how the note was taken” and that he had assured that the third party “would 

never be called upon to pay.” Id at 258-59. A director was present when the third party executed 

the note. Id. at 259. The agent also explained to the directors that the agent planned to get stock 

subscriptions from the overdrawn company to repay the overdraft, but that the bank would keep 

the note to cover other overdrafts. Id. Shortly thereafter, the overdrawn company became insolvent. 

21 This interpretation of Reed is not “bedrock” California law. Over almost 100 years, Reed has 
been cited twenty-nine times. None of those cases adopt the FK Defendants’ tortured interpretation. 
Not one. Instead, those cases cite Reed for the opposite reason: that a court will not impute the 
knowledge of an agent who is conspiring with a third party. 
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Id. at 257. Despite the promise not to seek to collect, the bank sued the third party. Id.

The FK Defendants say that Reed holds that the fraud-against-the-principal exception to 

imputation of knowledge does not apply when “the principal is seeking to establish the liability of 

a third person.” [Dkt. 281 at 7 (quoting Reed, 198 Cal. at 260).] But Reed was not applying the 

exception to any third-party liability. No case in the past 92 years has cited Reed for that 

proposition. Rather, the Court held that the bank could not enforce the note because the agent had 

agreed not to enforce it. As the Court explained, a principal “cannot avail itself of only so much of 

the transaction as was beneficial to it and repudiate the rest.” Id. at 260. Rather, the bank “must 

take it with the terms upon which the [agent] took it, namely, that the [third party] should not be 

responsible.” Id. The bank had to “take the burden with the benefits” and thus had to accept every 

term the agent made, including that the bank would not seek to collect on the note. Id. at 260-61. 

The Court also referenced the “well settled” law that when “a principal seeks to recover upon a 

contract in which the agent exceeds his authority, he must take the contract as a whole.” Id. at 260. 

Thus, the Court did not hold that a defrauded principal could not sue a third party who 

conspired with its corrupted agent to defraud the principal. To the contrary, Reed reaffirms that “if 

the agent and the third party are acting in collusion to defraud the principal the principal will not 

be held bound by the knowledge of the agent” to “protect the innocent principal against the fraud 

of his agent acting in collusion with the third person.” Id. at 259. As already shown, numerous cases 

have followed the rule that knowledge will not be imputed when an officer “collaborates with 

outsiders to defraud the corporation.” Sharim, 2015 WL 7180680, at *7-8. Here, the Trustee is not 

seeking to enforce the APAs against the FK Defendants, who are most certainly not innocent third 

parties. Reed and the other cases the FK Defendants cite do not apply.  

For similar reasons, this Court may disregard the many irrelevant cases the FK Defendants 

cite about “corporations used by their principals to steal from outsiders[.]” Cal. TD Invs., 489 B.R. 

at 132. Here, with respect to the FK Defendants, Cassidy’s “wrongdoing was ‘theft’ from the 

[Debtors] themselves.” Id.22 This “distinction is crucial in the case law.” Id. Yet the FK Defendants’ 

22 To be sure, Cassidy was also using the Debtors as part of a Ponzi-like scheme, in which funds 
from new financiers were used to pay off earlier investors and financiers. But that is irrelevant to 
whether the Defendants and Cassidy defrauded the Debtors by trading kickbacks for planes.  
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motion elides that crucial distinction. See, e.g., Engeleiter v. Shin, 956 F.2d 274, at *2 (9th Cir. 

1992) (unpub. table op.) (rejecting a defense based on Reed because the defendant “was a knowing 

participant in a transaction designed to defraud”). California law simply does not bar suits against 

third parties who conspire with an agent to defraud the principal. See, e.g., Casey, 127 Cal. App. 

4th at 1141 (holding that trustee could sue third party for participating in a “fraudulent scheme to 

loot the debtor corporation”).23 In this case, unlike in the cases cited by the FK Defendants, the 

commercial bribes and kickbacks were a fraud against and directly harmed the Debtors.  

ii. In pari delicto does not apply because Cassidy’s wrongful acts  
cannot be imputed to the Debtors.  

In pari delicto provides that “when a participant in illegal, fraudulent, or inequitable conduct 

seeks to recover from another participant in that conduct, the parties are deemed in pari delicto, and 

the law will aid neither[.]” Johnston v. Novelo, 2020 WL 1482590, at *2 (Cal. Ct. App. Mar. 27, 

2020) (quoting Casey, 127 Cal. App. 4th at 1143 n.1). In pari delicto “is available only when: (1) 

the plaintiff bears ‘at least substantially equal responsibility’ for the wrongs he seeks to redress, 

and (2) preclusion of suit would not ‘significantly interfere’ with the purposes of the law or harm 

the public interest.” In re Nat’l Century Fin. Enters., Inc., 783 F. Supp. 2d 1003, 1014 (S.D. Ohio 

2011) (quoting Bateman Eichler, Hill Richards, Inc. v. Berner, 472 U.S. 299, 310-11 (1985)). 

The Court previously denied the FK Defendants’ in pari delicto arguments because the 

adverse interest exception applied, and the sole actor exception did not. [Dkt. 107 at 41-48.] In pari 

delicto fails again for those reason, discussed below, but also because the FK Defendants cannot 

meet their initial burden to show that Cassidy’s “wrongful behavior” can be imputed to the Debtors. 

Cal. TD Invs., 489 B.R. at 131. As seen above, imputation does not apply here. To the contrary, 

“the ordinary rationale supporting imputation breaks down completely in scenarios involving 

secretive, collusive conduct between corporate agents and third parties.” Off. Comm. of Unsecured 

23 The same is true outside California. See, e.g., U.S. v. Hatfield, 2015 WL 13385926, at *9 
(E.D.N.Y. Mar. 27, 2015) (“it is nonsensical to suggest that [a defendant] may, by the same illegal 
act, both benefit himself at the expense of the Company and preclude the Company from recovering 
that benefit against him in a restitution action” and that the court “cannot apply the principles of 
agency to condone such inequitable results”); see also In re Parmalat, 383 F. Supp. 2d 587, 599 
(S.D.N.Y. 2005); In re Refco Sec. Litig., 779 F. Supp. 2d 372, 376 (S.D.N.Y. 2011), aff’d sub nom. 
Krys v. Butt, 486 F. App’x 153 (2d Cir. 2012). 
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Creditors of Allegheny Health Educ. & Rsch. Found. v. PriceWaterhouseCoopers, LLP, 605 Pa. 

269, 306-07 (2010) (describing imputation in this context as “ill-advised, if not perverse”). The 

complaint contains no allegations of any wrongdoing by the Debtors or their disinterested directors, 

as opposed to Cassidy. As a result, there is “no wrongful conduct to impute to the [Debtors] in the 

first place.” Cal. TD Invs., 489 B.R. at 131; see also ASI Corp., 2018 WL 5267289, at *8 (noting 

the inherent contradiction of arguing both that an agent defrauded a principal and that that agent’s 

conduct should be imputed to that principal).24

The FK Defendants strain and distort the FAC, suggesting that it alleges some type of 

negligence or other misconduct by the disinterested directors or the Debtors, apart from Cassidy. 

But the FAC does not allege any willful, voluntary misconduct apart from Cassidy. See Allied Irish 

Banks, P.L.C. v. Citibank, N.A., 2015 WL 4104703, at *8 n.13 (S.D.N.Y. June 30, 2015) (holding 

that “the plaintiff must be an active, voluntary participant in the wrongful conduct” for in pari 

delicto to apply). Even if the Court were to improperly draw inferences against the Trustee on this 

motion to dismiss, any supposed wrongdoing by the Debtors is far outweighed by the intentional 

fraudulent conduct alleged against the FK Defendants. In pari delicto does not bar recovery when 

the plaintiff is not equally at fault. See, e.g., Warren v. Merrill, 143 Cal. App. 4th 96, 115 (Cal. Ct. 

App. 2006) (holding that in pari delicto did not bar plaintiff’s recovery even though his “behavior 

was far from exemplary” because he and the defendant were not “equally at fault”); Johnson v. 

Johnson, 192 Cal. App. 3d 551, 556–557 (Cal. Ct. App. 1987) (although party’s conduct was 

improper and against public policy, applying the in pari delicto rule to preclude relief was improper 

because both parties were not equally at fault).  

iii. In pari delicto does not apply because of the adverse interest exception. 

Even if the FK Defendants could surmount the fundamental defects discussed above, the in 

pari delicto defense still fails because of the adverse interest exception. The FK Defendants misstate 

the adverse interest standard under California law (which this Court already properly resolved [Dkt 

107 at 45]). The FK Defendants spend six pages trying to explain away California case law 

24 The FK Defendants state that “parties may be in pari delicto without imputation” [Dkt. 281 at 
12], but the case they cite is irrelevant because it is about an individual, not a principal and agent. 
See Kardoh v. United States, 572 F.3d 697, 699 (9th Cir. 2009).  
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expressly holding that California does not require a heightened standard for adverse interest. They 

argue, for example, that California law requires that an agent “completely abandon the principal’s 

interest and act entirely for his own purposes.” [Dkt. 281 at 8 (quotation omitted).] Not true.  

California courts and the Ninth Circuit do not require a heightened standard like some other 

jurisdictions (although the allegations meet that heightened standard as well). See, e.g., Cal. TD 

Invs., 489 B.R. at 130 & n.2; McHale, 2011 WL 6990187, at *5-6; MicroTechs., LLC v. Autonomy, 

Inc., 2018 WL 4538782, at *5 (N.D. Cal. Sept. 21, 2018). Under applicable California law, the 

Trustee “need establish only that [Cassidy] acted ‘adversely’ to the [Debtors].” Cal. TD Invs., 489 

B.R. at 130 & n.2. 

The FK Defendants’ cases do not even apply California law. The FK Defendants concede 

that California (not federal) law applies. Yet, without explanation, the FK Defendants then cite 

cases applying federal law. For example, Cement & Concrete Workers Dist. Council Pension Fund 

v. Hewlett Packard Co., 964 F. Supp. 2d 1128, 1144 (N.D. Cal. 2013), does not apply California 

law. Rather, as other California courts have recognized, that “decision, which was not in the context 

of an in pari delicto defense, applied federal law and cited no authority from the California state 

courts.” MicroTechs., 2018 WL 4538782, at *5. By contrast, “California courts have generally 

framed the rule merely as whether interests were ‘adverse,’ without stating a requirement of 

‘complete’ abandonment of the corporation’s interests.” Id. (gathering cases). Even so, Cement & 

Concrete Workers supports the Trustee because it denied a motion to dismiss because adverse 

interest was a question of “fact not contained within the four corners of [the plaintiff’s] allegations.” 

964 F. Supp. 2d at 1145. Another case cited by the FK Defendants likewise does not apply 

California law, but rather New York, Nevada, and federal law. See Seiden v. Frazer Frost, LLC, 

2018 WL 6137618, at *8 (C.D. Cal. July 31, 2018), aff’d, 796 F. App’x 381 (9th Cir. 2020). 

The FK Defendants argue that there “is no dispute that Zetta Singapore benefited from the 

transactions it now complains of.” [Dkt. 281 at 12.] Even if this argument were appropriate on a 

motion to dismiss, and even if some benefit were enough to meet the standard, the FAC alleges the 

exact opposite. The allegations show that “disaster, not benefit, accrued to [the Debtors] through 

the malfeasance of” Cassidy and the FK Defendants. O’Melveny, 969 F.2d at 750. The FAC—in 
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allegation after allegation—shows that the Debtors did not benefit from Cassidy’s commercial 

bribes and kickbacks, his theft, looting, and embezzlement, or the transactions themselves, but 

rather that “the wrongful acts and misconduct of Bombardier, Jetcraft, and Cassidy . . . crippled the 

Debtors and left their creditors with almost nothing.” (¶ 1; see also ¶¶ 3, 5, 9, 91-93, 95, 99, 100, 

102-03, 202, 204, 216-19, 231 273, 276, 296, 341-46, 349, 361, 366-67, 400, 401, 405, 440-42, 

446, 450-51, 465-66, 478, 519.)  

The FK Defendants’ argue that the Debtors benefited because they received planes and 

revenue. [Dkt. 281 at 12.]25 But the FAC shows those were not benefits, but the products of 

Cassidy’s and the Defendants’ fraudulent and unsustainable ploy to enrich themselves at the 

expense of the Debtors. In effect, the FK Defendants only look at one side of the ledger, focusing 

only on the fact that there was arguably some benefit to the Debtors because they flew some flights 

for paying customers. But because each of the planes operated at a loss per hour, those flights 

hastened the Debtors’ demise. (¶ 431-47.) Any revenues earned by Zetta USA went not to operating 

the business or paying the trade creditors, but to paying off Li and the financiers at above-market 

rates. (¶¶ 100, 412, 416.) The Debtors stopped paying the trade creditors almost entirely, creating 

new unpaid creditors and leaving them holding an increasingly large bag. (See ¶¶ 10, 102, 444.) 

Before Cassidy got involved, AAM was a successful business with a fleet of nine aircraft and many 

customers in the US and Europe. (¶¶ 77-78.) The kickback and bribery scheme and the fraudulent 

transactions put the Debtors into a hole from which they never recovered. (¶¶ 431-47.) The 

purchases “only served to propel the Debtors into a more precipitous fall into financial crises.” 

(¶ 93.) Even under much stricter New York law, the “mere fact that a company gained benefits 

from the manager’s malfeasance does not preclude a fact-finder from determining that the 

manager’s true motivation was diametrically opposed to the interests of the corporation.” In re 1031 

Tax Grp., LLC, 420 B.R. 178, 200 (Bankr. S.D.N.Y. 2009). 

The law does not recognize these fleeting collateral effects as “benefits,” especially when 

the same misconduct that produces them ultimately leads to the company’s destruction. See, e.g., 

25 The FK Defendants also improperly state that Zetta’s business plan required certain aircraft so 
that it could conduct its business. [Dkt. 281 at 12.] That is not pleaded in the FAC. Regardless, the 
FAC pleads that the business plan was fraudulent. (¶¶ 408-10.) 
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Nathanson, 87 F. Supp. 3d at 981–82 (holding that a rise in stock price did not constitute a benefit 

to the company especially when the company “lost a significant percentage of its value when [the 

agent’s] misconduct was revealed”); Luxembourg Gamma Three Sarl v. Spot Runner, Inc., 655 

F.3d 1039, 1056–57 (9th Cir. 2011) (holding that because a “corporate entity [is] distinct from [its 

founders], the [founders’] motivation to commit fraud cannot be automatically ascribed to the 

[corporation], particularly where the alleged behavior is at odds with the [corporation’s] financial 

interests”), abrogated on unrelated grounds by Lorenzo v. Sec. & Exch. Comm’n, 139 S. Ct. 1094 

(2019); 1031 Tax Grp., 420 B.R. at 202 (holding that “a determination that [the relevant agent’s] 

actions benefited the [debtors] by somehow extending the life of the companies [did] not prohibit 

a determination that the [agent] acted out of total self-interest”); In re Pitt Penn Holding Co., 484 

B.R. 25, 41–42 (Bankr. D. Del. 2012) (applying adverse interest exception even when “some 

allegations cut against the basic premise that [the company] did not benefit from the alleged 

wrongdoing” because the “pleadings allow[ed] a reasonable inference that the net short-term impact 

of the alleged wrongdoing was financial harm to the company”); In re Adelphia Commc’ns Corp., 

365 B.R. 24, 56-57 (Bankr. S.D.N.Y. 2007) (denying motion to dismiss because the court was “not 

of mind to hold … that even a peppercorn of benefit to a corporation from the wrongful conduct 

would provide total dispensation to defendants knowingly and substantially assisting insider 

misconduct that is overwhelming adverse to the corporation”); Allied Irish Banks, 2015 WL 

4104703, at *8 (rejecting argument that agent’s “fraud benefitted [the company] by concealing his 

losses from investors and lenders”). 

iv. In pari delicto does not apply because Cassidy was not the sole actor. 

Finally, the FK Defendants cannot show that the sole actor exception applies. This Court 

already found that the sole actor exception did not apply. [Dkt. 107 at 45-48.] Nothing has changed.  

Under California law, “the sole actor exception requires the agent to have been the sole 

owner or solely in control of the corporation.” [Dkt. 107 at 46.] Absent sole ownership, “the ‘sole 

actor’ exception should not apply if at least one decision-maker could have stopped the fraud or 

where it has not been established that all relevant decisionmakers for the corporation were engaged 
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in the fraud.” Cal. TD Invs., 489 B.R. at 132.26 Here, Cassidy was not the sole owner. (¶¶ 21, 81, 

174.) Cassidy was not the sole director. (¶¶ 27-28, 174.) Further, the disinterested directors could 

have stopped the fraud, had they known about it. Seagrim and Walter had the authority to stop 

Cassidy and would not have entered into the transactions had they known about his fraudulent 

conduct. (¶¶ 30-34, 259, 284.) They, along with Li, “removed and terminated him” once they 

discovered his misdeeds. (¶ 1; see also ¶¶ 234, 264, 363.) They also brought a federal suit against 

Cassidy on behalf of the Debtors. (¶ 364; see also Seagrim v. Cassidy, No. 2:17-cv-6648-JAK-GJS 

(C.D. Cal.).) If Cassidy were in “sole control” or alter ego of the Debtors, the disinterested directors 

could not have removed him or caused the Debtors to sue him. 

The FK Defendants point to allegations that Cassidy had control over the Debtors financial 

operations. [Dkt. 281 at 13-14.] But that ignores that Seagrim and Walter (and later Li) still had 

controlling authority to approve the transactions, as discussed above. It also ignores a plausible 

division of labor among the three primary owners: finance, operations, and sales. (¶¶ 27-28, 90.) 

The FK Defendants also point to statements in the briefs on a motion to substantively 

consolidate Zetta PTE and Dragon Pearl Limited (“DPL”) that they contend is “evidence that 

Cassidy was in ‘exclusive control’ of Zetta [PTE].” [Dkt. 281 at 14.]27 Those statements cannot 

save them for three reasons.  

First, the substantive consolidation motion refers to DPL as an alter ego of Cassidy and 

26 See also LF Fashion PTE Ltd. v. Cal. Accessories Grp., LLC, 2015 WL 12752873, at *5 (C.D. 
Cal. Nov. 18, 2015) (holding that sole actor did not apply where agent was “not the sole owner, did 
not control [plaintiff], and did not have authority from [plaintiff] to act improperly”); McHale, 2011 
WL 6990187, at *7 (denying motion to dismiss because “undisputed facts do not establish that 
those perpetrating the fraud were solely responsible for running” plaintiff); Casey, 127 Cal. App. 
4th at 1143-44 (denying motion to dismiss because complaint did not allege that all relevant 
decisionmakers participated in the fraud); cf. Peregrine Funding, 133 Cal. App. 4th at 679-80 
(applying sole actor because agent was “owner and sole person in control” of plaintiff). 
27 The FK Defendants effectively concede that any statements in the substantive consolidation 
briefs are evidentiary, and thus inappropriate to consider on a motion to dismiss. See In re 
Schraiber, 141 B.R. 1000, 1007 (Bankr. N.D. Ill. 1992) (statements made in main case are not 
judicial admissions in adversary proceeding); cf. In re WonderWork, Inc., 626 B.R. 94, 123 (Bankr. 
S.D.N.Y. 2020) (statements in separate proceedings are not judicial admissions). Nor can the 
Trustee be judicially estopped because the Court did not even mention Cassidy in ruling on 
substantive consolidation, let alone rely on the alter ego allegations. See United Nat. Ins. Co. v. 
Spectrum Worldwide, Inc., 555 F.3d 772, 778–79 (9th Cir. 2009); [In re Zetta Jet USA, Inc., 2:17-
bk-21386-SK, Dkt. 1552 (substantively consolidating DPL into the Zetta PTE estate)]. 
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Zetta PTE “through Cassidy’s exclusive control in Singapore,” not Cassidy’s control over Zetta 

PTE as a whole, which the FK Defendants misleadingly omit. (Compare Dkt. 281 at 14 with Main 

Case Dkt. 1464 ¶ 26; Dkt. 1464-1 ¶ 13; Dkt. 1504 at 6.)28 The facts in the substantive consolidation 

motion relate to Cassidy’s actions in Singapore to embezzle the funds to purchase the Dragon Pearl 

(of which Seagrim, Walter and Li were unaware): Cassidy controlled the Debtors’ cash and 

financial reporting in Singapore, Cassidy (along with his wife) controlled disbursements out of 

bank accounts in Singapore, Cassidy used Debtor resources for consultants, crew, expenses, and 

insurance for the Dragon Pearl in Singapore, and Cassidy created a Dragon Pearl sub-account in 

the books maintained in Singapore to pay crew and operational expenses of the Dragon Pearl. (Id.)  

Second, the traditional alter ego test (concerning unity of interest and whether adherence to 

corporate separateness would sanction fraud) has almost no overlap with the elements of sole actor 

(concerning domination, control, the presence of innocent insiders, and whether all relevant 

decisionmakers were involved in the fraud). Compare In re Antovich Const., Inc., 2006 WL 

3834302, at *3 (Bankr. N.D. Cal. Dec. 29, 2006) (listing 13 factors for traditional test), with Cal. 

TD Invs. LLC, 489 B.R. at 132 (focusing on sole ownership, whether at least one decision-maker 

could have stopped the fraud, or whether all relevant decisionmakers were engaged in the fraud).  

Third, and most important, even if the misquoted statement that Cassidy had “exclusive 

control in Singapore” could be interpreted to mean that Cassidy had exclusive control of Zetta PTE 

as a whole, the presence of innocent decisionmakers on the Zetta PTE board negates any such 

finding. Domination, control, and alter ego only come into play “when there is no innocent member 

of management who could act to thwart the wrongdoing” and “the presence of any innocent 

decision-maker in the management of a corporation” defeats in pari delicto. O’Halloran v. 

PricewaterhouseCoopers LLP, 969 So.2d 1039, 1045 (Fla. Ct. App. 2007); see also Casey, 127 

Cal. App. 4th at 1143-44 (holding that trial court erred by dismissing complaint based on in pari 

delicto because “it is impossible to determine from the complaint that ‘all of the relevant decision 

makers’ of [the principal] were actually involved in the fraud”) (emphasis original). This is true 

28 The FAC does not allege that Cassidy is an alter ego of Zetta PTE. The FAC uses “alter ego” 
seven times. (¶¶ 368, 381, 463, 571, 591, 622, 639.) None refers to Cassidy. 
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even where a trustee concedes domination and control. In In re Fair Fin. Co. (Fair Fin. I), 834 F.3d 

651 (6th Cir. 2016), the Sixth Circuit reversed dismissal even though the Trustee repeatedly 

conceded domination and control in the complaint and related proceedings. See In re Fair Fin. Co. 

(Fair Fin. II), 2018 WL 1069443, at *23 (Bankr. N.D. Ohio Feb. 23, 2018). In fact, “the Trustee’s 

sole argument before the Sixth Circuit to avoid application of the in pari delicto defense was the 

assertion that an innocent person inside the corporation had the power to stop the fraud.” Id. The 

Sixth Circuit still held that the presence of an innocent insider would defeat in pari delicto: “If an 

innocent person inside the corporation had the power to stop the fraud, the agent and the company 

are not mere alter egos, so the sole actor rule cannot apply.” Fair Fin. I, 834 F.3d at 677.29 Similarly, 

in Cobalt Multifamily Investors I, LLC v. Shapiro, 2009 WL 2058530 (S.D.N.Y. July 15, 2009), 

the district court denied a motion to dismiss even though the managers who orchestrated the fraud 

“had complete control over the day-to-day operations of Cobalt and, thus, the managers and the 

corporation were one and the same” because the innocent shareholders “had the authority to stop 

the fraud, and the Receiver alleges that they would have done so had they known about it.” Id. at 

9-10; see also In re Sharp Int’l Corp., 278 B.R. 28, 38-39 (E.D.N.Y. 2002) (denying motion to 

dismiss even though the complaint alleged that the only three corporate officers “ran the company 

and had control over the fraudulent transactions” because “there was an innocent 13% shareholder 

who served on Sharp’s board of directors” who could have stopped the fraud). Contrary to the FK 

Defendants’ argument, it does not matter if the disinterested directors were late or negligent. The 

only question is whether they had the authority to stop the fraud and could have stopped it had they 

known about it. They had the authority, they could have stopped Cassidy, and they did in fact stop 

him. Cassidy thus was not the sole actor and in pari delicto does not apply.30

29 The court granted summary judgment after discovery because the trustee did not identify an 
innocent person who could have stopped the fraud. Fair Fin. II, 2018 WL 1069443, at *23. 
30 The rest of the FK Defendants’ sole actor argument focuses on immaterial semantics. They cite 
three stray references where the FAC uses “his” (e.g., “his aircraft debt” or “his initial investor”) 
rather than “Zetta” or “the Debtors” – going so far as to quote the word “his” in isolation. They 
focus on the FAC’s use of “uninterested” rather than “disinterested.” The FK Defendants’ focus on 
such irrelevancies shows why their argument fails. See CrossTalk Prods., 65 Cal. App. 4th at 640–
41 (“While precision is generally a virtue, counsel drafting a complaint can hardly be expected to 
anticipate that a word such as ‘secure’ will be construed as necessarily constituting an adverse 
admission, much less that leave to amend will then be denied.”). If this Court holds that the use of 
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III.The FAC pleads both direct wrongdoing by the FK Defendant companies and alter ego.  

The FAC pleads both direct wrongdoing and alter ego against FK Group, FK Partners, and 

Jetcraft Asia. First, with respect to direct wrongdoing, the FAC alleges that Fazal-Karim gave 

Cassidy a $42,569 bribe in the form of a credit against amounts Cassidy allegedly owed FK Partners 

on the Nyota yacht. (¶¶ 326-40.) This credit was made against an invoice from FK Partners. (¶ 334.) 

Fazal-Karim directly linked this credit to the prior agreement with Mattar and Cassidy that Cassidy 

should “buy and bill back to Jetcraft, and I shall sort it out with Jahid.” (¶ 318.) Cassidy caused an 

invoice to be sent to Jetcraft Corp. for $42,569, and Fazal-Karim told Cassidy to take it as a credit 

because that invoice to Jetcraft needed “to be settled for accounting purposes.” (¶ 335.)31 Similarly, 

Jetcraft’s CFO Behrend told Element that Fazal-Karim used Jetcraft Asia and FK Group to pay 

“extremely confidential” “outside commissions” as part of transactions involving Jetcraft Corp. 

(¶¶ 282, 377.) The FAC pleads that Fazal-Karim used Jetcraft Global to make similar offshore 

payments to Cassidy. (¶¶ 373, 377, 382-83.) Considering the payments relating to the Planes on the 

KM.xlsx Spreadsheet, it is plausible that some of those payments by Jetcraft Asia and FK Group 

were made in transactions involving the Debtors. (See, e.g., ¶¶ 180, 282, 382-83.) 

Second, the FAC also plausibly pleads that FK Group, FK Partners, and Jetcraft Asia are 

alter egos of Fazal-Karim, the other FK Defendants, and each other. The FK Defendants only 

challenge the second prong of alter ego: “inequitable result,” which requires the FAC to allege 

“abuse of the corporate form, such as under-capitalization, or the misrepresentation of the corporate 

structure to creditors” or some other “evidence of bad faith conduct on the part of defendants.” 

[Dkt. 107 at 7-8.]32

“uninterested” rather than “disinterested” or “his” rather than “the Debtors” is outcome-
determinative, the Trustee requests leave to replead.  
31 Fazal-Karim’s attempt to claim these had nothing to do with Jetcraft defies credulity. Mattar 
directed Cassidy to buy the Sea-Doos and bill them to Jetcraft, which Cassidy did, and Fazal-Karim 
gave Cassidy the credit on the Nyota so that he would not have to pay the invoice and leave a further 
paper trail, which is not surprising after the events surrounding the falsification of invoices to cover 
up the Second Kickback just a few months earlier. (See ¶¶ 278-282, 318-20, 335.) 
32 The FK Defendants do not make any argument on unity of interest. [Dkt. 281 at 34-35 & 34 
n.15.] The FK Defendants do not challenge alter ego against Fazal-Karim, Jetcraft Corp., Jetcraft 
Global, Jetcoast, or Orion. [Id.] Again, any attempt to make such arguments for the first time on 
reply may not be considered. [Dkt. 241-1 at 40; see also Flashcom, Inc., 503 B.R. at 135 n.24; LBR 
9013-1(g)(4).] In any event, the FAC pleads unity of interest for the FK Defendants. (¶¶ 368-81.) 
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The FAC plausibly pleads that Fazal-Karim used FK Group, FK Partners, and Jetcraft Asia 

in bad faith to an inequitable result. Allowing the FK Defendants to maintain that these are separate 

entities would be inequitable because Fazal-Karim used FK Group, FK Partners, and Jetcraft Asia 

to pay kickbacks and disguise them as third-party commissions to insulate Jetcraft Corp. and 

himself from potential liability. Specifically, Behrend admitted that she ran “subagency payments” 

that should have been made by Jetcraft Corp. or Jetcraft Global through subsidiaries, including 

Jetcraft Asia and FK Group, because of the “confidential and sensitive nature” of the payments. 

(¶¶ 282, 382-83.) Behrend sent that email in response to Element’s questions about the Second 

Kickback, while she, Fazal-Karim, and Cassidy worked together to create a fraudulent invoice to 

cover up the true nature of the Second Kickback. (¶¶ 271-283.) Further, the KM.xlsx Spreadsheet 

shows evidence of other similar payments on the Planes. (¶¶ 290-304.) Fazal-Karim and Behrend 

misrepresented the corporate structure (i.e., they made payments from the accounts of FK Group 

and Jetcraft Asia rather than the entity that owed the “commissions”) to insulate Jetcraft Corp. from 

potential liability if their scheme was discovered. (¶ 383.) Similarly, Fazal-Karim used FK Group 

and FK Partners to acquire the Nyota yacht and pay Cassidy one bribe in kind. (¶¶ 326-40.) By 

doing so, Fazal-Karim misused the corporate form to insulate himself and the other FK Defendants 

from liability, while setting up a vehicle for future bribes that would leave no paper trail for anyone 

investigating Jetcraft Corp. or Jetcraft Global, unlike the First and Second Kickbacks. (¶¶ 338, 385.) 

IV. The Court should grant leave to replead if the FAC is dismissed in whole or in part.  

The Court previously dismissed the tort claims in Counts I through VI of the initial 

Complaint. But the Court also held that the Complaint pleaded the essential elements of some 

claims, including aiding and abetting breach of fiduciary duty [Dkt. 107 at 23-27] and fraud [id. at 

36-39], as well as that in pari delicto did not apply because Cassidy acted adversely to the Debtors 

and was not the sole actor [id. at 45-48]. If this Court now reverses itself on those rulings, the 

Trustee respectfully requests leave to amend on those issues. Leave to amend should be granted 

unless the court “determines that the pleading could not possibly be cured by the allegation of other 

facts.” Lopez v. Smith, 203 F.3d 1122, 1127 (9th Cir. 2000) (en banc); Bly–Magee v. California, 

236 F.3d 1014, 1019 (9th Cir. 2001); Knevelbaard Dairies v. Kraft Foods, Inc., 232 F.3d 979, 983 

Case 2:19-ap-01382-SK    Doc 314    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Main Document      Page 49 of 50



DLA PIPER LLP (US)
LOS A NG EL ES

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28 

-40- 

(9th Cir. 2000). 

Conclusion 

WHEREFORE, the Trustee respectfully requests that the Court deny the Motion in its 

entirety. 

DATED: November 12, 2021 DLA PIPER LLP (US) 

By: /s/ John K. Lyons
DAVID B. FARKAS 
JOHN K. LYONS (Pro Hac Vice) 
JEFFREY S. TOROSIAN (Pro Hac Vice) 
JOSEPH A. ROSELIUS (Pro Hac Vice) 

Attorneys for the Chapter 7 Trustee
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DLA PIPER LLP (US) 

2000 Avenue of the Stars 

Suite 400 North Tower 

Los Angeles, California 90067-4704 

Tel: (310) 595-3412 

Fax: (310) 595-3312 

JOHN K. LYONS (Pro Hac Vice) 

john.lyons@us.dlapiper.com 

JEFFREY S. TOROSIAN (Pro Hac Vice) 

jeffrey.torosia@us.dlapiper.com 

JOSEPH A. ROSELIUS (Pro Hac Vice) 

joseph.roselius@us.dlapiper.com 

DLA PIPER LLP (US) 

444 West Lake Street, Suite 900 

Chicago, Illinois 60606-0089 

Tel: (312) 368-4000 

Fax: (312) 236-7516 

Attorneys for Jonathan D. King as Chapter 7 Trustee 

 

UNITED STATES BANKRUPTCY COURT 

CENTRAL DISTRICT OF CALIFORNIA 

LOS ANGELES DIVISION 

In re: 

ZETTA JET USA, INC., a California corporation, 

Debtor. 

 

Lead Case No.: 2:17-bk-21386-SK 

Chapter 7 

Jointly Administered With: 

Case No.: 2:17-bk-21387-SK 

 

Adv. Proc. No. 2:19-ap-01382-SK 

 

APPENDIX OF UNPUBLISHED 

OPINIONS CITED IN TRUSTEE’S 

OPPOSITION TO DEFENDANTS FK 

GROUP LTD., FK PARTNERS LTD, 

JAHID FAZAL-KARIM, AND 

JETCRAFT ASIA LIMITED’S 

MOTION TO DISMISS COUNTS 1-3, 

6 AND 7 OF THE FIRST AMENDED 

ADVERSARY COMPLAINT 

 

 

[Relates to Adv. Docket Nos. 280, 281] 

 

 

 

 

 

In re: 

ZETTA JET PTE, LTD., a Singaporean 

corporation, 

Debtor. 

 

 

JONATHAN D. KING, solely in his capacity as 

Chapter 7 Trustee of Zetta Jet USA, Inc. and Zetta 

Jet PTE, Ltd.,  

Plaintiff, 
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v. 

 

Jetcraft Corporation, Jetcraft Global, Inc., Jetcoast 

5000-5 LLC, Orion Aircraft Holdings Ltd., FK 

Group Ltd, FK Partners Limited, Jahid Fazal-

Karim, Bombardier Aerospace Corporation, 

Bombardier, Inc., Learjet, Inc., ECN Aviation Inc. 

f/k/a Element Aviation Inc., and ECN Capital 

Corporation as successor to Element Financial 

Corporation, 

 

Defendants. 

Next Hearing: 

Date:   April 27, 2022 

Time: 9:00 a.m. (PDT) 

Place: Courtroom 1575 

 255 East Temple Street 

 Los Angeles, CA 90012 

 

 

 In accordance with Local Bankruptcy Rule 9013-2(b)(4), the Trustee hereby submits copies 

of unpublished judicial opinions cited in Trustee’s Opposition to Jetcraft Defendants’ Motion to 

Dismiss Counts 8-11 & 24-25 of First Amended Adversary Complaint. The unpublished judicial 

opinions cited in the Request are attached hereto as follows:  

1. Exhibit 1: Agape Fam. Worship Ctr., Inc. v. Gridiron, 2016 WL 633864 (C.D. Cal. Feb. 16, 

2016) 

2. Exhibit 2: Allied Irish Banks, P.L.C. v. Citibank, N.A., 2015 WL 4104703 (S.D.N.Y. June 

30, 2015) 

3. Exhibit 3: In re Amergence Tech., Inc., 2016 WL 4069550 (Bankr. C.D. Cal. July 27, 2016) 

4. Exhibit 4: In re Antovich Const., Inc., 2006 WL 3834302 (Bankr. N.D. Cal. Dec. 29, 2006) 

5. Exhibit 5: Bryant v. Mattel, Inc., 2010 WL 3705668 (C.D. Cal. Aug. 2, 2010) 

6. Exhibit 6: Cobalt Multifamily Investors I, LLC v. Shapiro, 2009 WL 2058530 (S.D.N.Y. 

July 15, 2009) 

7. Exhibit 7: Cutler v. Rancher Energy Corp., 2014 WL 12599602 (C.D. Cal. June 2, 2014) 

8. Exhibit 8: Engeleiter v. Shin, 956 F.2d 274 (9th Cir. 1992) 

9. Exhibit 9: Exp.-Imp. Bank of Korea v. ASI Corp., 2018 WL 5267289 (C.D. Cal. Aug. 3, 

2018) 

10. Exhibit 10: In re Fair Fin. Co. (Fair Fin. II), 2018 WL 1069443 (Bankr. N.D. Ohio Feb. 

23, 2018) 
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11. Exhibit 11: In re Fuselier, 2010 WL 231739 (Bankr. E.D. La. Jan. 13, 2010) 

12. Exhibit 12: G.M.A. Const., Inc. v. Carroll, 2014 WL 4090813 (W.D. Wash. Aug. 7, 2014) 

13. Exhibit 13: Jackson v. Loews Hotels, Inc., 2019 WL 6721637 (C.D. Cal. July 24, 2019) 

14. Exhibit 14: Johnston v. Novelo, 2020 WL 1482590 (Cal. Ct. App. Mar. 27, 2020) 

15. Exhibit 15: LF Fashion PTE Ltd. v. Cal. Accessories Grp., LLC, 2015 WL 12752873 (C.D. 

Cal. Nov. 18, 2015) 

16. Exhibit 16: M.M. v. Cnty. of San Mateo, 2019 WL 414962 (N.D. Cal. Feb. 1, 2019) 

17. Exhibit 17: Martinez v. Cnty. of Riverside, 2020 WL 4980043 (C.D. Cal. May 14, 2020) 

18. Exhibit 18: McHale v. Silicon Valley L. Grp., 2011 WL 6990187 (N.D. Cal. Dec. 14, 2011) 

19. Exhibit 19: MicroTechs., LLC v. Autonomy, Inc., 2018 WL 4538782 (N.D. Cal. Sept. 21, 

2018) 

20. Exhibit 20: Milbeck v. TrueCar, Inc., 2019 WL 476004 (C.D. Cal. Feb. 5, 2019) 

21. Exhibit 21: Nautilus, Inc. v. Chunchai Yu, 2011 WL 13213575 (C.D. Cal. Dec. 19, 2011) 

22. Exhibit 22: Omari v. Kindred Healthcare Operating, Inc., 2007 WL 1640958 (Cal. Ct. App. 

June 7, 2007) 

23. Exhibit 23: Pinzon v. Pepperdine Univ., 2021 WL 3560782 (C.D. Cal. Aug. 5, 2021) 

24. Exhibit 24: In re Resonant Inc. Sec. Litig., 2016 WL 6571267 (C.D. Cal. July 11, 2016) 

25. Exhibit 25: Seiden v. Frazer Frost, LLC, 2018 WL 6137618 (C.D. Cal. July 31, 2018) 

26. Exhibit 26: Sharim v. Amin, 2015 WL 7180680 (Cal. Ct. App. Nov. 16, 2015) 

27. Exhibit 27: Tidenberg v. Bidz.com, Inc., 2009 WL 605249 (C.D. Cal. Mar. 4, 2009) 

28. Exhibit 28: U.S. v. Hatfield, 2015 WL 13385926 (E.D.N.Y. Mar. 27, 2015) 

 

Respectfully submitted, 

DATED: November 12, 2021   DLA PIPER LLP (US) 

 

By:  /s/ John K. Lyons    

 DAVID B. FARKAS (SBN 257137) 

 JOHN K. LYONS (Pro Hac Vice) 

 JEFFREY S. TOROSIAN (Pro Hac Vice) 

 JOSEPH A. ROSELIUS (Pro Hac Vice) 
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2016 WL 633864
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

AGAPE FAMILY WORSHIP
CENTER, INC., Plaintiff,

v.
Donald Richard GRIDIRON, Jr., and

Western States Golf Association, Defendants.

Case No. 5:15-cv-1465-ODW-SPx
|

Signed 02/16/2016

Attorneys and Law Firms

Gary Michael Jackson, Jones Davis and Jackson PC,
Valencia, CA, for Plaintiff.

Wayne Alan Silver, Law Office of Wayne Silver, San Jose,
CA, Christopher Ray Nelson, Epport Richman and Rbbins,
Los Angeles, CA, for Defendants.

ORDER GRANTING IN PART AND DENYING IN
PART DEFENDANT WESTERN STATES GOLF

ASSOCIATION'S MOTION TO DISMISS [12]
AND GRANTING ITS MOTION TO STRIKE [13]

OTIS D. WRIGHT, II UNITED STATES DISTRICT JUDGE

I. INTRODUCTION

*1  Pending before the Court is Defendant Western States
Golf Association's (“WSGA”) Motion to Dismiss and Motion
to Strike Portions of the First Amended Complaint (“FAC”).
(ECF Nos. 12, 13.) For the reasons discussed below, the Court
GRANTS IN PART and DENIES IN PART the Motion to
Dismiss and GRANTS the Motion to Strike, upon converting

it into a motion to dismiss. 1

II. FACTUAL BACKGROUND

Plaintiff Agape Family Worship Center (“Agape”) filed suit
against Donald Richard Gridiron, Jr. (“Gridiron”) and WSGA
on July 22, 2015. (ECF No. 1.) Agape's claims arise from
the theft of almost $5 million from Agape by its accountant

Gridiron, over a period ranging from 2007 through early
2014. (Id.) The First Amended Complaint (“FAC”) was filed
on September 11, 2015, attaching Gridiron's plea agreement
in his criminal case. (ECF No. 11.)

In the FAC, Agape alleges that, during the relevant time
period, Gridiron was also WSGA's accountant and treasurer,
and conducted all banking activities on behalf of WSGA.
(Id. ¶¶17, 18, 20.) In that capacity, Gridiron “funneled”
approximately $1.9 million of Agape's stolen money through
WSGA. (Id. ¶¶ 1, 24.) According to Agape, WSGA utilized a
portion of the funds received from Agape to pay for its routine
operating expenses when its cash flow was insufficient to
cover such expenses. (Id. ¶ 24.)

Based on these allegations, Agape has asserted claims for
breach of fiduciary duty and fraud against Gridiron, and a
claim for negligence against WSGA. (Id. ¶¶ 26-39.) Against
both Gridiron and WSGA, Agape has asserted claims for
conversion, money had and received, unjust enrichment, and
receipt of stolen property. (Id. ¶¶ 40-55.)

WSGA moved to dismiss and to strike portions of the FAC

on October 9, 2015. 2  (ECF Nos. 12, 13.) Timely oppositions
and replies were filed. (ECF Nos. 20, 21, 24, 25.) The motions
are now before the Court for decision.

III. LEGAL STANDARD

Federal Rule of Civil Procedure 12(b)(6) provides that a
court may dismiss a complaint for lack of a cognizable legal
theory or insufficient facts pleaded to support an otherwise

cognizable legal theory. Balistreri v. Pacifica Police Dep't,
901 F.2d 696, 699 (9th Cir. 1990). To survive a dismissal
motion, a complaint need only satisfy the minimal notice

pleading requirements of Rule 8(a)(2). Porter v. Jones,
319 F.3d 483, 494 (9th Cir. 2003). The factual allegations
“must be enough to raise a right to relief above the speculative

level.” Bell Atl. Corp. v. Twombly, 550 U.S. 544, 555
(2007). Essentially, the complaint must “contain sufficient
factual matter, accepted as true, to state a claim to relief that

is plausible on its face.” Ashcroft v. Iqbal, 556 U.S. 662,
678 (2009).

*2  The determination as to whether a complaint satisfies the
plausibility standard is a “context-specific task that requires
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the reviewing court to draw on its judicial experience and

common sense.” Id. at 679. A court is generally limited
to the pleadings and must construe all “factual allegations
set forth in the complaint ... as true and ... in the light most

favorable” to the plaintiff. Lee v. City of L.A., 250 F.3d
668, 688 (9th Cir. 2001). However, a court need not blindly
accept conclusory allegations, unwarranted deductions of

fact, or unreasonable inferences. Sprewell v. Golden State
Warriors, 266 F.3d 979, 988 (9th Cir. 2001).

Generally, a court should freely give leave to amend a
complaint after granting a dismissal. Fed. R. Civ. P. 15(a).
However, a court may deny leave to amend when “the court
determines that the allegation of other facts consistent with the
challenged pleading could not possibly cure the deficiency.”

Schreiber Distrib. Co. v. Serv-Well Furniture Co., 806 F.2d

1393, 1401 (9th Cir. 1986); see also Lopez v. Smith, 203
F.3d 1122, 1127 (9th Cir. 2000).

IV. DISCUSSION

WSGA moves to dismiss all of Agape's claims against it,
namely (1) vicarious liability, (2) negligence, (3) conversion,
(4) money had and received, (5) unjust enrichment, and (6)
receipt of stolen property. WSGA also moves to strike the
portions in the FAC that reference punitive damages against
WSGA.

1. Vicarious Liability
WSGA argues that it cannot be held vicariously liable for
Gridiron's wrongdoings. (Motion [“Mot.”] 16-20.) Under the
doctrine of respondeat superior, an employer is liable for
the torts of its employees committed within the scope of

the employment. Lisa M. v. Henry Mayo Newhall Mem'l
Hosp., 12 Cal. 4th 291, 296 (1995). “[A]n employee's willful,
malicious and even criminal torts may fall within the scope
of his or her employment for purposes of respondeat superior,
even though the employer has not authorized the employee

to commit crimes or intentional torts.” Id. at 296-97. To
be within the scope of employment, the employee's tort must

have a “causal nexus” to the employee's work. Id. at 297.
For a “causal nexus” to exist, the tort must be “engendered

by or arise from the work.” Id. at 298. To constitute
such an “outgrowth” of employment, “the risk of tortious

injury must be inherent in the working environment or typical
of or broadly incidental to the enterprise [the employer]
has undertaken.” Id. (internal citations and quotation marks
omitted).

The scope of employment is limited, however, by an
element of foreseeability: an employer is liable only when,
considering the enterprise's operations, the risk of injury is

generally foreseeable. Id. at 299. Foreseeability “merely
means that in the context of the particular enterprise, an
employee's conduct is not so unusual or startling that it would
seem unfair to include the loss resulting from it among other

costs of the employer's business.” Id. (citing Rodgers v.
Kemper Constr. Co., 50 Cal. App. 3d 608, 618-19, (1975)).
In other words, an employer will not be held vicariously
liable for an employee's malicious or tortious conduct “if the
employee substantially deviates from the employment duties

for personal purposes.” Farmers Ins. Grp. v. Cnty. of Santa
Clara, 11 Cal. 4th 992, 1004-05 (1995) (emphasis in original).

The Court finds that Agape has sufficiently pleaded WSGA's
vicarious liability for the claims against Gridiron. Agape
alleges that Gridiron, as WSGA's treasurer and accountant,
conducted all banking activities on behalf of WSGA,
deposited unauthorized checks from Agape to WSGA's bank
account, and used those funds to pay for WSGA's routine
operating expenses. (FAC ¶¶ 18, 20, 23, 24.) It is “typical of or
broadly incidental” to the duties of a treasurer and accountant
to engage in banking activities on behalf of his employer and

to pay for its routine operating expenses. See PCO, Inc.
v. Christensen, Miller, Fink, Jacobs, Glaser, Weil & Shapiro,
150 Cal. App. 4th 384, 393-94 (2007) (law firm can be held
vicariously liable for partner's participation in removing cash
from client's residence to help client post bail and cover
legal fees, because those activities are “typical of or broadly
incidental” to the practice of a white-collar defense lawyer).
Moreover, an accountant and treasurer's theft of a third
party to cover the employer's routine operating expenses, is
foreseeable in that the conduct is “not so unusual or startling”

and does not deviate substantially from his duties. Id.
at 393 (triable issues of fact remain as to whether lawyer's
removal of cash from client's residence was a foreseeable
consequence of the legal fees generated by the law firm); see

also Inter Mountain Mortg., Inc. v. Sulimen, 78 Cal. App.
4th 1434, 1442 (2000) (loan representative's submission of
fraudulent loan application to lender was foreseeable). Thus,
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the Court DENIES the motion to dismiss as it pertains to

WSGA's vicarious liability. 3

2. Negligence
*3  Agape alleges that it was injured by WSGA's “negligence

in supervising, prohibiting, controlling and regulating the
conduct of Gridiron ....” (FAC ¶ 38.) WSGA seeks to dismiss
what is essentially a negligent supervision claim on the basis
that it is barred by the economic loss rule. (Mot. 25-27.)
According to WSGA, the economic loss rule prohibits a
plaintiff who alleges negligence from recovering for purely
economic loss. (Mot. 26.) However, WSGA's reliance on the
economic loss rule is misplaced. The rule more accurately
stands for the proposition that there is no tort liability
for economic loss caused by the negligent performance

of a contract. JMP Securities LLP v. Erlich v. Altair
Nanotechnologies Inc., 880 F. Supp. 2d 1029, 1042-43 (N.D.

Cal. 2012); see also Robinson Helicopter Co., Inc. v. Dana
Corp., 34 Cal. 4th 979, 988 (2004) (“The economic loss
rule requires a purchaser to recover in contract for purely
economic loss due to disappointed expectations, unless he
can demonstrate harm above and beyond a broken contractual
promise.”). Given that there is no contract at issue here, the
economic loss rule is inapplicable.

Nevertheless, Agape fails to allege sufficient facts to state a
cause of action for negligent supervision because liability for
negligent supervision requires “knowledge by the principal
that the agent or servant was a person who could not be trusted
to act properly without being supervised.” Burnett v. Nw.
Trustee Servs., Inc., 2015 WL 566702, at *1 (C.D. Cal. Feb. 9,

2015) (citing Noble v. Sears, Roebuck & Co., 33 Cal. App.
3d 654, 664 (1973)). The FAC contains no factual allegations
from which WSGA's knowledge could be inferred. See Farias
v. Nat'l R.R. Passenger Corp., 2015 WL 4749002, at *7-8
(C.D. Cal. Aug. 11, 2015) (dismissing negligent supervision
claim because plaintiff alleged no facts from which the court
could reasonably infer that employer knew or should have
known of employee's harassing conduct). Given the allegation
that WSGA entrusted Gridiron with its own bank accounts,
the more plausible inference would be that WSGA had no
knowledge of Gridiron's untrustworthiness. Therefore, the
Court GRANTS the motion to dismiss Agape's negligence
claim with leave to amend.

3. Civil Theft / Conversion

“Conversion is the wrongful exercise of dominion over the

property of another.” Oakdale Village Group v. Fong, 43
Cal. App. 4th 539, 543 (1996). The elements of conversion
are: “(1) the plaintiff's ownership or right to possession of
the property at the time of the conversion; (2) the defendant's
conversion by a wrongful act or disposition of property rights;

and (3) damages.” Mindys Cosmetics, Inc. v. Dakar, 611

F.3d 590, 601 (9th Cir. 2010) (citing Oakdale Village
Group, 43 Cal. App. 4th at 543-44).

WSGA argues that Agape's conversion claim must be
dismissed because (1) the FAC fails to allege a specific,
identifiable sum at issue and (2) WSGA was a “mere conduit”
that inadvertently held Agape's funds. (Mot. 27-30.) The
Court, however, declines to dismiss Agape's claim on these
bases.

First, at the pleading stage, it is sufficient to allege
that “approximately” $1.9 million of Agape's funds were
converted. Orangi v. JP Morgan Chase Bank, 2011 WL
1807174, at *2 (N.D. Cal. May 11, 2011) (“While [the
plaintiff] may have to establish the specific amount allegedly
taken in order to prove her case, she need not do so merely

to state a claim [for conversion].”); Natomas Gardens Inv.
Grp., LLC v. Sinadinos, 710 F. Supp. 2d 1008, 1019 (E.D.
Cal. 2010) (“Considering the liberal pleading requirements
in federal court, ... at the pleading stage it is only necessary
for plaintiffs to allege an amount of money that is 'capable of

identification.' ” (citing PCO, Inc., 150 Cal. App. 4th at
397)).

Second, WSGA's lack of knowledge of Gridiron's theft does
not preclude a conversion claim against it.

[T]he foundation for the action
of conversion rests neither in
the knowledge nor the intent
of the defendant. It rests upon
the unwarranted interference by
defendant with the dominion over
the property of the plaintiff from
which injury to the latter results.
Therefore, neither good nor bad
faith, neither care nor negligence,
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neither knowledge nor ignorance,
are the gist of the action.

*4  Burlesci v. Petersen, 68 Cal. App. 4th 1062, 1066

(1998) (citing Poggi v. Scott, 167 Cal. 372, 375 (1914))
(reversing dismissal of conversion claim because it was
irrelevant that defendant believed he had a security interest
in the collateral he allegedly converted). Agape alleges that
money stolen from it was deposited into WSGA's bank
account and that WSGA spent a portion of the stolen funds
to pay for its routine operating expenses. (FAC ¶ 24.) Such
allegations are sufficient to state a claim for conversion.
Therefore, the Court DENIES the motion to dismiss Agape's
conversion claim.

4. Money Had and Received
To state a claim for money had and received, a plaintiff must
allege that (1) the defendant received money that was intended
to be used for the benefit of the plaintiff, (2) the money was
not used for the benefit of the plaintiff, and (3) the defendant
has not given the money to the plaintiff. Chase Inv. Servs.
Corp. v. Law Offices of Jon Divens & Assocs., LLC, 748 F.

Supp. 2d 1145, 1175 (C.D. Cal. 2010); Schultz v. Harney,
27 Cal. App. 4th 1611, 1623 (1994) (plaintiff must allege that
the defendant is indebted to the plaintiff for a certain sum “for
money had and received by the defendant for the use of the
plaintiff.”). This claim “lies wherever one person has received
money which belongs to another, and which in equity and
good conscience should be paid over to the latter.” Gutierrez

v. Girardi, 194 Cal. App. 4th 925, 937 (2011) (citing Weiss
v. Marcus, 51 Cal. App. 3d 590, 599 (1975)).

WSGA argues that this claim should be dismissed because (1)
it did not benefit from or know about Gridiron's theft, and (2)
the principle of equity bars Agape's claim where it failed to
inspect its own bank account records, the same “misconduct”
that Agape alleges against WSGA. (Mot. 30-33.) The Court
disagrees. The FAC sufficiently alleges that WSGA benefitted
from Gridiron's theft. (FAC ¶ 24 (“WSGA utilized a portion
of the funds received from [Agape] to pay for its routine
operating expenses ....”).) That WSGA was unaware that
money stolen from Agape was deposited into its account
does not necessarily preclude a claim for money had and

received. Twining v. Thompson, 68 Cal. App. 2d 104, 114
(1945) (where defendant “had no knowledge of his wrongful

detention” of plaintiff's money, plaintiff states a claim for
money had and received if a demand for its return was

made). 4  Finally, WSGA provides no case law support for the
proposition that a claim for money had and received fails on
equity grounds if the plaintiff is guilty of the same failings
as the defendant or if the defendant was also a victim of the
theft. Thus, the Court DENIES the motion to dismiss Agape's
claim for money had and received.

5. Unjust Enrichment
WSGA argues that there is no independent cause of action
in California for unjust enrichment. (Mot. 33-34.) Agape
contends that California courts are split on the issue and
that its unjust enrichment claim should be dismissed only if
another cause of action for restitutionary damages survives
the motion to dismiss. (Opposition [“Opp.”] 30.) The
Ninth Circuit recognizes a claim for unjust enrichment. See

Berger v. Home Depot USA, Inc., 741 F.3d 1061, 1067
(9th Cir. 2014). However, Agape's claim for money had and
received, an action for restitutionary damages, survives the
motion to dismiss. See Gutierrez, 194 Cal. App. 4th at 937.
Therefore, the Court GRANTS the motion to dismiss Agape's
unjust enrichment claim without leave to amend.

6. Receipt of Stolen Property
*5  WSGA contends that this claim should be dismissed

because liability for receipt of stolen property is premised on
actual knowledge of theft, which WSGA did not have. (Mot.

35.) California Penal Code section 496(a) states, “[e]very
person who buys or receives any property that has been stolen
or that has been obtained in any manner constituting theft or
extortion, knowing the property to be so stolen or obtained, ...
shall be punished by imprisonment ....” (emphasis added).

Any person injured by a violation of section 496(a) may
bring a civil action for three times the amount of actual

damages. See Cal. Pen. Code § 496(c).

The Court finds that WSGA cannot be held directly liable
for receipt of stolen property given its lack of knowledge,
but that the FAC alleges sufficient facts to hold WSGA

vicariously liable. See Lisa M., 12 Cal. 4th at 296-97
(“[A]n employee's willful, malicious and even criminal torts
may fall within the scope of his or her employment for
purposes of respondeat superior, even though the employer
has not authorized the employee to commit crimes or
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intentional torts.”). Therefore, the Court DENIES the motion
to dismiss Agape's claim for receipt of stolen property.

7. Statute of Limitations
WSGA argues that Agape's claims are at least partially time-
barred given that Gridiron began stealing money from Agape

in 2007. 5  (Mot. 21-25; FAC ¶ 21.) Agape contends that
its facially time-barred claims are saved by the application
of the discovery rule, fraudulent concealment, and equitable
estoppel. (Opp. 22-23.)

The Court finds that Agape's allegations are insufficient
to support the application of these doctrines. For these
doctrines to apply, a plaintiff must plead facts to show
that it failed to uncover the alleged wrongdoings despite

reasonable diligence. Yumul v. Smart Balance, Inc.,
733 F. Supp. 2d 1117, 1130 (C.D. Cal. 2010) (“In order
to invoke the delayed discovery exception to the statute
of limitations, the plaintiff must specifically plead facts
which show ... the inability to have made earlier discovery
despite reasonable diligence.”) (internal brackets omitted);

Bernson v. Browning-Ferris Indus., 7 Cal. 4th 926, 933-34
(1994) (fraudulent concealment tolls the running of the statute
until the wrongdoing is “discovered, or through the exercise
of reasonable diligence[,] should have [been] discovered”);

Bernson, 7 Cal. 4th at 936 (citing Sanchez v. S. Hoover
Hosp., 18 Cal. 3d 93, 99 (1976)) (“The rule of equitable
estoppel includes, of course, the requirement that the plaintiff
exercise reasonable diligence.”). Here, Agape fails to allege
facts showing any diligence whatsoever over the course of
seven years, during which Gridiron stole millions of dollars
from the church.

Moreover, to establish entitlement to tolling based on a
defendant's alleged fraudulent concealment, a plaintiff must
point to “some active conduct by the defendant, above and
beyond the wrongdoing upon which the plaintiff's claim is

filed, to prevent the plaintiff from suing in time.” Lukovsky
v. City & Cnty. of San Francisco, 535 F.3d 1044, 1052 (9th Cir.
2008). In other words, the alleged basis for tolling must not
simply overlap the plaintiff's cause of action. Id. Agape argues
that the FAC affirmatively pleaded fraudulent concealment in
that it alleges that “Gridiron instructed [Agape's] book keeper
not to open the bank statements and hold them for him” and
that he “took blank checks from [Agape] with him when he
left the church campus and returned to California.” (Opp. 22;
FAC ¶ 15, 16.) However, such conduct does not rise “above

and beyond” Gridiron's theft and his efforts to hide it. Given
that the Court grants leave to amend the FAC, however, Agape
has another chance at alleging sufficient facts to support the
application of the doctrines that may save its facially time-
barred claims.

8. Punitive Damages
*6  As a preliminary matter, WSGA's Rule 12(f) motion

to strike punitive damages from the FAC is procedurally
improper. The Ninth Circuit construes Rule 12(f) narrowly,
finding it improper to strike portions of the pleading if
those portions are not: (1) an insufficient defense; (2)
redundant; (3) immaterial; (4) impertinent; or (5) scandalous.

Whittlestone, Inc. v. Handi-Craft Co., 618 F.3d 970,
973-74 (9th Cir. 2010). Under Whittlestone, it is procedurally
improper to bring a motion to strike punitive damages because
punitive damages do not fall under any of the Rule's five
enumerated categories. See e.g., Rittenberg v. Decision One
Mortg. Co., 2012 WL 10423361, at *5 (C.D. Cal. Oct. 12,
2012) (denying motion to strike punitive damages under
Whittlestone because it is procedurally improper). Therefore,
the Court shall convert WSGA's motion to strike into a Rule
12(b)(6) motion to dismiss. See Redlands Country Club, Inc.
v. Cont'l Cas. Co., 2011 U.S. Dist. LEXIS 155911, at *16-17
(C.D. Cal. Jan. 28, 2011) (converting motion to strike punitive
damages into Rule 12(b)(6) motion to dismiss).

WSGA argues that the request for punitive damages should
be stricken from the FAC as to the claims for money had and
received, unjust enrichment, and conversion. Agape does not
oppose striking punitive damages against WSGA for money
had and received and unjust enrichment. (Opp. 3.) It does,
however, oppose striking punitive damages against Gridiron
and against WSGA as to the conversion claim. (Opp. 4-5.)

The Court dismisses the request for punitive damages against
WSGA as to the claim for money had and received. See

Steiner v. Rowley, 35 Cal. 2d 713, 720 (1950) (punitive
damages cannot be recovered for money had and received).
Because the unjust enrichment claim has been dismissed, a
motion to dismiss punitive damages as to this claim is moot.
The Court does not decide whether punitive damages shall be
dismissed against Gridiron as it is WSGA, not Gridiron, that
brings this motion.

As to the conversion claim against WSGA, the Court
dismisses the request for punitive damages. Under a theory
of direct liability, punitive damages are awardable for
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conversion if a plaintiff can make the “required showing of

malice, fraud, or oppression.” Haigler v. Donnelly, 18 Cal.
2d 674, 681 (1941). Agape fails to allege facts showing any
malice, fraud, or oppression on the part of WSGA. Under
a theory of vicarious liability, an employer cannot be held
vicariously liable for punitive damages unless the employer
had advance knowledge of the unfitness of the employee
and was reckless in employing him, authorized or ratified
the employee's wrongful conduct, or the employee was hired
in a managerial capacity and was acting in the scope of

employment. Weeks v. Baker & McKenzie, 63 Cal. App.
4th 1128, 1148-49 (1998); see also Cal. Civ. Code § 3294(b).
The FAC fails to plead facts showing that any of these
conditions are met here. Accordingly, the Court GRANTS the
motion to dismiss claims for punitive damages with leave to
amend.

V. CONCLUSION

For the above reasons, the Court GRANTS IN PART and
DENIES IN PART WSGA's Motion to Dismiss. (ECF Nos.
12, 13.) The Court denies the Motion as to all claims except
for the claims for negligence, unjust enrichment, and punitive
damages. The negligence and punitive damages claims are
dismissed with leave to amend. Plaintiff shall have fifteen
(15) days to file an amended complaint.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2016 WL 633864

Footnotes

1 After carefully considering the papers filed in support of and in opposition to the Motions, the Court deems
the matter appropriate for decision without oral argument. Fed. R. Civ. P. 78; L.R. 7-15.

2 WSGA requests that the Court take judicial notice of the complaint in the adversary bankruptcy proceeding,
Case No. 2:14-ap-01709-NB; Agape Family Worship Center, Inc. v. Donald Richard Gridiron, Jr., et al., filed in
the United States Bankruptcy Court for the Central District of California. (ECF No. 14.) The Court takes judicial

notice of the complaint. Fed. R. Evid. 201; United States ex rel. Robinson Rancheria Citizens Council v.
Borneo, Inc., 971 F.2d 244, 248 (9th Cir. 1992) (a court “may take notice of proceedings in other courts, both
within and without the federal judicial system, if those proceedings have a direct relation to matters at issue.”).

3 WSGA additionally contends that the “adverse interest exception” applies to cut off its vicarious liability. (Mot.
17.) The Court will not consider this argument given that the applicability of this exception is a question of

fact that is inappropriate for resolution at the pleading stage. See Cement & Concrete Workers Dist.
Council Pension Fund v. Hewlett Packard Co., 964 F. Supp. 2d 1128, 1144 (N.D. Cal. 2013).

4 The Court assumes for purposes of deciding the motion to dismiss that Agape made a demand to WSGA for
the return of the money that allegedly belongs to Agape.

5 Cal. Code Civ. Proc. § 335.1(two-year limitation for negligence); Warren v. Lawler, 343 F.2d 351, 360 (9th

Cir. 1965) (two-year limitation for money had and received); Cal. Code Civ. Proc. § 338(c) (three-year
limitation for conversion); Cal. Pen. Code § 801 (three-year limitation for receipt of stolen property).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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2015 WL 4104703
Only the Westlaw citation is currently available.

United States District Court,
S.D. New York.

ALLIED IRISH BANKS, P.L.C., Plaintiff,
v.

CITIBANK, N.A., Defendant.

No. 03–CV–3748 (DAB).
|

Signed June 30, 2015.

MEMORANDUM AND ORDER

DEBORAH A. BATTS, District Judge.

*1  Plaintiff Allied Irish Banks, P.L.C. (“AIB”) brings
suit against Defendant Citibank, N.A. (“Citibank”), arising
out of Defendant's alleged involvement in a rogue-trading
scheme with John Rusnak, who was at that time an
employee of Plaintiff's former subsidiary, Allfirst Bank

(“Allfirst”). 1  AIB's claims include common law fraud,
fraudulent inducement, aiding and abetting fraud, rescission,
unjust enrichment and money had and received. Citibank
moves pursuant to Fed.R.Civ.P. 56 for Summary Judgment on
each of Plaintiff's claims.

For the reasons set forth herein, Defendants' Motion for
Summary Judgment is GRANTED in part and DENIED in
part.

I. FACTUAL BACKGROUND

Unless otherwise noted, the following facts are not in dispute.

A. The Parties
Plaintiff AIB is an Irish corporation with its principal place
of business in Dublin, Ireland. At all times relevant here,
Plaintiff was the sole owner of Allfirst Financial, Inc., a
Delaware corporation with its principal place of business in
Maryland. Allfirst Financial was the sole owner of Allfirst
Bank, a subsidiary also chartered in Maryland. Defendant
Citibank is a national banking association with its principal

place of business in Mew York, New York. (Amended

Complaint ¶ 16; Def.'s 56.1 Stmt. ¶ I.) 2

B. John Rusnak and Proprietary Foreign–Exchange
Trading

Allfirst hired John Rusnak as a foreign exchange trader in
1993. As a foreign-exchange trader, Rusnak obtained and
traded foreign currencies for Allfirst. By 1997, Rusnak was
one of two traders engaging in foreign exchange transactions
on Allfirst's behalf, known as proprietary trading. (Def.'s 56.1
Stmt. ¶ 32; Pl.'s 56.1 Stmt. Add'l Facts ¶ 5.)

Generally, foreign exchange trading is aimed at profiting
from fluctuations in the relative value of currencies through
speculation or arbitrage, and three kinds of transactions
are common. In a “spot” transaction, which is generally
completed within two business days, the trader purchases
one currency with another currency. A “forward” trade also
involves the purchase of one currency using another currency,
but with the transaction to “prompt” or “settle” at a date in
the future. Finally, in an “option” transaction, a trader pays a
“premium” for the right to buy or sell a currency at the “strike
price” on or before the “expiration date” of the option.

Rusnak's trading consisted primarily of spot and option trades
and Allfirst understood his strategy to be based on low-risk
arbitrage, which involves trading in large volumes to profit
from minor pricing discrepancies in the currency markets.
In reality, however, Rusnak's trading strategy was based on
speculation that the Japanese yen would appreciate against
the dollar. (Def.'s 56.1 Stmt. ¶ 35.) As the value of the dollar
rose against the yen, therefore, Rusnak's trading resulted in
mounting losses for AllFirst. (Id. ¶ 36.)

Allfirst's Treasury Department sought to monitor Rusnak's
trading in various ways. The primary limit on Rusnak's risk-
taking was the Value at Risk (“VaR”) measure, which sought
to determine the risk to Allfirst of a given portfolio of open
positions by calculating the maximum loss that portfolio was
likely to suffer over a defined period of time. Rusnak was
prohibited from exceeding $1.55 million VaR. (Moran Decl.
Ex. 33, Expert Report of Riccardo Gomes (“Gomes Rep.”)
¶¶ 48–50.) Allfirst also monitored Rusnak's profitability, and
limited his monthly losses to no more than $200,000. As
of August 24, 2000, Rusnak's VaR and month-to-date losses
were reported on a daily basis to the Treasury Department via
the Daily Market Risk Summary (“DMRS”). (Pl.'s 56.1 Stmt.
Add'l Facts ¶¶ 12–13; Gomes Rep. ¶¶ 50, 53–54.) Rusnak's
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profit or loss was also reported to Treasury in a monthly
report. (Pl.'s 56.1 Stmt. Add'l Facts ¶ 14.)

*2  Rusnak began fraudulently disguising his trading losses
no later than March 1997, but was able to stay within the
limits Allfirst imposed through various means. (Id. ¶ 14.)
First, and of primary importance throughout his fraud, Rusnak
used fake options—more than 1,300 by the time the fraud was
discovered—to create illusory profits that appeared to offset
his real losses. The fake options, purportedly transacted with
counterparties in Asia, almost always fit the same pattern: an
option pair with offsetting premiums and otherwise identical
terms, one expiring the same day and the other weeks or
months later. (Def.'s 56.1 Stmt. ¶¶ 38, 60.)

At the outset of his fraud, Rusnak relied on forged
confirmations to place these fake options on Allfirst's books.
(Id. ¶ 60; e.g., Kusmin Decl. Ex. D1 (forged confirmations).)
In August 1998, Rusnak convinced Larry Smith, the
employee in Allfirst's back office primarily responsible for
confirming Rusnak's trades, that the fact that there was no
net cash flow from these option pairs (as a result of the
offsetting premiums) meant that the options did need not to

be confirmed. 3  Rusnak convinced Smith that, if the terms
in its books were incorrect, the counterparty would contact

Allfirst because the payments would not net to zero. 4  (Def.'s
56.1 Stmt. ¶¶ 60, 195.) Thus, in general, Rusnak no longer
needed to create forged confirmations in order to place these
fake options on Allfirst's books. Once they were on the
books, the fake options made Rusnak's trading appear to be
more profitable and less risky in Allfirst's daily and monthly
reports. (Gomes Rep. ¶¶ 76, 92, 95.)

Rusnak employed other tactics, in addition to the fake options,
to mask his day-to-day losses and evade the daily VaR and
profit and loss measures that appeared in the DMRS. Rusnak
used fake “holdover” trades—trades that had purportedly
taken place after the back office closed its books for the day,
and that therefore required the back office to rely on Rusnak
to supply the trade details—to manipulate the overall position
reported in the DMRS. (Id. ¶ 78.) Rusnak also manipulated the
“revaluation rates,” which take into account daily changes in
currency prices, used by the back office to place a dollar value
on open positions in the DMRS. (Def.'s 56.1 Stmt. ¶ 105.)
Neither of these strategies could mask his fraud at month-end,
however. (See Gomes Rep. ¶ 95.)

Nonetheless, as Rusnak's real trading losses mounted, so did
the volume of fake options he used as the primary means

of concealing those losses. Rusnak could not exercise those
fake options or realize the gains they represented, of course,
so they remained on Allfirst's balance sheet as notional but
unrealized profit. Because the obligations on its balance sheet
required Allfirst to borrow money while those assets matured,
in January 2001 Allfirst imposed a limit of $250 million
on Rusnak's “balance sheet usage,” or the “net value of
the deferred assets and liabilities” incurred during trading,
and included his usage in the DMRS. (Shah Decl. Ex. Y7,
Transcript of the Deposition of David Cronin (“Cronin Tr.”),
at 450–53; Gomes Rep. ¶ 57.)

C. Citibank as Prime Broker to Allfirst
*3  Although Rusnak had traded with Citibank previously,

in early 2000 Citibank and Allfirst commenced a relationship
as “prime counterparties.” (Def.'s 56.1 Stmt. ¶ 163.) On April
25, 2000, they executed an International Foreign Exchange
Master Agreement (“IFEMA”) setting forth the terms of their
foreign-exchange trading relationship. (Id. ¶ 182; see Moran
Decl, Ex. 31 (IFEMA).) Finally, on September 1, 2000,
Allfirst opened a prime brokerage account with Citibank.
(Def.'s 56.1 Stmt. ¶ 163; see Moran Decl. Ex. 32 (Prime
Brokerage Agreement (“PBA”)).)

Opening an account with a prime broker, such as Citibank,
allows a customer, such as Allfirst, to trade with various
counterparties on the prime broker's credit. The customer
negotiates a transaction directly with a counterparty, and the
prime broker acts as the counterparty of record in place of the
customer and handles subsequent administration of the trade.
The customer generally makes all payments to (and receives
all payments from) the prime broker.

When the parties' prime brokerage relationship commenced,
Citibank confirmed its transactions with Allfirst by sending
an automated “SWIFT MT300” message to Allfirst's back
office for each of their foreign exchange trades, including

daily netted prime brokerage trades 5  and the underlying spot
trades. (Def.'s 56.1 Stmt. ¶ 201; see Moran Decl. Ex. 125,
Transcript of the Deposition of Anita Farrell, at 34–35.) On
September 20, 2000, Citibank began, at Rusnak's request,

to send him a “Daily Trade Recap” (“DTR”) 6  spreadsheet
via email regarding daily prime brokerage trading activity
between Allfirst and Citibank. Citibank adapted the DTR
email to a template provided by Rusnak. (Def.'s 56.1 Stmt.
¶¶ 201–04; Kusmin Decl. Ex. 05 (Rusnak email providing
template for DTR); Moran Decl. Ex. 128 (Rusnak email
approving form of DTR).) The DTR contained a summary
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of the parties' daily net trading activity by currency pair and
Allfirst's net position by currency, which reflected the running
total of netted daily transactions since the parties' last net
settlement date. (Def.'s 56.1 Stmt. ¶ 204.) Although each
day's DTR listed Smith as the recipient on behalf of Allfirst,
Citibank sent the DTR only to Rusnak, who forwarded it to

Smith. 7  (See Kusmin Decl. Exs. N5 (Transcript of phone
call in which Smith confirms to Citibank that DTRs are
forwarded to him), F5 (Citibank employee email confirming
to Rusnak that DTRs are sent only to him).) Citibank also
offered a website that provided information on its clients'
trading activity as part of its prime brokerage services, but
there is no evidence in the record that anyone at Allfirst
other than Rusnak and Matt Kozak, another foreign exchange

trader, knew of the website's existence or accessed it. 8  (Def.'s
56.1 Stmt. ¶¶ 225, 227.)

On October 4, 2000, after conferring with Smith, Rusnak
made a request to Citibank Foreign Exchange Prime
Brokerage Head Len Campbell that Citibank stop confirming
prime brokerage trades by phone or SWIFT message;
Campbell agreed and relayed the change to Office Manager
Brad Manganello. (See Def.'s 56.1 Stmt. ¶ 209; Moran
Decl. Ex. 130 (transcript of October 4 call between Rusnak
and Smith); Kusmin Decl. Exs. D5 (Manganello email to
Campbell confirming change would be made), P5 (Campbell
response to Rusnak email request, copying Manganello and
confirming change).) Citibank thereafter stopped sending
SWIFT messages with respect to the underlying spot trades
but continued to send SWIFT messages confirming the
parties' daily netted prime brokerage trades. (See Def.'s 56.1
Stmt. ¶¶ 205, 210.) At Rusnak's request on March 23, 2001,

Citibank stopped sending SWIFT messages altogether. 9  (Id.
¶ 212; Shah Decl. Ex. 010.)

*4  On April 24, 2001, Smith's supervisor, Gregory Saba,
directed Smith to confirm daily netted prime brokerage
trades via SWIFT messages instead of email because they
were system-generated and therefore a “stronger source
of confirmation,” and Smith contacted Maylin Wilson in
Citibank's back office to make the request on April 25. (See
Def.'s 56.1 Stmt. ¶¶ 216, 219; Moran Decl. Ex. 126 .)

D. Disputed Transactions
The gravamen of Allfirst's claims is that, throughout 2001
and early 2002, Rusnak turned to Citibank and others to
evade the various limits Allfirst had placed on him. Allfirst
alleges that Citibank engaged in a series of sham transactions

(together, the “Disputed Transactions,” the details of which
follow) that effectively enabled Rusnak to get under his
$250 million balance sheet limit, convince his back office
to confirm various fake transactions, and extend his ongoing
fraud.

a. The Same–Day Options
AIB and Citibank are in sharp dispute as to the nature of
a series of four structured transactions, each characterized
by an option that expired on the day it was agreed to (the
“Same–Day Options”). (See Def.'s 56.1 Stmt. ¶ 265.) In

each, 10  Citibank paid a substantial premium to Allfirst and
immediately exercised the option it purchased; the resulting
spot trade and a related hedge trade obligated Allfirst to repay
roughly the same amount at the next net settlement date. The
three trades—option, spot and hedge—were confirmed by
Citibank as separate transactions, and were not differentiated
from ordinary foreign exchange trades. (Id. ¶¶ 271–72, 275–
76, 279–80, 283–84.)

Eric Price, Citibank's Head of New York Foreign Exchange
Sales, described the Same–Day Options as “monetizing
transactions” that, according to Rusnak, were necessary to
comply with Allfirst's requirement that any profit or loss
exceeding $15 million at the end of a closing day be realized.
(Kusmin Decl. Ex. Y2, Transcript of the Deposition of Eric
Price (“Price Tr.”) at 691–92, 701.) According to Price, they
were intended to be exercised immediately and therefore
lacked “optionality” and were “not, in the classical sense,
trades” because they did not “reflect a view” as to the value
of the underlying currency. (Id. at 712–13, 757–58 .)

AIB casts the Same–Day Options as “Disguised Cash
Advances,” and argues that they were shams used by
Rusnak to reduce his balance sheet usage between monthly
net settlement dates. (Pl.'s 56.1 Stmt. Add'l Facts ¶¶ 51,
61.) It also asserts that Rusnak and Allfirst in fact owed
Citibank money at the time three of the four options
purportedly “monetized” profits, and on that ground disputes
Citibank's reasoning for the transactions. (See Pl.'s Resp.
56.1 Stmt. ¶ 265; Pl.'s 56.1 Stmt. Add'l Facts ¶¶ 97–99.)
AIB further contends that Citibank's internal “Embedded
Financing Policy” required it to notify Allfirst's CEO or CFO
of the details of the Same–Day Options prior to transacting
them. (Pl.'s 56.1 Stmt. Add'l Facts ¶¶ 54–55.)

b. The February 20, 2001 Options
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*5  On February 20, 2001, Rusnak entered into two foreign
exchange options with Citibank (the “February 20 Options”).
In the first, Citibank paid Allfirst a premium of $125 million
for the right to sell Allfirst approximately ¥29.5 billion
for $400 million a year later. In the second, Allfirst paid
Citibank a premium of $56,000 for the right to sell Citibank
$400 million for approximately ¥29.5 billion a year later.
Taking into account then-prevailing exchange rates, Citibank
effectively paid $124,996,000 in exchange for $131,891,695
a year later. (Def.'s 56.1 Stmt. ¶ 235.) The February 20
Options brought Rusnak's balance sheet usage down from
approximately $249 million to $133 million. (Gomes Rep. ¶
128.)

AIB describes the February 20 Options as a “synthetic loan”
and contends that the deposition testimony of Citibank's own
agents demonstrates that it was not, in substance, a genuine
foreign exchange transaction. (Pl.'s 56.1 Stmt. Add'l Facts ¶¶
64–72; see Shah Decl. Ex. U8, Transcript of the Deposition of
Citibank Head of Global Foreign Exchange Richard Moore,
at 91–92 (describing February 20 Options as a “financing
trade”); Kusmin Decl. Ex. II, Transcript of the Deposition
of Citibank Head of North American Foreign Exchange
James Kemp, at 148 (noting the February 20 Options had
“characteristics of a loan”).) Further, AIB emphasizes that
Eric Price, who first spoke to Rusnak about the options and
handled the transactions for Citibank, was told to make sure
there was “air cover” for the options. (Price Tr. at 469–70.)
Price collaborated with North American Foreign Exchange
COO Jan Navatkoski on an email, sent in the afternoon
on February 20, that suggested that they had discussed the
terms with Citibank risk managers prior to going through
with the February 20 Options. (Shah Decl. Ex. N9 (Email
dated February 20); see also Price Tr. at 342–43.) However,
several employees Price allegedly consulted either do not
recall discussing the options or do not recall being consulted
until after the transactions had already taken place. (Pl.'s 56.1
Stmt. Add'l Facts ¶ 115.)

Citibank contends that Rusnak stated that he “needed to
fund his projected cost of carry,” and doing so would cost
significantly less at prevailing market rates. (Def.'s 56.1 Stmt.
¶ 236.) AIB disputes that explanation. It argues, first, that
the notes taken by Price during his phone call with Rusnak
are the best reflection of Rusnak's stated rationale. Price's
notes indicate that Rusnak intended to “outsource balance
sheet cost” or “rent” Citibank's balance sheet. (See Pl.'s
Resp. 56.1 Stmt. ¶ 236; Kusmin Decl. Ex. F6 (Notes of Eric
Price).) Second, AXB argues that Citibank's explanation is

unreliable because it derives from a memorandum prepared
after Rusnak's fraud was disclosed. (Pl.'s Resp. 56.1 Stmt. ¶
236.)

c. May 9, 2001 Transactions
On April 9, 2001, Rusnak booked two fake forward trades
between Allfirst and Citibank; it is not clear whether or how
the trades were confirmed by Allfirst's back office, although
AIB contends that Rusnak most likely doctored the DTR that
he sent to the back office. (Def.'s 56.1 Stmt. ¶¶ 287–88.)
The April 9 trades had to be offset on Allfirst's books before
the next settlement date of May 11, however, or it would
be apparent they were fake. Rusnak therefore booked two
additional fake forwards on May 7 and 8 that offset the April
9 trades. (Id. ¶ 289.)

*6  Lacking SWIFT confirmations for the May 7 and 8

trades, 11  Allfirst's back office contacted Maylin Wilson in
Citibank's back office on May 8. (Id. ¶ 289.) Wilson could
not locate the trades in Citibank's system. She conferred with
George Reynolds at the trading desk, who knew nothing of
the trades but told her that one of the missing trades was “way
too big” for Allfirst. Wilson told Allfirst that Citibank did
not have the trades in its system. (Moran Decl. Ex. 190–5
(Recording of May 8, 2001 Call).)

Early in the morning on May 9, Rusnak bought a same-day
option from Citibank for a premium of $16.6 million. Rusnak
exercised the option shortly thereafter, which obligated
Citibank to pay Allfirst $16.6 million. (Pl.'s 56.1 Stmt. Add'l
Facts ¶ 169.) At Rusnak's request, Citibank agreed to split
the spot trade created by the option exercise into two separate
spot trades (the “split spot trades”) at positions specified
by Rusnak. It also agreed to include the split spot trades
in the DTR it sent to Allfirst on the morning of May 9,

pertaining to trading that took place on May 8. 12  (Def.'s
56.1 Stmt. ¶ 293; Moran Decl. Ex. 192 (Campbell email
instructions to Citibank employees); Pl.'s 56.1 Stmt. Add'l
Facts ¶ 170.) The positions specified by Rusnak for the split
spot trades corresponded to the unconfirmed May 7 and 8
trades, and Allfirst's back office therefore treated Citibank's
SWIFT confirmations regarding the split spot trades as the
confirmations it had been missing when it called Citibank on
May 8. (Def.'s 56.1 Stmt. ¶ 294; Pl.'s 56.1 Stmt. Add'l Facts
¶ 175.)

With the fake May 7 and 8 trades now on both Citibank's
and Allfirst's books, those trades would no longer offset the
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April 9 fake trades, which were only on Allfirst's books. (Pl.'s
56.1 Stmt. Add'l Facts ¶ 178.) Thus, later on May 9, Citibank
—again at Rusnak's request—split the daily netted yen trade
between Allfirst and Citibank into two spot trades at rates
and positions specified by Rusnak. (Def.'s 56.1 Stmt. ¶ 298.)
One of those two trades was equal in value to the two April
9 trades combined. (Gomes Rep. ¶ 164.) Rusnak convinced
Saba to ignore the SWIFT message pertaining to that trade by
explaining that Citibank was “reversing-out” a previous error
rather than confirming a new trade and, ironically, reassured
Saba that if he was wrong there would be a discrepancy with
the parties' net settlement the next day. (Kusmin Decl. Ex. Q7
(Transcript of Rusnak Call with Saba), at 7–8 .) By preventing
that trade from being entered on Allfirst's books, Rusnak in
fact removed the existing discrepancy created by the fake
April 9 trades.

E. Discovery of Rusnak's Rogue Trading
Cronin “became very concerned” about Rusnak's trading in
January 2002, when his balance sheet usage spiked upward
rapidly following a year-end reduction below $150 million.
(Ludwig Rep. at 26.) Cronin ordered that certain of Rusnak's
open positions be closed down because doing so “would
reveal any problems with his trading,” and instructed the
back office to confirm several options with counterparties in
Asia that had appeared in the meantime. Allfirst discovered
Rusnak's fraud shortly thereafter. (Id. at 26–27.)

*7  Allfirst announced the discovery of the fraud to the public
on February 6, 2002. It suffered losses of $691 million, and
Rusnak served approximately six years in prison. (Amended
Complaint ¶ 1; Def.'s 56.1 Stmt. ¶ 4.) After announcing
the fraud, AIB promptly commissioned an independent
investigation, led by one-time Comptroller of the Currency
Eugene Ludwig, that “cover[ed] the substance of the activities
in question and highlight[ed] the most significant oversight
issues.” (Ludwig Rep. at 1–2.) The Ludwig Report, which
was issued on March 12, 2002, did not examine “the activities
of all third parties, such as brokers.” (Id. at 2.)

II. DISCUSSION

A. Legal Standard for Summary Judgment
A court should grant summary judgment when there is “no
genuine dispute as to any material fact” and the moving
party is entitled to judgment as a matter of law. Fed.R.Civ.P.

56(a); see Allianz Ins. Co. v. Lerner, 416 F.3d 109, 113 (2d

Cir.2005). Genuine issues of material fact cannot be created
by conclusory allegations. Victor v. Milicevic, 361 F. App'x
212, 214 (2d Cir.2010). Summary judgment is appropriate
only when, after drawing all reasonable inferences in favor
of a non-movant, no reasonable juror could find in favor of
that party. Melendez v. Mitchell, 394 F. App'x 739, 740 (2d
Cir.2010).

In assessing when summary judgment should be granted,
“[t]he mere existence of a scintilla of evidence in support
of the plaintiff's position will be insufficient; there must be
evidence on which the jury could reasonably find for the
plaintiff.” Id. (citation omitted). The non-movant may not
rely upon speculation or conjecture to overcome a motion for
summary judgment. Burgess v. Fairport Cent. Sch. Dist., 371
F. App'x 140, 141 (2d Cir.2010). Instead, when the moving
party has documented particular facts in the record, “the
opposing party must come forward with specific evidence
demonstrating the existence of a genuine dispute of material
fact.” FDIC v. Great Am. Ins. Co., 607 F.3d 288, 292 (2d
Cir.2010). Establishing such evidence requires going beyond
the allegations of the pleadings, as the moment has arrived “to

put up or shut up.” Weinstock v. Columbia Univ., 224 F.3d
33, 41 (2d Cir.2000) (citation omitted).

B. In Pari Delicto
In Pari Delicto is the centuries-old legal doctrine “that the
courts will not intercede to resolve a dispute between two

wrongdoers.” Kirschner v. KPMG LLP, 15 N.Y.3d 446,
464 (2010). The doctrine, which is “strong” in New York,

id. at 464, has long barred a debtor from suing third parties

for a fraud he or she was a party to. In re Bernard L.
Madoff Inv. Sec. LLC, 721 F.3d 54 (2d Cir.2013) (citing

Barnes v. Hirsch, 212 N.Y.S. 536, 539 (1st Dep't 1925)). It
applies equally to corporate wrongdoers because “the acts of
agents, and the knowledge they acquire while acting within
the scope of their authority are presumptively imputed” to

the corporations they represent. Kirschner, 15 N.Y .3d
at 465. Indeed, “a corporation is represented by its officers
and agents, and their fraud in the course of the corporate

dealings is in law the fraud of the corporation.” Kirschner,
15 N.Y.3d at 465 (internal brackets and quotation marks
omitted).

*8  The adverse interest exception to the normal rule of
imputation concerns those circumstances in which “an agent

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 16 of 283



Allied Irish Banks, P.L.C. v. Citibank, N.A., Not Reported in F.Supp.3d (2015)
2015 WL 4104703

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 6

is engaged in a scheme to defraud his principal ... [and] cannot
be presumed to have disclosed that which would expose

and defeat his fraudulent purpose.” Center v. Hampton

Affiliates, 66 N.Y.2d 782, 784 (1985); see also Kirschner,
15 N.Y.3d at 465 (imputation is presumed “except where
the corporation is actually the agent's intended victim”). In
order to fall within the exception, the agent “must have totally
abandoned his principal's interests and be acting entirely for

his own or another's purposes.” Kirschner, 15 N.Y.3d at

468 (citing Center, 66 N.Y.2d at 784–85). “This rule avoids
ambiguity where there is a benefit to both the insider and
the corporation, and reserves this most narrow of exceptions
for those cases—outright theft or looting or embezzlement—
where the insider's misconduct benefits only himself or a third
party; i.e., where the fraud is committed against a corporation

rather than on its behalf.” Kirschner, 15 N.Y.3d at 466–67.

Citibank argues that Rusnak committed fraud in his capacity
as Allfirst's agent, and the In Pari Delicto doctrine therefore

bars AIB's claims in their entirety. 13  It contends that the
adverse interest exception is inapplicable because there is
no dispute that Rusnak did not engage in “outright theft
or looting or embezzlement”; because his fraud benefitted
Allfirst by concealing his losses from investors and lenders;
and because his “continued efforts to win back his losses
for Allfirst establish that his actions did not totally abandon
Allfirst's interests and that his actions were not entirely for his
own benefit.” (Def.'s Mem. Law at 11–12.) AIB, by contrast,
argues that “Rusnak's fraud operated at Allfirst's expense”
and caused it to incur significant losses while the fraud was
ongoing and, as a result, “the rationale for the adverse interest
exception applies.” (Pl.'s Mem. Law at 23 .)

The central flaw in Citibank's argument is its failure to focus
on Rusnak's fraudulent actions. Citibank emphasizes that
Rusnak's scheme did not totally abandon Allfirst's interests
insofar as he continued to trade and achieve occasional profits
on Allfirst's behalf. However, the critical distinction is that
Rusnak's genuine trading activity was not itself part of his
fraudulent scheme, nor is the imputation of those actions an
issue before the Court. This distinction is implicit in the cases
Citibank cites, which focus on the fraudulent actions of agents
(to the exclusion of conduct unrelated to the fraud itself)
in assessing whether the adverse interest exception should

apply. See, e.g., Kirschner, 15 N.Y.3d at 457–58 (imputing
Refco officers' fraudulent maneuvers to hide uncollectible

debts to corporation); Chaikovska v. Ernst & Young, LLP, 913
N.Y.S.2d 449, 451–52 (App. Div. 4th Dep't 2010) (imputing
acts of officers to the corporation where “the purpose of
the fraudulent conduct” was to qualify for increased line of

credit); In re Parmalat Sec. Litig., 659 F.Supp.2d 504, 520
(S .D.N.Y.2009) aff'd in part, vacated in part on other grounds
sub nom. Parmalat Capital Fin. Ltd. v. Bank of Am. Corp., 412
F. App'x 325 (2d Cir.2011) (imputing actions of employees
who were “conducting the work of Parmalat, growing and
expanding the business, when they engaged in” fraud in order
to secure capital).

*9  The relevant question is therefore whether Rusnak's
fraudulent actions totally abandoned Allfirst's interests. The
answer is clear: Rusnak was not engaged in conducting
the work of Allfirst when he carried out his deception.
Indeed, it is beyond dispute that none of Rusnak's fraudulent
actions were taken on behalf of Allfirst, or to benefit Allfirst.
Instead, Rusnak's fraudulent actions harmed Allfirst both
presently and prospectively because they prevented Allfirst
from discovering massive trading losses.

That the success of Rusnak's scheme was premised on
Allfirst's lack of knowledge further belies any benefit to
Allfirst. Kirschner, for instance, presented miscreants who
acted under far different circumstances: the Refco officers
“created a falsely positive picture of Refco's financial
condition” by hiding its uncollectible debts from regulators
and the public, and “senior officers of AIG set up a fraudulent
scheme to misstate AIG's financial performance in order to
deceive investors into believing that the company was more

prosperous and secure than it really was.” 15 N.Y.3d
at 458, 462. Rusnak, by contrast, was not an officer of
Allfirst and actively hid his scheme not only from the public
but from Allfirst as well while continuing to incur trading
losses to Allfirst's detriment. As the Court in Kirschner
explained, “[t]he rationale for the adverse interest exception
illustrates its narrow scope ... [T]he presumption that an
agent will communicate all material information to the
principal operates except in the narrow circumstance where
the corporation is actually the victim of a scheme undertaken

by the agent.” Id. at 467. Rusnak's fraudulent scheme was
directed at defrauding Allfirst, not defrauding others on its
behalf, compelling this Court's conclusion that it would be
inappropriate to impute his actions and knowledge to Allfirst.

Moreover, it is inapposite to point out, as Citibank does, that
Rusnak's trading gains accrued to Allfirst. It bears repeating
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that, in order to fall within the adverse interest exception,
it must be shown that the allegedly wrongful or fraudulent
conduct of an agent reflected a total abandonment of the
principal's interests. The relevant conduct is the wrongful
conduct, and the relevant inquiry is whether the agent was
acting entirely in his own interest in engaging in that wrongful

conduct. 14  Rusnak committed fraud to conceal from Allfirst
the losses he incurred trading on its behalf, and his fraud was
therefore devoted entirely to his own self-preservation.

Nor is the Court persuaded by Citibank's narrow reading
of the adverse interest exception's requirement of total
abandonment, which Citibank would limit strictly to the
examples cited in Kirschner, “outright theft or looting or

embezzlement.” 15 N.Y.3d at 466. Those examples are
paradigmatic because they involve self-dealing, and it is
difficult to fathom any benefit accruing to the principal amidst
self-dealing of that nature. Citibank cites no support for the
proposition that an agent must engage in self-dealing in order
to totally abandon his principal's interests, however, and the
Court finds none. Indeed, Citibank effectively urges the Court
to impute Rusnak's conduct to Allfirst merely because he was
an incompetent trader rather than a rapacious one. The Court
declines to do so.

*10  Finally, Citibank's contention that Rusnak's fraud
enabled Allfirst to “attract investors and customers and raise
funds for corporate purposes” is similarly misplaced. See

Kirschner, 15 N.Y.3d at 468. Although in some sense
each of Rusnak's acts of fraud delayed Allfirst's discovery of
Rusnak's losses and thereby delayed the financial reckoning
that was inevitably to follow, this is not the classic case
of a corporate officer falsely portraying financial health to
third party investors or shareholders. Rusnak was not a
corporate officer, nor is there any evidence from which a
reasonable factfinder could infer that Rusnak's fraud altered
Allfirst's financial health in the eyes of the public prior to its
discovery. “[A] company victimized by fraud is always likely
to suffer long-term harm once the fraud becomes known.”

Kirschner, 15 N.Y.3d at 471. Under the circumstances,
Citibank's argument merely restates the Court's observation
in Kirschner.

C. Fraud Claims
To prevail on its fraud claims AIB must show by clear
and convincing evidence: (1) a material misrepresentation or
omission of fact; (2) made by Citibank with knowledge of

its falsity; (3) intended to induce AIB's reliance; (4) which
AIB did reasonably rely upon; and (5) which caused injury

to AIB. See Crigger v. Fahnestock & Co., 443 F.3d 230,
234 (2d Cir.2006); see also Laugh Factory, Inc. v. Basciano,
608 F.Supp.2d 549, 558 (S.D.N.Y.2009) (applying clear and
convincing evidence standard at summary judgment stage).
To sustain a claim of fraudulent concealment, it must also
show that there was a duty to disclose the omitted facts.

Gladstone Bus. Loan, LLC v. Randa Corp., No. 09 Civ.
4225, 2009 WL 2524608, at *5 (S.D.N.Y. Aug. 17, 2009); see

also Merrill Lynch & Co. v. Allegheny Energy, Inc., 500
F.3d 171, 181 (2d Cir.2007).

To make out a claim of aiding and abetting fraud under New
York law, the plaintiff must show “(1) the existence of a
fraud; (2) the defendant's knowledge of the fraud; and (3) that
the defendant provided substantial assistance to advance the

fraud's commission.” Lerner v. Fleet Bank, N.A., 459 F.3d
273, 292 (2d Cir.2006) (internal brackets omitted). Actual
knowledge of the fraud is required; neither constructive
knowledge nor recklessness as to obvious warning signs will

suffice. See id. at 292–93; de Abreu v. Bank of Am. Corp.,
812 F.Supp.2d 316, 322–23 (S.D.N.Y.2011).

Citibank moves for summary judgment as to the
material misrepresentation, reasonable reliance and causation
elements of AIB's fraud claims.

1. Material Misrepresentation or Omission 15

At the heart of this case is AIB's argument that Citibank

materially misrepresented 16  the nature and purpose of the
Disputed Transactions by confirming them as genuine foreign
exchange transactions. Citibank contends that it provided
accurate written confirmations of the financial terms of
each of the Disputed Transactions to Allfirst, and that AIB
therefore cannot demonstrate a material misrepresentation
or omission. Citibank also disputes that it corrupted the
confirmation process for Prime Brokerage trades or concealed
the existence of its Prime Brokerage website, as AIB alleges.
(Def.'s Mem. Law at 14–15.)

*11  Despite their prolixity, Citibank's submissions largely

fail to address the issues before the Court. 17  Most
prominently, Citibank's repeated assertions that it “confirmed
in writing ... all financial terms of each of the six complained-
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of trades” are simply beside the point. 18  (Id. at 15.) AIB
is not alleging that Citibank misrepresented the particulars
when it provided confirmations pertaining to the Disputed
Transactions. Rather, AIB contends that it was misleading to
confirm the Disputed Transactions as foreign exchange trades
at all.

There is credible evidence in the record, as set forth above,
to support AIB's claims that the Disputed Transactions were
not intended to speculate on the price of foreign currencies, as
ordinary foreign exchange transactions do. Yet Citibank made
no effort to verify the propriety of the Disputed Transactions
with Allfirst, either before or after the transactions took place.
Given how lucrative Rusnak's trading was to Citibank, it
would not be far-fetched to infer that Citibank did so because
it was motivated to keep Rusnak happy. The Court therefore
finds that there is ample evidence in the record to allow a
reasonable factfinder to conclude that Citibank's confirmation
of the Disputed Transactions as ordinary foreign exchange
trades amounted to a material misrepresentation.

Next, Citibank argues that “there is no merit to the claim
that [it] hid that it had compromised the prime brokerage
account confirmation process.” (Def.'s Mem. Law at 17.)
Yet once again Citibank largely fails to address the specific
allegations underlying the claim. AIB alleges that “Citibank
corrupted the confirmation process by sending the [DTRs]
directly to Rusnak, suppressing them at Rusnak's request,
doctoring them on April 24, 2001, and May 9, 2001, and
agreeing” to split two trades on May 9. (Pl.'s Resp. 56.1
Stmt. ¶¶ 231.) In support of its claims, AIB provides evidence
that it was contrary to Citibank policy to send confirmations
to a trader rather than directly to the back office, and that
on several occasions Citibank tailored the DTR to Rusnak's
specifications or suppressed it entirely. (Pl.'s 56.1 Stmt.
Add'l Facts 140, 151–57.) Citibank does not address these
allegations. There is, in any event, more than enough evidence
to permit a reasonable factfinder to conclude that Citibank
knowingly sent its confirmations to Allfirst through John
Rusnak rather than directly to the back office, and acceded
to Rusnak's request to split the May 9, 2001 transactions and
tailor the confirmations to Rusnak's specifications without
any plausible rationale for doing so.

Finally, Citibank maintains that there is no evidence it
hid its website from Allfirst. (Def.'s Mem. Law at 17.)
The Court agrees. AIB does not dispute that Rusnak and
Kozak had access to the website, and Kozak's knowledge
must be imputed to Allfirst absent any evidence to the

contrary. (See Pl.'s Resp. 56.1 Stmt. ¶ 225.) According to
AIB, Citibank never referred other Allfirst employees to its
website, although both sides “would have benefitted” and
Citibank “would have saved an enormous amount of work
for itself” by doing so because it would have made email
confirmations redundant. (Id. ¶ 227.) Relying on an email
Rusnak sent to Bank of America stating that he did not
want his back office to be able to access its website, AIB
argues that the “only plausible explanation” for Citibank's
alleged reticence to provide access to its website “is that
Citibank had received the same instruction from Rusnak.” (Id.
¶ 227; see also Kusmin Decl. Ex. W5 (Rusnak email to Bank
of America).) However, there is no similar communication
pertaining to Citibank in the record, or even a request for
access that was avoided or refused. Speculative arguments
are not evidence, much less clear and convincing evidence,
and are not sufficient at this stage to create a triable issue of
fact. Accordingly, the Court GRANTS Citibank's Motion as
it pertains to concealing access to its website.

2. Reasonable Reliance
*12  Reasonable reliance entails a duty to investigate where

the “plaintiff was placed on guard or practically faced with

the facts.” Mallis v. Bankers Trust Co., 615 F.2d 68, 81
(2d Cir.1980). “[I]f the plaintiff ‘has the means of knowing,
by the exercise of ordinary intelligence, the truth, or the real
quality of the subject of the representation, he must make use
of those means, or he will not be heard to complain that he was
induced to enter into the transaction by misrepresentations.’

“ Schlaifer Nance & Co. v. Estate of Warhol, 119 F.3d

91, 98 (2d Cir.1997) (quoting Mallis, 615 F.2d at 80–
81). “In assessing the reasonableness of a plaintiff's alleged
reliance, we consider the entire context of the transaction,
including factors such as its complexity and magnitude,
the sophistication of the parties, and the content of any

agreements between them.” Emergent Capital Inv. Mgmt.,
LLC v. Stonepath Group, Inc., 343 F.3d 189, 195 (2d Cir.2003)
(citation omitted). However, whether a party acted reasonably
in its reliance “is ordinarily a question of fact to be determined
at trial.” Meisel v. Grunberg, No. 07 Civ. 11610, 2010 WL
4966443, at *3 (S.D.N.Y. Nov. 30, 2010).

Citibank argues that Allfirst was a sophisticated financial
institution with all of the information it needed to discover
Rusnak's fraud “staring [it] in the face in the form of
the confirmations Citibank provided” and Allfirst's own
monitoring and risk reporting. (See Def.'s Mem. Law at 18–
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19.) However, a reasonable factfinder might readily conclude
otherwise. Allfirst reviewed Rusnak's trading in the aggregate
and maintains that this method of review was reasonable
given its understanding that Rusnak was pursuing a high-

volume, arbitrage-based trading strategy. 19  (See Pl.'s 56.1
Stmt. Add'l Facts ¶ ¶ 15–16.) Even if Allfirst had been
reviewing Rusnak on a trade-by-trade basis, an issue of
fact would remain as to whether its back office should
have had the requisite expertise in foreign exchange trading
to understand the true nature of Rusnak's complex trades.
Compounding that difficulty, the Disputed Transactions were
each structured transactions whose constituent trades were
confirmed separately. Thus, under the circumstances, the
Court cannot conclude that it was unreasonable as a matter
of law for Allfirst to rely on Citibank's confirmation of the
Disputed Transactions as ordinary foreign exchange trades.

To support its position, Citibank relies on case law
in which reliance was placed on an expressly non-
binding representation, or obvious warning signs presaged
the underlying fraudulent activity. E.g., BPI Energy
Holdings, Inc. v. IEC (Montgomery), LLC, 664 F .3d 131,
139 (7th Cir.2011) (reliance on “expressly nonbinding”
representations). Neither circumstance is present here.
Allfirst was entitled to rely on the form and content of
Citibank's confirmations. And Citibank points to nothing
in its representations to Allfirst that directly contradicts its
confirmation of the Disputed Transactions as ordinary foreign
exchange transactions. Certainly, disputed issues of fact
remain as to whether it was reasonable for the back office at
Allfirst, a sophisticated entity in both banking and investment,
to supervise Rusnak and review his trading without more
closely examining the multimillion dollar trades he executed
on its behalf. What is clear, however, is that Citibank has
failed to adduce evidence sufficient as a matter of law to
preclude Allfirst's reliance on those representations.

3. Causation
*13  AIB's fraud claims require that it demonstrate both

but-for and proximate causation. To show Citibank was a
proximate cause, AIB must prove that its injuries were the
“natural and probable consequence” of Citibank's allegedly
fraudulent representations, or that Citibank “ought reasonably
to have foreseen” AIB's injuries as a probable consequence
of those representations. See Hunt v. Enzo Biochem, Inc., 530

F.Supp.2d 580, 592 (S.D.N.Y.2008) (quoting Suez Equity
Investors, L.P. v. Toronto–Dominion Bank, 250 F.3d 87, 104–
05 (2d Cir.2001)).

There is ample evidence in the record for a factfinder to
conclude that Rusnak's fraud would have been discovered
earlier but for Citibank's alleged fraud. AIB contends that
the February 20 Options allowed Rusnak to elude Allfirst's
limits on his balance sheet usage and the May 9 trades
allowed Rusnak to dupe his back office into believing certain
fake transactions had been confirmed. (See Ludwig Rep. at
13 (concluding that February 20 Options helped to enable
Rusnak “to fund his losses and keep trading”).) Citibank
points to inconsistencies in the record regarding the actual
balance sheet limit Allfirst imposed, and how closely that
limit was monitored. (Def.'s Mem. Law at 21; Def.'s Mem.
Law Reply at 8–10.) At most, however, that argument creates
a disputed issue of fact to be resolved by the factfinder.
Citibank otherwise fails to cite specific evidence as to but-for
causation beyond its bare assertion that Rusnak “obviously
would have continued” hiding his losses through fraud “with
or without Citibank, so long as Allfirst ... failed to police his
activity.” (Def.'s Mem. Law at 21.) Accordingly, Citibank has
failed to show it is entitled to summary judgment on the issue
of but-for causation.

Citibank further contends that proximate cause is lacking
because it was unforeseeable to Citibank that Rusnak would
commit fraud as he did or that Allfirst would fail to have
controls in place to prevent him from doing so. (Id. at 21–
23.) It is not in dispute that Allfirst bears a measure of
responsibility for the losses it incurred. That does not absolve
Citibank of responsibility for its role in facilitating the fraud,
however. Instead, AIB need only show that a reasonable
factfinder could conclude that Citibank was “a substantial
factor in the sequence of responsible causation.” Charney
v. Zimbalist, No. 07 Civ. 6272, 2014 ML 5064860, at *32

(S.D.N.Y. Sept. 29, 2014) (quoting First Nationwide Bank
v. Gelt Funding Corp., 27 F.3d 763, 769 (2d Cir.1994)).

It was not unforeseeable to Citibank that Rusnak would
commit fraud, or that his unorthodox requests to Citibank
would be used to evade the controls that Allfirst had placed on
him. For instance, to the extent Citibank had a duty to confirm
the Disputed Transactions differently from ordinary foreign
exchange transactions, that duty derived from the risk that
unauthorized funding for Rusnak could be a red flag for fraud.
In other words, Citibank's actions resulted in “foreseeable
harm of the same nature [it] had the duty to guard against.”
LNC Investments, Inc. v. First Fid. Bank, No. 92 Civ. 7584,
1997 ML 528283, at *31 (S.D.N.Y. Aug. 27, 1997). The
harm suffered by Allfirst and AIB was thus the “natural and
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probable consequence” of Citibank closing its eyes to the
reality of Rusnak's behavior.

*14  Citibank fails to grapple with the facts of this case, and
instead relies on authority inapposite to the record here. See,

e .g., Edwards & Hanly v. Mells Fargo Sec. Clearance
Corp., 602 F.2d 478, 484 (2d Cir.1979) (Defendant not
proximate cause of losses sustained by third party investor
Plaintiffs to whom it owed no duty); Food Holdings Ltd.
v. Bank of Am. Corp., 423 F. App'x 73, 76 (2d Cir.2011)
(collapse of Parmalat an unforeseeable event, and Defendant's
failure to disclose therefore not proximate cause of Plaintiff's

loss); Bloor v. Carro, Spanbock, Londin, Rodman & Fass,
754 F.2d 57, 62 (2d Cir.1985) (omissions in documents related
to securities offering not proximate cause of subsequent
looting). The Court finds that a reasonable factfinder could
conclude that Citibank was, at a minimum, a substantial factor
in causing the harm suffered by AIB.

Citibank's Motion for Summary Judgment as to AIB's fraud
claims is therefore DENIED.

D. Equitable Claims
Citibank argues that AIB's claims in equity—rescission,
unjust enrichment, and money had and received—must be
dismissed because the transactions in question were governed
by valid and enforceable contracts. (Def.'s Mem. Law at
24.) AIB fails to respond to Citibank's Motion as to its
unjust enrichment and money had and received claims, and
has therefore waived any objection to dismissal of those
claims. (See generally Pl.'s Mem. Law.) As to AIB's claim
for rescission of the February 20 Options, there is, at a

minimum, a factual dispute regarding Rusnak's authorization
to enter into transactions of that nature on behalf of Allfirst.
(See Def.'s 56.1 Stmt. ¶¶ 33–34.) Citibank's remaining
arguments for dismissal of the rescission claim are thoroughly
unconvincing.

Accordingly, the Court DENIES Citibank's Motion for
Summary Judgment as to AIB's claim for rescission of the
February 20 Options and GRANTS Citibank's Motion for
Summary Judgment as to AIB's unjust enrichment and money
had and received claims.

III. CONCLUSION

For the foregoing reasons, Citibank's Motion for Summary
Judgment is GRANTED as to AIB's unjust enrichment and
money had and received claims and DENIED in all other
respects.

Proposed Findings of Fact and Conclusions of Law, a
Joint Pre-trial Statement (“JPTS”), and Memoranda of Law
addressing those issues raised in the JPTS shall be submitted
no later than August 21, 2015 and shall conform to the Court's
Individual Practices and Supplemental Trial Procedure Rules.
Responses to the Memoranda shall be submitted no later than
September 11, 2015. There shall be no replies.

SO ORDERED.

All Citations

Not Reported in F.Supp.3d, 2015 WL 4104703

Footnotes

1 AIB voluntarily dismissed its claims against Defendant Bank of America, N.A., on January 25, 2012. (See
ECF No. 201.)

2 Citibank has submitted a Reply 56.1 Statement consolidating its and AIB's 56.1 statements for the Court.
Accordingly, in citing “Def.'s 56.1 Stmt.” the Court refers to the undisputed facts it has gleaned from Citibank's
Statement, AIB's Response, and Citibank's Reply. Additionally, where appropriate—either for the sake of
clarity or in order to introduce facts not established elsewhere—the Court will occasionally refer specifically
to AIB's Response to the 56.1 Statement of Defendant Citibank (“Pl.'s Resp. 56.1 Stmt.”), to Citibank's Reply
56.1 Statement (“Def.'s Reply 56 .1 Stmt.”) or to AIB's Amended 56.1 Statement of Additional Material Facts
(“Pl.'s 56.1 Stmt. Add'l Facts”).
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3 Citibank contends, based on statements by Smith, that other back office employees and managers knew of
Smith's failure to confirm this type of option because they were present at a meeting in which it was discussed.
AIB disputes that, arguing that Smith's statements are self-serving, inconsistent and lacking in credibility and
pointing to deposition transcripts in which several of the alleged attendees deny knowledge of the practice
or attendance at the alleged meeting. (Def.'s 56.1 Stmt. ¶¶ 64–66.)

4 Because the fake options were purportedly transacted with counterparties in Asia, any communication by
phone regarding the confirmation of these options would have taken place out of necessity in the middle of
the night; Smith's desire to avoid that may have made his decision to go along with Rusnak that much easier.
(See Moran Decl. Ex. 8, Investigative Report of Eugene Ludwig (“Ludwig Rep.”) at 11.)

5 Each trading day, Allfirst and Citibank combined all of that day's spot transactions in each currency together
into a single forward trade reflecting the net value. Each of these daily netting transactions settled on a
single day each month or settlement period, the “net settlement date,” when Allfirst and Citibank exchanged
payment to settle their respective balances. (Def.'s 56.1 Stmt. ¶¶ 192–93.)

6 The confirmatory emails sent by Citibank were also referred to as the “Daily Confirmation Report” or simply
as “Email Confirms.” (Def.'s 56.1 Stmt. ¶ 202.) For the sake of simplicity, the Court will refer to them as DTRs.

7 There is no evidence in the record that Citibank sent its DTR emails to anyone other than Rusnak. Citibank
alleges that it sent DTRs “to Allfirst.” (Id. ¶ 202.) Allfirst disputes that characterization “to the extent Citibank
implies” it sent DTRs “to anyone at Allfirst except for Rusnak.” (Pl.'s Resp. 56.1 Stmt. ¶ 203.) Citibank argues,
in response, that “other Allfirst employees, including Smith, received these DTRs, and Saba and Allfirst's
auditors were aware that Allfirst received these DTRs from Citibank.” (Def.'s Reply 56.1 Stmt. ¶ 203.) As
noted above, Smith received the DTRs from Rusnak, not from Citibank, and a generalized awareness of
DTR emails on the part of others at Allfirst or its auditors is not evidence that those individuals received DTR
emails from Citibank. Citibank thus does not allege, nor does it cite evidence to suggest, that it sent DTRs
to anyone other than Rusnak.

8 Citibank contends that others at Allfirst knew about Citibank's website based on Allfirst Treasurer David
Cronin's indirect acknowledgement of it during his deposition, and on contemporaneous evidence purportedly
showing that several executives at Allfirst knew of Bank of America's prime brokerage website. (Def.'s 56.1
Stmt. ¶¶ 226, 228.) Allfirst argues that, in light of an email from Rusnak to Bank of America indicating that he
didn't want his back office to have access to Bank of America's prime brokerage website, the “only plausible
explanation” for Citibank's alleged reticence to provide access to its website is that Rusnak made a similar
request to Citibank. (Pl.'s Resp. 56.1 Stmt. ¶ 227.) Neither party cites relevant, persuasive evidence in support
of its position.

9 Allfirst contends that Citibank's failure in October 2000 to suppress SWIFT messages regarding daily netted
prime brokerage trades was inadvertent, and the Parties disagree as to whether Allfirst relied on the SWIFT
messages that were sent in the period between October 4, 2000 and March 23, 2001. (See Def.'s 56.1 Stmt.
¶¶ 205–06.)

10 The Same–Day Options in dispute were transacted on January 25, 2001 ($15 million); April 23, 2001 ($30
million); September 18, 2001 ($18 million); and January 23, 2002 ($18 million). (Id. ¶¶ 267–68.)

11 AIB contends that Rusnak “did not realize that his back office had begun relying on SWIFT messages for
confirmations” in the time between the fake April 9 trades and the fake May 7 and 8 trades. (See Pl.'s Resp.
56.1 Stmt. ¶ 297; supra Part I.C (noting that the back office was instructed to use SWIFT messages to confirm
prime brokerage trades as of April 24, 2001).)

12 The May 9 DTR specified that the split spot trades had a trade date of May 9, unlike the remaining trades
listed. (Def.'s 56.1 Stmt. ¶ 293.)

13 Citibank argues, additionally, that Allfirst's reckless failure to supervise Rusnak places it independently within
the bar imposed by the In Pari Delicto doctrine. (Def.'s Mem. Law at 13.) However, to support its assertion that
recklessness or negligence may trigger the In Pari Delicto bar, Citibank relies on Supreme Court authority
inapposite to the issue at hand and case law from outside the Second Circuit. (Id. at 13 n. 13 (citing, inter

alia, Pinter v. Dahl, 486 U.S. 622, 633 (1988) (addressing application of In Pari Delicto to strict liability
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offense, not reckless or negligent conduct)).) In opposing this facet of Citibank's motion, AIB notes that, in
the Second Circuit, “the plaintiff must be an active, voluntary participant in the wrongful conduct” for In Pari

Delicto to apply. S.E.C. v. Lee, 720 F.Supp.2d 305, 332 (S.D.N.Y.2010) (citing BrandAid Mktg. Corp. v.
Biss, 462 F.3d 216, 218 (2d Cir.2006)). The Court agrees with AIB.

14 The fallacy of Citibank's argument is readily illustrated. Would the actions of an accountant engaged in
embezzling corporate funds—the classic example of the adverse interest exception—be imputed to the
corporation because he embezzled funds from one account and maintained accurate, honest records for
a dozen others? It would defy common sense to apply In Pari Delicto in that instance, yet according to
Citibank's logic the hypothetical accountant could not be said to have “entirely” abandoned the corporation's
interests. So it is with Rusnak, whose genuine (albeit misguided) bets against the dollar have little relevance
to Citibank's In Pari Delicto defense other than to provide the rationale behind Rusnak's fraudulent activities.

15 Citibank argues summarily that imputation of Rusnak's knowledge to Allfirst is sufficient to defeat AIB's
allegation that it made a material misrepresentation or omission. (See Def.'s Mem. Law at 14.) The Court has
already concluded that imputation is inappropriate under the circumstances, and will not revisit the issue here.

16 AIB argues, in the alternative, that Citibank's confirmations constituted material omissions insofar as Citibank
had a duty to disclose the true purpose of the underlying transactions. (Pl.'s Mem. Law at 17 n. 18.) The
distinction does not alter the Court's conclusions.

17 Citibank's reliance on AIB's statements to the IRS are among its arguments that obfuscate rather than clarify.
(Id. at 16; Def.'s 56.1 Stmt. ¶¶ 51, 248.) The positions taken by AIB and its subsidiaries regarding the tax
treatment of the Disputed Transactions were matters of tax law with limited relevance to this case, and in any
event were not inconsistent with the positions AIB takes here.

18 The cases Citibank relies on to support its argument are inapposite for a similar reason: AIB does, in
fact, allege that Citibank misrepresented the “fundamental characteristics” of the Disputed Transactions.

(Def.'s Mem. Law at 16 (citing Granite Partners, L.P. v. Bear, Stearns & Co. Inc., 17 F.Supp.2d 275,

287 (S.D.N.Y.1998)); see also Phillips v. Am. Int'l Grp., Inc., 498 F.Supp.2d 690, 697 (S.D.N.Y.2007);

Gaidon v. Guardian Life Ins. Co. of Am., 94 N.Y.2d 330, 350 (1999).)
19 Citibank repeatedly chides Allfirst for its lack of diligence in overseeing Rusnak. However, it has cited

no evidence to dispute that Allfirst understood Rusnak's trading strategy to be based on arbitrage, nor
to undermine AXB's position that reviewing his trading in the aggregate was appropriate given that
understanding.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Only the Westlaw citation is currently available.

NOT FOR PUBLICATION
United States Bankruptcy Court, C.D. California,

Los Angeles Division.

IN RE: AMERGENCE
TECHNOLOGY, INC., Debtor.

Jason M. Rund, Chapter 7 Trustee, Plaintiff,
v.

Albert Lee, an individual; Business Legal Partners
Attorneys at Law, Law Corp., a California

corporation; Levene, Neale, Bender, Yoo & Brill
L.L.P., and Does 1 through 10, Defendants.

Case No. 2:12–bk–35473–RK
|

Adversary No. 2:15–ap–01563–RK
|

Date: July 26, 2016, Time: 3:00 p.m.,
Place: Courtroom 1675, 255 East

Temple Street, Los Angeles, CA 90012
|

Signed July 27, 2016

Attorneys and Law Firms

Michael W. Davis, Corey R. Weber, Brutzkus Gubner
Rozansky Seror Weber LLP, Woodland Hills, CA, for
Plaintiff.

Russell W. Clampitt, Bradley W. Jacks, Jacks & Maybaum
LLP, William K. Mills, Parker Mills LLP, Los Angeles, CA,
for Defendant.

Does 1 through 10, pro se.

MEMORANDUM DECISION ON
DEFENDANTS' MOTIONS TO DISMISS

FIRST AMENDED COMPLAINT OR
FOR MORE DEFINITE STATEMENT

Robert Kwan, United States Bankruptcy Judge

*1  This adversary proceeding came on for hearing on July
26, 2016 before the undersigned United States Bankruptcy
Judge on the motions of defendants Albert Lee, Business
Legal Partners Attorneys at Law, Law Corp (collectively

referred to as “Lee Defendants”), and Levene, Neale, Bender,
Yoo & Brill L.L.P. (“Defendant Levene Neale”), to dismiss
the first amended complaint of Jason M. Rund, the Chapter
7 trustee appointed in the underlying bankruptcy case
(“Trustee”), asserting claims for malpractice and breach of
fiduciary duty for their alleged prepetition and postpetition
acts in representing the debtor in this bankruptcy case,
Amergence Technology, Inc., seeking damages in excess of
$2.1 million, for failure to state a claim upon which relief can
be granted or for more definite statement pursuant to Rules
12(b)(6) and 12(e) of the Federal Rules of Civil Procedure as
incorporated by reference in Rule 7012 of the Federal Rules
of Bankruptcy Procedure. Corey R. Weber, of the law firm
of Brutzkus Gubner, appeared for Trustee. Bradley W. Jacks,
of the law firm of David B. Parker, of the law firm of Parker
Mills LLP, appeared for Defendant Levene Neale.

Because the court must accept the material factual allegations
of Trustee's first amended complaint as true and draw
inferences from those allegations in the most favorable light
to Trustee for purposes of defendants' Rule 12(b)(6) motion,
it is not inclined to dismiss the amended complaint because
the claims in the amended complaint state a claim upon which

relief can be granted. Loyd v. Paine Webber, Inc., 208
F.3d 755, 759 (9th Cir. 2000) (citations omitted); see also,
1 Wagstaffe, Rutter Group Federal Civil Procedure Before
Trial, ¶¶ 9:213 and 9:215 at 9–81 and 9–83 (2016), citing inter

alia, Bell Atlantic Corp. v. Twombly, 550 U.S. 544 (2007);
In re Estate Financial Mortgage Fund, LLC, 565 Fed. Appx.
628 (9th Cir. 2014)(construing complaint in most favorable
light, holding complaint should not have been dismissed).
Trustee's malpractice and fiduciary duty breach claims in his
first amended complaint appear to this court to be claims
asserted on behalf of the debtor rather than on behalf of

its creditors. See, Peregrine Funding, Inc. v. Sheppard
Mullin Richter & Hampton LLP, 133 Cal.App.4th 658, 676–
678 (2005). Thus, there is no standing problem for Trustee to
assert such claims. Id.

Trustee's claims in the first amended complaint that defendant
attorneys and law firms committed malpractice and breached
their fiduciary duty to the debtor, Amergence Technology,
Inc., in allegedly advising debtor and its affiliated entity
controlled by debtor's insiders to transfer debtor's assets to
the affiliated entity to hinder debtor's creditors state plausible
claims for purposes of Bell Atlantic Corp. v. Twombly, supra,
and do not require a more definite statement.
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The question of whether a bankruptcy trustee is or is not
subject to an in pari delicto defense under California law was
very recently addressed by a California Court of Appeal in
Uecker v. Zentil, 244 Cal.App.4th 789 (2016), which held that
the doctrine of in pari delicto applies to bar a bankruptcy
trustee suing on behalf of the bankruptcy estate of a company
if the doctrine would bar the company from asserting such

claims. Id. at 794–797, citing, 11 U.S.C. § 541(a)(1) and

Peregrine Funding, Inc. v. Sheppard Mullin Richter &
Hampton LLP, 133 Cal.App.4th at 676–678. Quoting the
opinion in Peregrine Funding, the court in Uecker v. Zentil
stated that:

*2  A bankruptcy trustee succeeds to
claims held by the debtor ‘as of the

commencement’ of bankruptcy. ( 11

U.S.C. § 541(a)(1).) Section 541
of the Bankruptcy Code thus requires
that courts analyze defenses to claims
asserted by a trustee as they existed
at the commencement of bankruptcy,
and later events (such as the ouster of
a wrongdoer) may not be taken into
account. [Citations.] In the context of
an unclean hands defense, this means a
bankruptcy trustee stands in the shoes
of the debtor and may not use his status
as an innocent successor to insulate
the debtor from the consequences
of its wrongdoing. [Citations.] [The
debtor's] unclean conduct—i.e., its
participation in the scheme that
defrauded investors of millions—must
therefore be considered without regard
to the trustee's succession.

Uecker v. Zentil, 244 Cal.App.4th at 794, quoting,

Peregrine Funds, Inc. v. Sheppard Mullin Richter &
Hampton LLP, 133 Cal.App.4th at 680. However, the issue
has not been definitively addressed by the California Supreme
Court. See, Uecker v. Zentil, 244 Cal.App.4th at 797;

Gottlieb v. Fulcrum 5 Inc. (In re KSL Media, Inc.), 2016
WL 3549166, slip op. at *10 (Bankr.C.D.Cal.2016) (Mund,

J.); cf., Camerer v. Savings and Commercial Bank of San

Diego, 4 Cal.2d 159 (1935)(in pari delicto not applicable to a

state court receiver); accord, FDIC v. O'Melveny & Myers,
61 F.3d 17, 18–19 (9th Cir.1995) (holding under California
law that in pari delicto does not apply to a state court receiver,
noting in dicta that “[a] receiver, like a bankruptcy trustee and
unlike a normal successor in interest). Judge Mund of this
court stated in In re KSL Media, Inc. that:

The real emphasis here is that Section 541(a)(1) applies
to bankruptcy trustees and not to receivers. Thus, the cases
that are limited to receivers are not on point. If Congress
wishes to protect the estate from claims of in pari delicto,

it need only amend Section 541(a)(1).)”.

2016 WL 3549166, slip op. at *10.

This issue of California law is apparently an open one
in the Ninth Circuit since there is no published opinion
on the issue. See Uecker v. Wells Fargo Capital Finance,
LLC (In re Mortgage Fund '08 LLC), 527 B.R. 351, 366–
370 (N.D.Cal.2015) (noting that the Ninth Circuit has not
addressed in a published opinion the applicability of the in
pari delicto defense in a published opinion, but had affirmed
its application in an unpublished decision), citing, In re Crown
Vantage, Inc., No. 023836 MMC, 2003 WL 25257821, at
*6 (N.D.Cal.2003), aff'd, Crown Paper Liquidating Trust
v. Pricewaterhousecoopers LLP, 198 Fed. Appx. 597 (9th

Cir. 2006); accord, In re KSL Media, Inc., 2016 WL
3549166, slip op. at *8–10; see also, In re Estate Financial
Mortgage Fund, LLC, supra (reversing trial court's dismissal
of complaints and commenting that “[g]iven our disposition,
we need not resolve trustees' arguments that the in pari
delicto and unclean hands defense may never apply to
bankruptcy trustees or claims brought by trustees that arise
postpetition.”).

As also noted in In re Mortgage Fund '08 LLC, “[a]lthough
the Ninth Circuit has not directly addressed the issue, every
circuit to have considered the question has held that a
defendant ‘sued by a trustee in bankruptcy may assert the
defense of in pari delicto, if the jurisdiction whose law creates
the claim permits such a defense outside of bankruptcy.’ ”
In re Mortgage Fund '08 LLC., 527 B.R. at 366–367, citing,

Peterson v. McGladrey & Pulley, LLP., 676 F.3d 594, 598–

599 (7th Cir. 2012); Picard v. JPMorgan Chase Bank &
Co. (In re Bernard L. Madoff Investment Securities LLC, 721
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F.3d 54, 63–65 (2nd Cir. 2013); Baena v. KPMG LLP,

453 F.3d 1, 6–10 (1st Cir. 2006); Official Committee of
Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340,
354–360 (3rd Cir. 2001); In re Derivium Capital LLC, 716

F.3d 355, 366–369 (4th Cir. 2013); Terlecky v. Hurd (In
re Dublin Securities, Inc.), 133 F.3d 377, 380 (6th Cir.1997);

Grassmueck v. American Shorthorn Association, 402 F.3d

833, 836–842 (8th Cir. 2005); ); Sender v. Buchanan
(In re Hedged–Investments Associates, Inc.), 84 F.3d 1281,

1285 (10th Cir.1996); Official Committee of Unsecured
Creditors of PSA, Inc. v. Edwards, 437 F.3d 1145, 1152

(11th Cir. 2006); accord, In re KSM Media Inc., 2016 WL
3549166, slip op. at *8–9.

*3  The court determines that even if defendants have raised
the in pari delicto defense as it is inclined to recognize at this
preliminary stage of the litigation, applying Uecker v. Zentil,
supra, there are genuine issues of material fact regarding the
applicability of any such defense of in pari delicto raised by
defendants regarding the so-called adverse interest exception
asserted by Trustee, which exception is fact-intensive and
should not be generally resolved at the pleading stage. See,
Floyd v. CIBC World Markets, Inc., 426 B.R. 622, 642–643
(S.D.Tex.2009). “The ‘adverse interest exception’ provides
that where corporate agents act in a manner adverse to the
interests of the corporation, the actions of the agents are
not imputed to the corporation.” In re Mortgage Fund '08
LLC, 527 B.R. at 368 (citation omitted). The court should
not resolve the factual disputes relating to the adverse interest
exception at the pleading stage, even though such disputes
are based on seemingly inconsistent allegations in the various

pleadings of trustee. Peterson v. McCaffrey & Pullen, LLP,
676 F.3d at 596–597; see also, 1 Wagstaffe, Rutter Group
Federal Civil Procedure Before Trial, ¶ 9:216 at 9–83 (“no
matter how improbable the facts alleged are, they must be
accepted as true for purposes of the motion”), citing inter alia,

Bell Atlantic Corp. v. Twombly, 550 U.S. at 556. Thus, the
court does not reach the merits of the in pari delicto defense
asserted by defendants at the pleading stage.

In this regard, this court diverges from Judge Mund, who
in the KSM Media matter had granted defendants' motion
to strike the bankruptcy trustee's claims based on in pari
delicto raised as an affirmative defense and denied the
trustee's motion for reconsideration despite this court sharing
the concern of Judge Mund about possible prejudice to
defendants as they “will be forced to incur additional and
significant expense and time with respect to the discovery

that will certainly be propounded by Trustee.” In re KSM
Media Inc., 2016 WL 3549166, slip op. at *8–9. Nevertheless,
the court determines that defendants' motions to dismiss
should be denied mainly because in this case, Trustee has
asserted the in pari delicto defense should not be sustained
here under the “adverse interest” exception in that the bad acts
involved here should not be attributable to the debtor, which
are allegedly due to the acts of an officer of the company
acting adversely to it, Yian Chen aka David Chen, a minority
shareholder of debtor, and the assertion of the adverse interest
exception is fact-intensive and should not be determined at
the pleading stage. See, In re California TD Investments
LLC, 489 B.R. 124, 129–130 (Bankr.C.D.Cal.2013)(Mund,
J.); but see, In re Mortgage Fund '08 LLC, 527 B.R.
at 369 (“Although the imputation analysis ‘generally rests
on questions of fact,’ ‘[w]here, as here, a plaintiff's own
pleadings contain admissions that establish the basis of an
unclean hands defense, the defense may be applied without
further’ proceedings.”).

The court also agrees with Trustee that California Civil Code
§ 1714 is not a barrier to suit since formally speaking, the first
amended complaint does not allege civil conspiracy claims
against the attorney and law firm defendants.

Defendants' motions to dismiss and/or for more definite
statement should be denied, and defendants should be ordered
to serve and file answers to the first amended complaint.
Counsel for Trustee is to submit proposed orders for denial of
the motions as orally ordered at the hearing.

IT IS SO ORDERED.

All Citations

Not Reported in B.R. Rptr., 2016 WL 4069550

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM DECISION AND ORDER
FOLLOWING TRIAL OF PRELIMINARY ISSUES

MORGAN, Bankruptcy J.

INTRODUCTION

*1  Suzanne Decker, the trustee of the bankruptcy estate of
Antovich Construction, Inc., filed this adversary proceeding
to recover over $300,000 in allegedly fraudulent transfers
from ACI to defendant Dorothy Antovich. Dorothy asserts
that the transfers constituted payments on loans that she and
her deceased husband, Dan Antovich, made to ACI. The
matter is before the court following trial of two preliminary
issues. First, the trustee seeks a determination as to whether
ACI is the alter ego of another California corporation, M–K &
Company, Inc. Second, the trustee urges that ACI's books and
records for the fiscal year ending September 30, 1995 are not
admissible as evidence because they lack the trustworthiness

necessary to satisfy the business records exception to the
rule against hearsay. For the reasons explained, the court
finds that ACI is the alter ego of M–K. Additionally, the
trustee's hearsay objection to ACI's business records is
overruled. Proof that the records are untrustworthy may affect
evidentiary weight accorded to the records, but it does not
affect their admissibility.

BACKGROUND FACTS

Dan and Dorothy Antovich were husband and wife. Both Dan
and Dorothy had children from prior marriages, including
Radomir “Rocky” Antovich, who was one of Dan's sons,
and Marlena (neé Kehmeier) Djukich, who was Dorothy's
daughter.

In the mid 1980s, Dan formed two California corporations.
In 1984, he incorporated M–K & Company, Inc. All of
M–K's stock was held by members of Dan and Dorothy's
family, but no family member paid for the shares. Both
Rocky and Marlena received shares of M–K. Marlena, who
was nineteen years old at the time of M–K's incorporation,
was named as its president and vice-president. She did not
receive any compensation and was not involved in M–K's
operation. In October 1985, Dan also formed ACI, a company
that provided excavating contract services. Dan and Dorothy
were ACI's shareholders. From ACI's inception, Rocky was
closely involved in the company's operations. Over the years,
he served ACI in various capacities, including foreman,
superintendent, project manager and general manager. Rocky
was familiar with every detail of the business enterprise,
and Dan discussed business decisions with Rocky. Dan told
Rocky that he wanted Rocky to take over the business
someday.

Dan and Rocky operated ACI and M–K in a symbiotic
manner, each company dependent on the other. ACI was the
company that held all the assets. It entered into contracts
with customers, performed the excavating work and received
payment for the services rendered. However, ACI had no
employees of its own; it was completely dependent on M–
K for its manpower. M–K, by contrast, had no assets and
no direct contact with the customers. Nevertheless, M–K
hired and paid all the employees that ran the two companies,
including Rocky. M–K also entered into all the union labor
contracts for the workers that performed the excavation
services pursuant to ACI's contracts. Because M–K had no
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assets, it was wholly dependent on ACI to meet its payroll
demands.

*2  The two companies shared office space in a building
owned by “Dan Antovich Construction,” a fictitious business
name for Dan. ACI leased the space from Dan, paid the rent
and utilities, purchased all equipment and provided all office
supplies. Although each corporation maintained a separate
bank account, both accounts were held at the same branch
of the same bank. One person served as the controller for
both companies, using one computer to keep both companies'
records. When M–K's payroll became due, Dan or Rocky
would review and approve the time sheets submitted by
M–K's employees. They gave the approved hours to the
common controller who, in turn, prepared a “check run”
listing the wages due to each employee and amounts to be
withheld based on the hours submitted. After Dan or Rocky
approved the check run, the total amount of money needed
to cover M–K's payroll was transferred from ACI's bank
account to M–K's bank account, and the actual payroll checks
were written against M–K's account. When payments became
due for insurance premiums and other union benefits, they
were handled in a similar fashion via transfers from ACI's
account to M–K's bank account. However, because M–K was
a union shop, it could not provide benefits for its two non-
union employees. For those two M–K employees, ACI made
payments directly to the benefit provider.

According to Rocky's testimony, the way in which ACI and
M–K were set up was not unusual in the industry. It was his
understanding that the manner in which they were organized
would protect ACI from claims by workers and employees.
Additionally, Rocky believed that Dan did not want the
Antovich name to appear on union contracts. Dan chose
Marlena as the president of M–K with the hope that M–K
could qualify as a minority run business and gain advantages
in bidding on contracts.

By the late 1980s, ACI was losing money. Dorothy testified
that she and Dan made several loans to the company using
proceeds from refinancing their home. She believed that they
provided approximately $300,000 to ACI in the early 1990s.
For each loan, Dan wrote out the terms of the notes by hand,
and she typed it up. ACI's books for the fiscal year ending
September 30, 1995 reflect that the company owed Dan and
Dorothy a total of $516,600. This amount is repeated in the
1995 tax return prepared by ACI's accountants.

In October 1995, Dan Antovich passed away. After Dan's
death, Dorothy took over the business of ACI and M–K.
Rocky left the company and, in January 1996, filed a state
court action against ACI, M–K and Dorothy. The state court
suit seeks specific performance of Dan's promise to transfer
the business to Rocky and damages for unpaid wages due
from M–K.

Following Dan's death, Dorothy transferred funds totaling
$173,000 from her personal account to ACI. The parties
dispute whether or not these transfers constituted loans,
but they agree that the transfers were secured by security
agreements and UCC–1 financing statements. Beginning in
May 1996, Dorothy also withdrew funds from ACI's account
on several occasions allegedly to repay the various loans
she and Dan made to ACI. Dorothy received approximately
$305,000 from ACI. The trustee also asserts that Dorothy
indirectly received approximately $8,400 in excess rent that
ACI paid to Dan Antovich Construction following Dan's
death. Finally, ACI allegedly paid personal expenses of
Dorothy totaling $17,816.93. Based on these receipts, the
trustee seeks recovery of approximately $334,250 from
Dorothy as fraudulent conveyances.

*3  On May 13, 1996, M–K filed a petition for relief under
chapter 11 of the bankruptcy code. This chapter 7 proceeding
was filed on December 17, 1998.

LEGAL DISCUSSION

I. The Alter Ego Doctrine Applies to Pierce the Corporate
Veil between ACI and M–K.
When a plaintiff claims that an opposing party is unjustly
hiding behind the corporate form, a legal principle known as
the alter ego doctrine comes into play. This doctrine allows
a court, in cases of misuse, to disregard or pierce through
the corporate form to hold individual shareholders liable for
the actions of the corporation. In appropriate circumstances,
the doctrine also permits a court to treat two corporations
as one. State law controls the circumstances under which

it is appropriate to pierce a corporate veil. Enterprise

Acquisition Partners, Inc., 319 B.R. 626, 624 (9 th  Cir.
B.A.P.2004).

Under California law, there is no bright line test to
establish when the alter ego doctrine applies. Whether
the corporate veil should be pierced will always depend
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on the circumstances surrounding each particular case.
Nevertheless, there are two general requirements that must
be met before the alter ego doctrine can be invoked. First,
there must be such unity of interest or ownership that the
separate personalities of the alter ego and the corporation no
longer exist. Second, it must be established that adherence
to the corporate fiction will sanction a fraud, promote

injustice or otherwise create an inequitable result. Mesler
v. Bragg Management Co., 39 Cal.3d 290, 300, 216 Cal.Rptr.

443, 702 P.2d 601 (1985); Wood v. Elling Corp., 20
Cal.3d 353, 365 n. 9, 142 Cal.Rptr. 696, 572 P.2d 755
(1977). Where two corporations are involved, the corporate
form may be disregarded where one corporation is the
mere instrumentality, agency, conduit, or adjunct of another
corporation, as may occur in a parent-subsidiary relationship.

Ngoc Tran v. Farmers Group, Inc., 104 Cal.App. 4 th  1202,

1219 (1 st  Dist.2002). Alter ego liability can also be found
between two sister corporations when they are being operated

as a single enterprise. Id.; Las Palmas Associates v. Las
Palmas Center Associates, 235 Cal.App.3d 1220, 1249–50, 1
Cal.Rptr.2d 301 (2d Dist.1991).

In analyzing the totality of the circumstances, there are a
number of factors that the courts consider to be important,
including: commingling of funds or assets; treatment by an
individual of corporate assets as his own; failure to obtain
authority to issues stock or to subscribe to or issue stock;
the failure to maintain corporate formalities; confusion of
records between separate entities; ownership of all stock
by one individual or the members of a family; use of the
same office or business location; use of same employees;
failure to adequately capitalize a corporation; the total
absence of corporate assets; use of a corporation as a mere
shell or conduit for another person or entity; use of a
corporation to procure labor, services or merchandise for
another person or entity, and the manipulation of assets or
liabilities between entities to concentrate the assets in one and

the liabilities in another. See Associated Vendors, Inc. v.
Oakland Meat Co., 210 Cal.App.2d 825, 838–40, 26 Cal.Rptr.

806 (1 st  Dist.1962)(collecting cases supporting these and
other factors). While this list is not exhaustive, it amply
demonstrates the wide variety of factors that a court may
consider in determining whether the alter ego doctrine should
be invoked. Applying these standards to the evidence before
the court, it is apparent that ACI is the alter ego of M–K and
vice versa.

A. ACI and M–K were operated as a single enterprise.
*4  The record before this court contains substantial evidence

that Dan and Rocky operated M–K and ACI in furtherance
of a single business venture—the provision of contract
excavating services. Both ACI and M–K were entirely
dependent on each other to conduct some significant aspect
of the business enterprise. ACI had no manpower to provide
its services without M–K, and M–K had no funds to pay its
employees without ACI.

In concluding that the unity of interest requirement is
satisfied, a number of other factors were also of significance
to the court. First, the evidence establishes that, even
though ACI and M–K were separate corporations, they
were commonly owned by the Antovich family and were
dominated by Dan in particular. Although Marlena held the
title of president of M–K, undisputed testimony established
that she was not involved in the company's operation.
Moreover, M–K was not just undercapitalized, it was totally
without assets. The Antovichs transferred funds to M–K
only on an as needed basis and only in amounts necessary
to cover M–K's immediate expenses. This manipulation of
assets is just the type of activity that leads to the imposition

of the alter ego doctrine. See Riddle v. Leuschner, 51

Cal.2d 574, 581, 335 P.2d 107 (1959); Talbot v. Fresno–
Pacific Corp., 181 Cal.App.2d 425, 427–28, 5 Cal.Rptr.

361 (4 th  Dist.1960). The manipulation of funds further
indicates that the Antovichs used M–K to procure labor for
ACI in a manner that would shield ACI from employee
or worker claims that might otherwise be made against it.
Finally, the two companies shared office space, with only
ACI paying rent and furnishing the office. They shared the
same controller, who used the same computer to maintain the
records for both companies. The shared bookkeeping creates
a likelihood of confusion between the corporate records of the
two companies.

B. Adherence to the fiction of ACI's and M–K's corporate
separateness would promote injustice or inequity.

The second requirement of the alter ego doctrine does not
demand proof of fraud or specific evidence of bad faith

intent. Mobile Medical Diagnostics, Inc. v. Shapiro, 2004
WL 363402, at *4–5 (Cal.App.2d Dist. Mar. 29, 2004). All
that is necessary is a showing that it would be unjust to
persist in the recognition of two separate corporations. Id.
Nevertheless, the alter ego doctrine does not protect every
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unsatisfied creditor of a corporation. The mere inability to
satisfy a debt is not, by itself, enough to warrant piercing the
corporate veil. But, where a corporation's lack of assets is the
result of an abuse of the corporate form, a finding of injustice

or inequity may be appropriate. Associated Vendors, 210
Cal.App.2d at 842, 26 Cal.Rptr. 806. As the Ninth Circuit
has recognized, the kind of inequitable conduct that makes
alter ego liability appropriate under California law includes
“abuse of the corporate form, such as under-capitalization, or
the misrepresentation of the corporate structure to creditors.”

Orloff v. Allman, 819 F.2d 904, 909 (9 th  Cir.1987).

*5  Here, there is sufficient evidence before the court
to establish an abuse of the corporate form. In essence,
Dan Antovich set up one business enterprise, but split the
component elements of that enterprise between two corporate
entities. Each corporation's reliance on the other is strong
proof that they are in reality a single enterprise and should be
treated as such. The presence of all assets in one corporation
while the other provided the labor force further supports
a finding of abuse. This deliberate set up served to shield
the enterprise's assets from potential claims against either
company.

Dorothy's argument that the alter ego doctrine cannot apply
because Rocky has “unclean hands” is not persuasive. She
asserts that because Rocky was intimately involved in the
enterprise, he was aware of how the two companies were
organized. Therefore, with respect to any claim that Rocky
may have against M–K, his former employer, it is not unjust
to recognize ACI as a separate entity. Dorothy cites no case
law where this type of “unclean hands” defense has been
recognized. To the contrary, the court's own research revealed
at least one case where a wrongfully terminated employee was
able to hold several corporations liable as alter egos of the
corporation that employed him despite the employee's direct

participation in setting up the various corporations. Baize
v. Eastridge Companies, 142 Cal.App.4th 293, 47 Cal.Rptr.3d
763, 2006 WL 2457952, at *6 (Cal.App.2d Dist. Aug. 25,
2006). Significantly, the Ninth Circuit has recognized that
inequitable results can stem from either an abuse of the
corporate form or from the misrepresentation of the corporate
structure to creditors. While Rocky's knowledge of ACI's and
M–K's corporate structure might prevent a finding that the
corporate structure was misrepresented, it does not prevent a
finding that the corporate form was abused.

II. ACI's Books are Admissible in Evidence Pursuant to the
Business Records Exception to the Rule Against Hearsay.
The business records exception to the rule against hearsay
provides that certain records of regularly conducted activities,
like business records, can be admitted into evidence despite
their hearsay nature. F.R.E., Rule 803(6). This exception
recognizes that ordinary business records tend to be reliable
and allows for their use as evidence without going through the
cumbersome process of producing all the participants in the
process of gathering and recording the information contained
in the records. To be admissible, the records must be 1) made
at or near the time by, or from information transmitted by, a
person with knowledge, 2) made pursuant to a regular practice
of the business activity, 3) kept in the course of regularly
conducted business activity, and 4) the source, method, or
circumstances of preparation must not indicate a lack of

trustworthiness. In re Vee Vinhnee, 336 B.R. 437, 444 (9
th  Cir. B.A.P.2005).

At trial, counsel for Dorothy requested that ACI's corporate
records for the fiscal year ending September 30, 1995 be
admitted into evidence. These records reflect that as of
September 30, 1995, ACI owed its shareholders a total of
$516,600. By offer of proof it was established that ACI's
controller, prepared and maintained ACI's corporate records
in the ordinary course of ACI's business until her death in
August 1995. The trustee did not dispute that the records
satisfied the basic elements of the business records exception.
Rather, the trustee's sole objection to admitting the records
into evidence was that there was no proof that valid notes for
good consideration existed to support the amounts reflected
in the business records. As a result, the trustee argues that the
business records, alone, are too untrustworthy to establish the
existence a valid loan for consideration.

*6  The trustee's objection does not attack the trustworthiness
of the circumstances under which the business records
were prepared. As a result, the basic elements of the
business records exception have been satisfied. The objection,
however, questions whether the records accurately reflect
the amount of real and valid loans made to ACI. Generally,
attacks on the accuracy or completeness of a business record
go to the weight of the evidence, not its admissibility.
Crompton–Richmond Co., Inc. v. Briggs, 560 F.2d 1195, 1202

n. 12 (5 th  Cir.1977). For this reason, the court overrules the
trustee's hearsay objection to the business records and admits
the records into evidence.
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CONCLUSION

For the reasons explained, the court concludes that ACI is the
alter ego of M–K and may be held liable for claims against M–
K. Further, ACI's business records for the fiscal year ending
September 30, 1995 are admitted into evidence pursuant to
the business records exception to the rule against hearsay.

This matter is further set for telephonic case management
conference to be held on March 6, 2007 at 10:30 a.m.
The parties are directed to file, jointly or separately, a case

management conference statement at least 7 days prior to
the telephonic case management conference. The statement
shall not exceed five (5) pages in length, and shall concisely
set forth what has occurred since the last case management
conference as well as the parties' proposals regarding the
future scheduling of pending motions and trial of this matter.

Good cause appearing, IT IS SO ORDERED.

All Citations

Not Reported in B.R., 2006 WL 3834302

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER ON MOTIONS TO DISMISS

DAVID O. CARTER, District Judge.

*1  Barbie may thrive on competition, but did the Bratz thrive
on racketeering?

* * *

The following motions 1  came before the Court for hearing

on May 28, 2010:(1) Counter–Defendants 2  MGA Parties and
IGWT 826's Motion to Dismiss RICO and Creditor Claims;
(2) MGA Entertainment, Inc. and Isaac Larian's Motion
to Dismiss U.S.-Based Trade Secret and Employee–Based
State Law Tort Claims; (3) MGAE de Mexico's Motion to
Dismiss for Lack of Personal Jurisdiction and on Ground
of Forum Non Conveniens; (4) Carlos Gustavo Machado

Gomez's Motion to Dismiss First Counterclaim; 3  and (5)
Omni 808 Investors, LLC's Motion to Dismiss.

Background

Mattel's Fourth Amended Answer and Counterclaims
(FAAC) brings seventeen counterclaims arising under federal
law and the laws of the state of California. The counterclaims
are predicated upon certain acts alleged to have been
taken by MGA Entertainment, Inc. (“MGA”), its founder
and Chief Executive Officer Isaac Larian (“Larian”), its
Mexican subsidiary MGAE de Mexico (“MGA Mexico”),
its Hong Kong subsidiary MGA Hong Kong (“MGA
HK”), its current and former employees including but not
limited to Carter Bryant (“Bryant”) and Carlos Gustavo
Machado Gomez (“Machado”), its creditor Omni 808
Investors, LLC (“Omni”), and Omni's creditor IGWT 826
(“IGWT”) over the last decade. In broad terms, Mattel
alleges that counter-defendants undertook to deprive Mattel
of its intellectual property, wrongfully solicit its employees'
services, misappropriate its confidential and proprietary
information, infringe its copyrights, secret assets, and obstruct
justice.

MGA and Larian appealed from the Phase 1 post-trial orders
and the Ninth Circuit vacated the equitable relief issued after
the first phase on July 22, 2010 with instructions.
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Discussion 4

The FAAC's seventeen counterclaims are: (1) violation of

18 U.S.C. §§ 1962(c) and 1964(c); (2) violation

of 18 U.S.C. §§ 1962(d) and 1964(c); (3)
misappropriation of trade secrets; (4) copyright infringement;
(5) breach of contract; (6) intentional interference with
contract; (7) breach of fiduciary duty; (8) aiding and abetting
breach of fiduciary duty; (9) breach of duty of loyalty; (10)
aiding and abetting breach of duty of loyalty; (11) conversion;
(12) unfair competition; (13) avoidance of actual fraudulent
transfers; (14) avoidance of constructive fraudulent transfers;
(15) prohibited distributions; (16) breach of constructive
trust; and (17) declaratory relief. The named defendants are
MGA, MGA Mexico, MGA HK, Larian, Bryant, Machado,
Omni, and IGWT (collectively “counter-defendants”).

I. Violation of 18 U.S.C. § 1964(c) Based on

Violation of § 1962(c) (Substantive RICO)
The FAAC's first counterclaim alleges that MGA, MGA

Mexico, MGA HK, Larian, Machado, 5  and Does 6 through

10 violated section 1964(c) of the Racketeer Influenced
and Corrupt Organizations Act (“RICO”), which provides
that “[a]ny person injured in his business or property by

reason of a violation of section 1962 of this chapter may
sue therefor in any appropriate United States district court and
shall recover threefold the damages he sustains” and other

damages identified by the statute. 18 U.S.C. § 1964(c).

Section 1962 provides that “[i]t shall be unlawful for
any person employed by or associated with any enterprise
engaged in, or the activities of which affect, interstate or
foreign commerce, to conduct or participate, directly or
indirectly, in the conduct of such enterprise's affairs through
a pattern of racketeering activity or collection of unlawful

debt.” 18 U.S.C. § 1962(c).

A. Person, Enterprise, and Distinctness

*2  To establish liability under section 1962(c), one must
prove the existence of a(1) person who is “employed by
or associated with” (2) an enterprise that is not simply the

“person referred to by a different name.” Cedric Kushner
Promotions, Ltd. v. King, 533 U.S. 158, 161, 121 S.Ct. 2087,
150 L.Ed.2d 198 (2001). Mattel alleges that the members
constituted an associated-in-fact enterprise “engaged in a
scheme to unlawfully compete with Mattel.” FAAC ¶ 123.
The members argue that Mattel fails to plead a valid enterprise
because the association formed by MGA, MGA's employees,
and MGA's subsidiaries is no different from MGA.

A corporation is an “individual” for the purposes of § 1961(4).

See United States v. Blinder, 10 F.3d 1468, 1473 (9th

Cir.1993) (citing United States v. Feldman, 853 F.2d 648,
655–56 (9th Cir.1988)). Thus, MGA can associate in fact
with other “individuals” to form an enterprise that is “not

a legal entity.” Id.; see also 18 U.S.C. § 1961(4). But
the enterprise formed by MGA and these other “individuals”
must be distinct from MGA, since MGA cannot be “employed

by or associated with” itself. King, 533 U.S. at 161–62.

Measuring distinctness is elementary if the enterprise is
an individual (dissociative personalities notwithstanding),
tougher if the enterprise is a corporation, and hardest if
the enterprise is composed of individuals who form an

association that is, by definition, “not a legal entity.” 18
U.S.C. § 1961(4). Unlike the corporation—an entity King
distinguished by its “rights and responsibilities” under law
—an associated-in-fact enterprise is conceptually slippery. It
lacks the features most groups possess:

[An associated-in-fact enterprise n]eed
not have a hierarchical structure or
“chain of command”; [can make]
decisions [ ] on an ad hoc basis
and by any number of methods—
by majority vote, consensus, a show
of strength, etc. [Need not have]
fixed roles [for its members] ... [Need
not have] name, regular meetings,
dues, established rules and regulations,
disciplinary procedures, or initiation
ceremonies.

Boyle v. United States, ––– U.S. ––––, 129 S.Ct. 2237,
2245–46, 173 L.Ed.2d 1265 (2009).
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Instead, an associated-in-fact enterprise is characterized by
its purpose, the relationships between its individual members,

and its longevity. Id. at 2245. Each element satisfies a
different part of the RICO statute: an “enterprise” must have a
purpose; an “associat[ion]” needs relationships; and “affairs”
cannot be conducted through a pattern of racketeering activity
unless the enterprise has sufficient longevity. Id.

The corporation's purpose, relationships, and longevity
subsume the purpose, relationships, and longevity of an
enterprise formed between the corporation and its employees
and/or subsidiaries. Thus, a corporation cannot be employed
by or associated with an enterprise composed of the
corporation and its employees and/or subsidiaries. See

Living Designs, Inc. v. E.I. Dupont de Nemours & Co.,

431 F.3d 353, 361 (9th Cir.2005); Anatian v. Coutts
Bank (Switzerland) Ltd., 193 F.3d 85, 88–89 (2d Cir.1999)

(citing Riverwoods Chappaqua, 30 F.3d 339, 344 (2d

Cir.1994)); Gasoline Sales, Inc. v. Aero Oil Co., 39 F.3d
70, 73–74 (3d Cir.1994) (“[A] corporation generally cannot

be a defendant under section 1962(c) for conducting an
‘enterprise’ consisting of its own subsidiaries or employees,
or consisting of the corporation itself in association with its

subsidiaries or employees.”); 6  Bachman v. Bear Stearns
& Co., Inc., 178 F.3d 930, 932 (7th Cir.1999) (“A firm and
its employees, or a parent and its subsidiaries, are not an

enterprise separate from the firm itself.”) (citing Emery v.
Am. Gen. Fin., Inc., 134 F.3d 1321, 1324–25 (7th Cir.1998)).
Although the corporation and its employees are distinct,

King, 533 U.S. at 161, it is odd to speak of a corporation
as associated with or employed by an association of the

corporation and its employees. Id. at 163.

*3  But a corporation is distinct from an enterprise composed
of the corporation and a professionally independent entity.

See Living Designs, 431 F.3d at 362 (corporation distinct
from associated-in-fact enterprise composed of corporation,

law firm, and expert witnesses); c.f. Odom v. Microsoft
Corp., 486 F.3d 541, 552–53 (9th Cir.2007) (enterprise

composed of two corporations); see also Riverwoods,
30 F.3d at 344 (distinctness is satisfied even if “there is
only a partial overlap between the RICO person and the
RICO enterprise”). Since Bryant and Machado weren't always

employed by MGA, Mattel argues the enterprise composed
of the two defecting Mattel employees was distinct from

MGA. 7

The members respond that Bryant and Machado were the
target of the pattern of racketeering, not members of the
enterprise. See Docket 7996 at 3 n. 1. However, Mattel
alleges that Bryant and Machado were participating members
of the enterprise, not its targets. FAAC ¶¶ 28 (“Bryant
worked with MGA [ ] while he was still employed by
Mattel.”); 31 (same); 33 (similar); 52 (Machado met with
Larian). Moreover, the principle that the “ ‘enterprise’ is

not the ‘pattern of racketeering activity’,” Izenberg v.
ETS Svcs., LLC, 589 F.Supp.2d 1193, 1202 (C.D.Cal.2008),
does not preclude one enterprise member from engaging
in an act of racketeering directed at another enterprise
member. The principle merely applies to a scenario in which
“several individuals, independently and without coordination,

engaged in a pattern [of racketeering activity].” Boyle, 129
S.Ct. at 2245 n. 4.

Finally, the members summarily argue the enterprise fails
because the members merely “carry[ ] on the regular affairs
of the corporation.” Since the manner in which the enterprise
must be constituted is governed by Boyle and not the line of
cases addressing distinctness, this argument is unrelated to
whether the person must be distinct from the enterprise. Even
if the affairs of the enterprise must be distinct from the affairs
of each of its members, such a determination would be fact-
intensive and is unfit for resolution at this early stage. Notably,
Mattel does not allege that the enterprise carried on the regular
affairs of MGA.

The members' limited challenge to the distinctness and
cognizability of the enterprise fails.

B. Predicate Acts
Mattel alleges that the members conducted the enterprise's
affairs through predicate acts of mail fraud, wire fraud,
spoliation and concealment of evidence, obstruction of
justice, interstate and foreign travel in aid of racketeering
enterprises, and criminal copyright infringement. FAAC ¶
123(a)-(f).

A RICO plaintiff must establish that the alleged “person”
conducted or participated in the conduct of the alleged
enterprise's affairs “through a pattern of racketeering
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activity.” 18 U.S.C. § 1962(c). A “ ‘pattern of racketeering
activity’ requires at least two predicate acts of racketeering
activity ... the latter of which occurred within ten years ...

after the commission of a prior act of racketeering.” 18
U.S.C. § 1961(5). “Racketeering activity,” includes, for the
purposes of the present order, any act indictable under

18 U.S.C. §§ 1343 (wire fraud), 1344 (mail fraud),
1512 (tampering with a witness, victim, or an informant),
1503 (obstruction of justice), 1952 (racketeering), and 2319
(criminal infringement of a copyright).

1. Mail Fraud and Wire Fraud (RICO Predicate Acts)
*4  Mail fraud and wire fraud share elements and are

therefore evaluated under the same framework. Miller
v. Yokohama Tire Corp., 358 F.3d 616, 621 (9th Cir.2004)

(citing Neder v. United States, 527 U.S. 1, 119 S.Ct.
1827, 144 L.Ed.2d 35 (1999)). A claim for mail fraud or
wire fraud must allege that the defendant: “(1) devised [ ]
or intend[ed] to devise a scheme to defraud (or to perform
specified fraudulent acts), and (2) use[d] the mail [or wires]
for the purpose of executing, or attempting to execute, the

scheme (or specified fraudulent acts).” Carter v. United
States, 530 U.S. 255, 261, 120 S.Ct. 2159, 147 L.Ed.2d
203 (2000). The statutes encompass “any scheme to deprive
another of money or property by means of false or fraudulent

pretenses.” Carpenter v. United States, 484 U.S. 19, 27,
108 S.Ct. 316, 98 L.Ed.2d 275 (1987). The scheme to defraud

requires concealment of a “material fact,” Neder v. United
States, 527 U.S. 1, 22–23, 119 S.Ct. 1827, 144 L.Ed.2d 35

(1999), but not reliance, Bridge v. Phoenix Bond & Indem.
Co., 553 U.S. 639, 128 S.Ct. 2131, 2140, 170 L.Ed.2d 1012
(2008).

Mattel alleges that the members' acts of mail fraud and
wire fraud furthered or executed a “scheme or artifice to
defraud Mattel of its rights to receive honest services from
its employees and to maintain the secrecy of its confidential
and trade secret information and property; to transfer the ill-
gotten gains from such thefts and wrongs, secret MGA assets
and purportedly obtain priority over Mattel; and to obstruct
the judicial process and thwart the verdicts of the jury and
Orders of the Court, including by failing to preserve Mattel's
property.” FAAC ¶¶ 124(a)-(b). In effect, Mattel challenges
the crime and the cover up.

a. Scheme to Deprive Mattel of Employees' Honest
Services

A “scheme or artifice to defraud” under the mail fraud and
wire fraud statutes includes “a scheme or artifice to deprive

another of the intangible right of honest services.” 18
U.S.C. § 1346. The Supreme Court has “construe[d]” the
statute to cover only “fraudulent schemes to deprive another
of honest services through bribes or kickbacks supplied by

a third party who had not been deceived.” Skilling v.
United States, ––– U.S. ––––, ––––, 130 S.Ct. 2896, 2928,
177 L.Ed.2d 619 (June 24, 2010). This includes bribes of

private sector employees. See id. at 2932 n. 45 (discussing
“undisclosed self-dealing by ... a private employee”); id. n.

46 (contending that re-construal does not render § 1346
superfluous of bribery statutes, which do not address “state
and local corruption and ... private-sector fraud”); see also
United States v. Procter & Gamble Co., 47 F.Supp. 676, 678
(D.Mass.1942) (cited with approval in Skilling ).

Mattel alleges Bryant, Machado, Trueba, Vargas, Brisbois,
and Castilla worked for MGA while at Mattel in exchange
for bribes of cash or future employment. See, e.g., FAAC
¶¶ 30 (employment contract); 86–90 (indirect bribes);
43 (“induce[ment]”); 44 (future employment benefits);
61 (meeting); 77 (“lur [ing]”); 81 (job and raise); 67

(misappropriation); 80 (same); 85 (same). 8  The allegations
expressly encompass acts of bribery and are therefore
sufficient to sustain a claim that the members used the mails
or wires to execute a scheme to deprive Mattel of the honest
services of its employees.

*5  The members respond that the alleged honest services
fraud (1) deprived Mattel of an intangible property interest
not recoverable under civil RICO and (2) was perpetuated
by entities that owed no fiduciary duty to Mattel. However,
the members conflate the standing requirements of a civil

RICO claim, 18 U.S.C. § 1964(c), with the mail fraud and
wire fraud statutes, and fail to recognize that a person, like
Mattel in this case, can suffer tangible harm by reason of the
deprivation of an intangible right. Furthermore, the members'
fiduciary relationship argument is extra-statutory. Indeed,
Skilling cited with approval a pre-McNally prosecution that,
like this case, concerned “the payment of gratuities or bribes
by the defendant [corporation], its subsidiaries and agents,
to certain employees of [another corporation] in exchange
for which the employees obtained from their employer

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 35 of 283



Bryant v. Mattel, Inc., Not Reported in F.Supp.2d (2010)
2010 WL 3705668

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 5

possession of [proprietary information] which they turned
over to the [defendant corporation].” See Procter & Gamble,

47 F.Supp. at 678; see 130 S.Ct. at 2929.

b. Scheme to Deprive Right to Secrecy of Confidential
and Trade Secret Information

The members argue that trade secret misappropriation cannot

constitute a scheme under §§ 1341 and 1343 because a
violation of 18 U.S.C. § 1832 (trade secret misappropriation)
cannot be bootstrapped into the mail fraud and wire fraud
statutes.

The same conduct can violate the mail fraud or wire fraud

statutes and some other statute not listed in § 1961(1). See

Midwest Grinding Co., Inc. v. Spitz, 976 F.2d 1016, 1021–
22 (7th Cir.1992) (while “telling a simple lie or committing
perjury is not per se a RICO predicate act” it can still
constitute mail or wire fraud). Alternatively, the same conduct

can violate two statutes listed by § 1961(1), since certain
types of schemes to defraud are independently wrongful. See

18 U.S.C. § 1961(1) (listing financial institution fraud,
fraud and related activity in connection with access devices,
fraud and misuse of visas, permits, and other documents).

But not all illegal conduct violates the mail fraud and wire

fraud statutes. United States v. Gallant, 570 F.Supp. 303
(S.D.N.Y.1983) (violation of statute alone is not mail/wire

fraud); Evercrete Corp. v. H–Cap Ltd., 429 F.Supp.2d 612
(S.D.N.Y.2006) (same). A violation of some other statute does
not constitute mail fraud or wire fraud unless (obviously)

fraud is involved. Chagby v. Target Corp., No. CV 08–
4425–GHK (PJWx), 2008 WL 5686105, at *4 (C.D.Cal.
Oct.27, 2008). For example, since copyright infringement
cannot be effectuated through fraud, c.f. 18 U.S.C. § 2319,
a scheme to infringe copyrights is not a scheme or artifice
proscribed by the mail fraud or wire fraud statutes. See

Smith v. Jackson, 84 F.3d 1213 (9th Cir.1996); see Johnson
Elec. N. Am. Inc. v. Mabuchi Motor Am. Corp., 98 F.Supp.2d
480 (S.D.N.Y.2000) (same with patent infringement, which
has “no deceptive element”).

*6  Trade secret misappropriation can be fraudulent, unlike
copyright infringement and patent infringement. 18 U.S.C.
§ 1832(a). The employer discloses trade secret materials to

the employee pursuant to the employee's promise to keep

that information confidential, Miller v. Yokohama Tire
Corp., 358 F.3d 616, 621–22 (9th Cir.2004), and the employee
may commit mail fraud or wire fraud by betraying that

trust through the use of the mails or wires. Carpenter v.
United States, 484 U.S. 19, 25, 108 S.Ct. 316, 98 L.Ed.2d

275 (1987). 9  Here, Mattel alleges it was defrauded of
its trade secrets. FAAC ¶¶ 37–42 (Machado, Trueba, and
Vargas secured Mattel's trust); 48 (Trueba extracted Mattel
confidential information); id. (Machado, Vargas, and Trueba
attended three day Mattel planning meeting even though their
resignations were imminent). The members don't contest the
strength of these allegations, which aver the theft of Mattel's
trade secrets by fraud. Thus, the alleged scheme is cognizable
to the extent it involves the deprivation of Mattel's right
to maintain the secrecy of its confidential and trade secret
information.

c. Scheme to Obstruct Justice and Thwart Jury Verdicts
The alleged scheme also aimed “to obstruct the judicial
process and thwart the verdicts of the jury and Orders of
the Court, including by failing to preserve Mattel's property.”
FAAC ¶ 124. Though Mattel's Opposition states that the
scheme was “aimed at, among other things, ‘defraud[ing]
Mattel of its rights to receive honest services from its
employees and to maintain the secrecy of its confidential
and trade secret information and property,’ “ see Docket
7880, at 12, that is an understatement. The false or fraudulent
statements, if any, were made to the Court in order to
prevail in the litigation—they did not just “cover up” already
consummated schemes. In other words, Mattel alleges that
MGA sought to deprive Mattel of business or property
through false or fraudulent litigation conduct. This sort of
scheme may be cognizable under the mail fraud and wire

fraud statutes. See, e.g ., Living Designs, 431 F.3d at 364–
65 (plaintiffs accepted lower settlement in prior litigation due
to lack of access to wrongfully concealed documents). The
members ignore these issues, which can be addressed again
at summary judgment and/or trial.

The members instead argue that the alleged litigation conduct
was not committed in furtherance of a scheme to defraud
Mattel of its honest services and the secrecy of its confidential
and trade secret information. However, the “cover up” of a

scheme to defraud executes the scheme. See Spitz, 976
F.2d at 1021–22 (7th Cir.1992) (“cover up” of consummated
scheme can be in furtherance of scheme). And Mattel
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alleges that the members' litigation misconduct concealed
their scheme to bribe Mattel employees and steal Mattel trade
secrets. FAAC ¶¶ 95 (alleging document destruction, deletion
and manipulation, concealment of identities); id. 96, 104,
114, 118–21 (perjurious statements). The members' limited
challenge to the alleged sub-scheme to engage in litigation
and post-litigation misconduct fails.

d. Scheme to Conceal Assets
*7  The alleged scheme also aimed to “transfer the ill-gotten

gains from such thefts and wrongs, secret MGA assets and
purportedly obtain priority over Mattel.” FAAC ¶ 124(a)(b).
As a general matter, a scheme to nefariously conceal assets
can be a scheme to deprive another of business or property

through false or fraudulent pretenses. See, e.g., Rothberg
v. Chloe Foods Corp., No. CV–06–5712 (CPS), 2007 WL

2128376, at *11–12 (E.D.N.Y. July 25, 2007); Gutierrez v.
Givens, 1 F.Supp.2d 1077, 1086 (S.D.Cal.1998). The alleged
scheme need not have been successful to be wrongful, since
mere “intent to deprive the victim of money or property,”

United States v. Ciccone, 219 F.3d 1078, 1082 (9th
Cir.2000), can give rise to a claim under the mail fraud and/
or wire fraud statutes. C.f. United States v. Vaughn, 797, F.2d
1485, 1493 (9th Cir.1986).

The members argue that acts taken to shield the enterprise
from detection do not constitute mail fraud or wire fraud.
However, Mattel alleges the concealment of assets furthered
a scheme to defraud Mattel of its property; not a scheme to
conceal the enterprise. FAAC ¶ 124.

e. Particularity
Every act of mail or wire fraud need not be pled with the

“particularity” required by Fed.R.Civ.P. 9(b). Schmuck
v. United States, 489 U.S. 705, 714, 109 S.Ct. 1443, 103
L.Ed.2d 734 (1989). (“It is sufficient for the mailing to
be ‘incident to an essential part of the scheme’ or ‘a step
in [the] plot.’ ”); M'Baye v. N.J. Sports Prod., Inc., No.
06–CV–3439, 2007 WL 431881, at *7 (S.D.N.Y. Feb. 7,
2007). This is because the scheme, not the communications in

furtherance of the scheme, must be fraudulent. Schmuck,
489 U.S. at 715 (“ ‘innocent’ mailings—ones that contain no
false information—may supply the mailing element [and] the
elements of mail fraud [can] be satisfied where the mailings
have been routine”) (internal citations omitted).

Rule 9(b)'s particularity requirements only apply to (1)
the scheme itself; and (2) any mail or wire communications
alleged to be fraudulent. See M'Baye, No. 06 Civ 3439,

2007 WL 431881, at *7 (quoting Evercrete Corp. v.
H–Cap Ltd., 429 F.Supp.2d 612, 624 (S.D.N.Y.2006)); see

also Living Designs, 486 F.3d at 554 (“The only
aspects of wire fraud that require particularized allegations
are the factual circumstances of the fraud itself.”). The FAAC
does not allege that the mail or wire communications that
executed the fraudulent scheme were themselves fraudulent.
Regardless, Mattel pleads the mail fraud and wire fraud
scheme with particularity. FAAC ¶¶ 25–27 (Bryant secured
position of trust by entering into specifically identified
agreements with Mattel); 28 (Bryant failed to disclose his
work for MGA's benefit to Mattel and induced other Mattel
employees to work for MGA); 31 (Bryant designed Bratz with
MGA while employed by Mattel); 37–42 (Machado, Vargas,
and Trueba secured positions of trust with Mattel by signing
specifically identified agreements); 48 (Trueba accessed
Mattel information by attending a Barbie meeting four days
before departure and soliciting advertising strategy two days
before departure). Mattel also attaches, for good measure,
hundreds of communications that show the existence of the
scheme.

*8  Because the members' arguments are premised on a
misunderstanding of Mattel's pleading obligations, they fail

to raise a viable Rule 9(b) challenge.

2. Violation of the Travel Act (RICO Predicate Act)
Mattel alleges that MGA and Larian violated 18 U.S.C. §
1952. For the purposes of this order, § 1952 proscribes (1)
interstate travel or use of interstate facilities (2) with intent
to promote unlawful activity (3) followed by promotion or
attempted promotion of the unlawful activity. 18 U.S.C. §
1952. Unlawful activity includes “extortion, bribery, or arson
in violation of the laws of the State in which committed or
of the United States.” Id. at (b)(2). California's commercial
bribery statute, Cal.Penal Code § 641.3, proscribes any non-
employer from “offer[ing] or giv[ing][ ] money or any thing
of value” to an employee who “corruptly and without the
knowledge or consent of the employer [ ] agree[s] to use
his or her position for the benefit of that other person.” In
effect, Penal Code § 641.3 is California's version of the federal
honest services fraud statute.
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Contrary to the members, Mattel adequately pleads a violation
of the Travel Act. FAAC ¶¶ 30, 43, 44, 61, 67, 77, 80, 81,
85–90. The members object to Mattel's use of “information
and belief,” but there are plenty of allegations not based on
information and belief. Moreover, information and belief is
itself sufficient to sustain a claim as long as it is supported
with “a statement of the facts upon which the belief is based.”

Zatkin v. Primuth, 551 F.Supp. 39, 42 (S.D.Cal.1982).
The facts upon which Mattel's Travel Act claim is predicated
can be found between paragraphs 85 and 90 of the FAAC.
Specifically, MGA vendor Veronica Marlow received a salary
that Larian characterized as enough for “4 high quality doll
fashion designers with experience full time,” and thereafter
used those funds to bribe Mattel employees to work for
MGA's benefit. FAAC ¶ 87.

Citing legislative history, the members argue that the Travel
Act was never intended to apply to civil actions, such as
this one. However, section 1952' s unambiguous statutory
language should not be re-construed in order to redeem its
perceived purpose. See Amalgamated Transit Union Local
1309 AFL–CIO v. Laidlaw Transit Servs., Inc., 448 F.3d 1092,
1096 (9th Cir.2006). The members also argue that Cal.Penal
Code § 641.3 did not prohibit MGA and Larian from bribing
Machado, Vargas, and Trueba in Mexico and Brisbois in
Canada, since the statute does not apply to extra-territorial
conduct. However, Penal Code § 641.3 proscribes bribery
conducted “in whole or in part” in California, which is what

Mattel alleges. See FAAC ¶¶ 36, 43–47, 52, 56, 61–63. 10

Finally, in a footnote, the members argue that Mattel must
allege injury because intent to commit bribery doesn't violate
the Travel Act. The premise is correct but the conclusion all
wrong. Section 1952 requires not just intent but performance
or attempted performance as well. 18 U.S.C. § 1952. It does
not, however, require a showing of injury—an issue properly

addressed in the context of 18 U.S.C. § 1964(c).

*9  The members' arguments against the Travel Act
allegation fail.

C. “Pattern”
The commission of at least two acts of racketeering within
a ten year period can constitute a “pattern of racketeering

activity.” 18 U.S.C. § 1961(5). The acts of racketeering
must be related and “amount to or pose a threat of continued

criminal activity.' “ Turner v. Cook, 362 F.3d 1219, 1229

(9th Cir.2004) (quoting H.J. Inc. v. Nw. Bell Tel. Co., 492
U.S. 229, 239, 109 S.Ct. 2893, 106 L.Ed.2d 195 (1989)).
Machado seeks dismissal of the first counterclaim on the
grounds that his alleged acts of racketeering did not constitute
a “pattern.”

1. Continuity
RICO predicate acts may be bound by closed-ended or open-

ended continuity. Turner, 362 F.3d at 1229. Closed-ended
continuity is established by a series of predicate acts “over a
substantial period of time” that “threaten [ ] ... future criminal

conduct.” Id. (quoting Howard v. Am. Online, Inc., 208
F.3d 741, 750 (9th Cir.2000)). Open-ended continuity is
established by “a form of predicate misconduct that ‘by its
nature projects into the future with a threat of repetition.’

“ Id. (citing Religious Tech. Ctr. v. Wollersheim, 971
F.2d 364, 366 (9th Cir.1992)). Neither form of continuity
requires “a showing that the defendants engaged in more than

one ‘scheme’ or ‘criminal episode’.” Medallion Television
Enters., Inc. v. SelecTV of Cal., Inc., 833 F.2d 1360, 1363–64
(9th Cir.1987).

Mattel alleges that Machado committed acts of mail fraud and
wire fraud (in furtherance of a scheme to defraud Mattel of the
secrecy of its confidential information and honest services),
spoliation (in order to conceal his wrongdoing), and criminal
copyright infringement (by using Mattel documents in his
capacity as an MGA employee). However, Machado's receipt
of bribes, betrayal of Mattel, and misappropriation of trade
secrets was concentrated between the start of 2004 when he
met Susana Kuemmerle, FAAC ¶ 43, and April 19, 2004
when he made off with Mattel's trade secret information, id.
¶ 44–51. See Ex. R to FAAC (April 16 and April 17, 2004
communications); Ex. W (emails and phone calls between
Machado and MGA/Larian between February and April
2004). Even Machado's alleged spoliation occurred on “the
day of his resignation.” FAAC ¶ 95.

Mattel responds that Machado's post-resignation use of
Mattel's trade secrets constitutes predicate acts of mail fraud
and wire fraud, because every use of Mattel's trade secret
information executed the illegal scheme to deprive Mattel
of the secrecy of its confidential information. For example,
in May 2004, October 2004, and February 2005, Machado
prepared reports for Larian and MGA by using Mattel trade
secret information. See Ex. W to FAAC.
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The subsequent use of Mattel's trade secret did not execute
a scheme to defraud Mattel of its right to maintain the
secrecy of its confidential and trade secret information.
The scheme targeted Mattel's ability to “decide how to

use” its confidential information, Carpenter, 484 U.S.
at 25–27, which like the confidential employer-employee

relationship, see Intermedics, Inc. v. Ventritex, Inc., 822
F.Supp. 634, 651 (N.D.Cal.1993), can be lost but once.

See Bro–Tech Corp. v. Thermax, Inc., 651 F.Supp.2d
378 (E.D.Pa.2009) (subsequent use “does not function to
extend the fraudulent scheme's duration because such use
is not a predicate act of the scheme”). Indeed, 18 U.S.C. §
1832 prohibits the acquisition, duplication, use, and knowing
receipt of trade secrets, but suggests by omission that only
the acquisition of trade secrets can be consummated by
fraud. See 18 U.S.C. § 1832(1) (imposing liability upon
person who “by fraud, artifice, or deception obtains [trade

secret] information”) (emphasis added) . 11  Not surprisingly,
Mattel cites no authority for the proposition that the use
of fraudulently obtained business or property executes an
already consummated mail fraud or wire fraud scheme.

*10  The FAAC alleges that Machado first disclosed much
of Mattel's trade secret information to MGA while he
was still employed by Mattel. See, e.g., Ex. W to FAAC.
However, the FAAC also appears to allege that Machado
withheld some Mattel trade secret information initially, only
to first access such information later in his tenure at MGA
Mexico. See FAAC ¶¶ 53–54. Discovery is ongoing into
the timing of Machado's disclosures and it is premature to
resolve these issues on the basis of the FAAC's ambiguous
allegations. Finally, since Machado's acts of mail fraud and
wire fraud may have been sufficiently continuous, the Court
need not resolve whether continuity is, in the alternative,
established by Machado's alleged acts of spoliation and
criminal copyright infringement.

2. Relatedness
As discussed supra, Mattel argues that Machado's post-
resignation e-mails were acts of wire fraud, because those
e-mails disclosed Mattel trade secret information. Machado
argues that e-mails sent by Machado after he left Mattel were
not related to the other alleged predicate acts. The continued
relevance of this dispute is called into question by the Court's
ruling that (1) subsequent uses of already disclosed Mattel
trade secret did not execute a scheme to deprive Mattel of

the right to maintain the secrecy of its confidential and trade
secret information; and (2) Machado may have engaged in
other post-resignation acts of mail fraud or wire fraud to the
extent he later disclosed Mattel trade secrets that he initially
withheld.

Assuming Machado's post-resignation e-mails constituted
acts of wire fraud, they were sufficiently related to the
other alleged predicate acts. Relatedness is established when
predicate acts have “the same or similar purposes, results,
participants, victims, or methods of commission, or otherwise
are interrelated by distinguishing characteristics ....“ Id. at 192

(citing 18 U .S.C. § 3575(e) (repealed effective 1987)). 12

Predicate acts must be vertically related “to the activities of
the enterprise” and horizontally “related to each other.” See

United States v. Daidone, 471 F.3d 371, 375 (2d Cir.2006).
Mattel alleges that Machado led a close-knit team of former
Mattel Mexico employees in an effort to misuse Mattel's
trade secret information for MGA Mexico's benefit. The
departing employees used thumb drives and emails to capture
Mattel's trade secret information and disclosed Mattel's
confidential information to MGA at the same meetings and
to the same individuals in MGA's corporate hierarchy. And
like the alleged infringement of Mattel's copyrights and
subsequent acts of spoliation, Machado's disclosure of Mattel
trade secrets sought to deprive Mattel of its intellectual
property and reduce Mattel's market position. In other words,
Machado's post-resignation acts of mail and/or wire fraud
were related to his other acts of racketeering, as well as the
acts of racketeering committed by Trueba, Vargas, and other
members of the enterprise.

D. Standing 13

*11  A civil RICO plaintiff must be “injured in his business

or property by reason of a violation of section 1962.” 18
U.S.C. § 1964(c). The “[c]ompensable injury flowing from

a violation of [ section 1962(c) ] ‘necessarily is the harm
caused by predicate acts sufficiently related to constitute a
pattern, for the essence of the violation is the commission of
those acts in connection with the conduct of an enterprise.”

Anza v. Ideal Steel Supply Corp., 547 U.S. 451, 457, 126
S.Ct. 1991, 164 L.Ed.2d 720 (2006) (quoting Sedima, 473
U.S. at 497). The injury must be “concrete financial loss, and
not mere injury to a valuable intangible property interest.”

Oscar v. Univ. Students Co–Operative Ass'n, 965 F.2d
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783, 785 (9th Cir.1992) (en banc) (internal quotation marks
omitted).

The violation of § 1962(c) must be the proximate cause

of plaintiff's concrete financial loss. Hemi Group, LLC v.
City of New York, ––– U.S. ––––, 130 S.Ct. 983, 989, 175

L.Ed.2d 943 (2010) (citing Holmes v. Sec. Investor Prot.
Corp., 503 U.S. 258, 268 112 S.Ct. 1311 (1992)). The alleged
RICO violation must have “led directly to the plaintiff's

injuries,” Bridge v. Phoenix Bond & Indem. Co., 553
U.S. 639, 128 S.Ct. 2131, 2142, 170 L.Ed.2d 1012 (2008).
And mere foreseeability is insufficient to establish proximate
cause between the RICO violation and the injury. See Couch
v. Cate, No. 09–15599, 2010 WL 1936277, at *4 (9th Cir.
May 14, 2010). Though the Supreme Court has declined to
impose a “black-letter rule,” see Bridge, 128 S.Ct. at 1242,
it has rejected claims where the RICO violation was distinct

from the conduct that caused the injury. See, e.g. Hemi
Group, 130 S.Ct. at 990 (“conduct directly responsible for the
City's harm was the customers' failure to pay their taxes” and

not defendant's fraud); Anza, 547 U.S. at 458 (no causation
even though defendant committed both the RICO violation

and the distinct conduct causing the injury). 14

Mattel makes two preliminary arguments. First, Mattel argues
that Judge Larson, who previously presided over this case,
concluded that “[d]amages easily flow from the theft of
trade secrets and confidential information committed by a
direct competitor and from infringement of copyrights that
are alleged to have been used to make millions-if not billions-

of dollars.” Bryant v. Mattel, Inc., 573 F.Supp.2d 1254,
1269 (C.D.Cal.2007). But Judge Larson's order pre-dated
Hemi Group, which held that injury cannot just “easily flow”

from the § 1962(c) violation. See 130 S.Ct. at 990
(holding violation must directly cause injury). Second, Mattel
argues that standing is inappropriate for resolution at the Rule
12(b)(6) stage. However, Hemi Group affirmed a 12(b)(6)
dismissal, and if it works for Chief Justice Roberts, it works

for this Court. 15

Mattel alleges that it suffered the following injuries: (1)
MGA's profits and Mattel's lost opportunity from the use, sale,
distribution and licensing of Bratz, FAAC ¶¶ 32, 34; (2) the
theft of Mattel's confidential and proprietary information, id.
¶¶ 50, 53; 62, 77, 80, 84, 85(3) counter-defendants' diversion

of resources from the Bratz line of dolls after the Phase 1 jury
awarded ownership of the line to Mattel, id. ¶¶ 91–93; (4)
the concealment of funds obtained as a result of MGA and
Larian's alleged RICO violations, id. ¶¶ 113; (5) Mattel's loss
of priority as a result of the Omni transaction, id. ¶ 115; (6)
the dissipation of MGA funds; id. ¶ 117; and (7) the costs of
the forensic auditor appointed by Judge Larson as a result of
Mattel's concern that MGA was dissipating funds, id. ¶ 121.

*12  The third, fourth, fifth, and sixth categories are not
“concrete financial injuries.” Mattel lacks priority because
it has no judgment against any of the counter-defendants.
Access to MGA's funds and intellectual property is nothing
more than an intangible business interest (if that). Such

interests are not recoverable under § 1964(c). See

Oscar, 965 F.2d at 785.

Lost profits can be recoverable if they are concrete and
deprived by the wrongful conduct, instead of an intervening
event or market condition. See Sierra Nat. Ins. Holdings, Inc.
v. Altus Fin., S.A ., No. CV 01–1339 AHM (CWx), 2001
WL 1343855 (C.D.Cal. June 20, 2001). The members do not
dispute this, but offer a number of arguments in favor of
summary judgment as to Mattel's lost profits injury. However,
this order does not address arguments brought pursuant to

Rule 56, which can be addressed at the appropriate time. 16

Furthermore, Mattel alleges the theft of its trade secrets
resulted in concrete financial loss by depriving Mattel of
valuable contracts and access to retailers, FAAC ¶ 53, to
which the members offer no response.

Mattel's standing to bring its first counterclaim must be
resolved at summary judgment and/or trial upon analysis of
each defendant's alleged acts of racketeering and the nature
of the injury caused by those acts.

II. Violation of 18 U.S.C. § 1964(c) Based on

Violation of § 1962(d) (RICO Conspiracy)
The FAAC's second counterclaim alleges that “Larian, MGA
HK, [MGA Mexico], Bryant, Machado, IGWT 826, [and]

Omni 808” conspired to violate § 1962(c) and thereby

violated § 1962(d). FAAC ¶ 129.

A. Conspiracy
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“[A] defendant is guilty of conspiracy to violate §
1962(c) if the evidence showed that she ‘knowingly agree[d]
to facilitate a scheme which includes the operation or

management of a RICO enterprise.’ “ United States
v. Fernandez, 388 F.3d 1199, 1230 (9th Cir.2004) (quoting

Smith v. Berg, 247 F.3d 532, 538 (3d Cir.2001)). “A
conspiracy may exist even if a conspirator does not agree to
commit or facilitate each and every part of the substantive
offense. The partners in the criminal plan must agree to pursue
the same criminal objective and may divide up the work, yet

each is responsible for the acts of each other.” Salinas v.
United States, 522 U.S. 52, 63–64, 118 S.Ct. 469, 139 L.Ed.2d
352 (1997). A conspirator need not have “specific knowledge
of or participation in each predicate act conducted by other

members” of the conspiracy. United States v. Yannotti, 541
F.3d 112, 122 (2d Cir.2008). “[I]t suffices that he adopt[ed]
the goal of furthering or facilitating the criminal endeavor.”

Salinas, 522 U.S. at 65. 17

The members argue that Mattel fails to set forth sufficient
facts that show the existence of any unlawful agreement
to violate RICO. This argument ignores literally dozens
of paragraphs that allege inter alia (1) MGA, Larian,
MGA Mexico, and Machado discussing theft of trade
secrets; (2) Omni, MGA, Larian, and IGWT combining to
conceal MGA's assets; (3) MGA, MGA HK, and MGA
Mexico discussing acts of copyright infringement and bribery
of Mattel employees; and (4) Bryant, MGA and Larian
discussing the theft of trade secrets, bribery, and copyright

infringement. Even if Rule 9(b) applied here, Mattel has
alleged detailed facts to sustain its claim that each conspirator
adopted the goal of furthering or facilitating the operation or
management of the associated-in-fact enterprise.

*13  The members also liken this case to Bell Atl. Corp.
v. Twombly. But in Twombly, the complaint failed to plead
“plausible grounds to infer an agreement [or] enough fact
to raise a reasonable expectation that discovery will reveal

evidence of illegal agreement.” See, 550 U.S. 544, 556–57,
127 S.Ct. 1955, 167 L.Ed.2d 929 (2007). Not so here, as many
of the co-conspirators are alleged to constituted an associated-
in-fact enterprise engaged in serial acts of racketeering.
Moreover, the nature of the uncontested relationships between
the alleged co-conspirators is suggestive, if not supportive,
of agreement. For example, Larian ran both MGA and MGA
Mexico, had tremendous input in the operations of MGA HK,

recruited Bryant and Machado, solicited funds for Omni, and
funded IGWT with his family members.

B. Standing

Only Omni challenges Mattel's standing to bring a §
1964(c) claim arising out of injury to business or property

caused by a violation of § 1962(d).

Omni's precise conduct is largely irrelevant because of the
nature of conspiratorial liability. In essence, Mattel alleges
that Omni was a shell entity formed by Larian to purchase
MGA's debt to Wachovia at a discount, and then obtain a
security interest in MGA's intellectual property in exchange
for little to no value. See FAAC ¶¶ 97, 100–121. The key fact
is that Omni joined the conspiracy when Omni was formed
on August 12, 2008. Id. ¶ 103.

A plaintiff may recover injuries to his business or property

by reason of a violation of § 1962(d) only when the injury
results from the commission of an overt act that “violates

one of the substantive provisions of § 1962.” Beck
v. Prupis, 529 U.S. 494, 500, 120 S.Ct. 1608, 146 L.Ed.2d
561 (2000). Overt acts in furtherance of a conspiracy do

not give rise to a § 1964(c) claim unless those acts

are independently wrongful under RICO. Id. at 500. An
independently wrongful act is one expressly prohibited by any

section of RICO, including § 1961(1). Id.

A civil RICO “plaintiff [may] sue co-conspirators who
might not themselves have violated one of the substantive

provisions of § 1962” pursuant to the well-established
rule that a conspirator can be held “vicariously liable for
the underlying tort[s]” committed by his co-conspirators.

Id. at 500–07 (quoting Halberstam v. Welch, 705 F.2d
472, 479 (D.C.Cir.1983) and Royster v. Baker, 365 S.W.2d
496, 499, 500 (Mo.1963) (“[T]he fact of a conspiracy
merely bears on the liability of the various defendants as

joint tort-feasors.”)); see also Sec. Investor Prot. Corp.
v. Vigman, 908 F.2d 1461, 1468 (9th Cir.1990), rev'd sub.

nom., Holmes, 503 U.S. at 264 n. 6 (“All conspirators
are liable for the acts of their co-conspirators.”) (quoting

Beltz Travel Serv. v. Int'l Air Transp. Ass'n, 620 F.2d 1360,
1367 (9th Cir.1980)). Vicarious liability for a co-conspirator's
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independently wrongful overt acts committed in furtherance
of the RICO conspiracy is consistent with the long-standing
principle that a conspirator should be held liable for the
foreseeable consequences of the unlawful agreement, i.e.,

overt acts in furtherance of the conspiracy. See Pinkerton
v. United States, 328 U.S. 640, 647, 66 S.Ct. 1180, 90 L.Ed.
1489 (1946).

*14  However, a conspirator cannot reasonably foresee his
co-conspirators' commission of overt acts prior to his entry

into the unlawful agreement. United States v. O'Campo,
973 F.2d 1015, 1024 (1st Cir.1992) (“[S]uch an argument
means that ‘the concept of foreseeability (a forward looking
concept) must be turned around 180 degrees [to] be applied
to the conduct of co-conspirators occurring before the entry
of a particular defendant into the conspiracy.’ ”) (quoting

United States v. Edwards, 945 F.2d 1387, 1393 (7th
Cir.1991)). Thus, a conspirator is not liable for substantive
acts committed by his co-conspirators before he joined the

conspiracy. O'Campo, 973 F.2d at 1023 (holding that a
judge may not consider co-conspirators' substantive offenses

for the purposes of sentencing); United States v. Lothian,

976 F.2d 1257, 1262 (9th Cir.1992); United States v.
Blackmon, 839 F.2d 900, 908–09 (2d Cir.1988). Prior acts
may still be considered for the purposes of conspiratorial
liability. Id. at 1022–23; Lefco v. United States, 74 F.2d 66,
68–69 (3d Cir.1934) (“[A] conspirator cannot argue that they
are responsible only for what they themselves were doing
when caught, and as that usually is only part of the conspiracy,
they say, the part being less than the whole, it is different
from the whole and in consequence is not the conspiracy
alleged in the indictment.”). However, “the conspiracy is

not independently actionable” under RICO. Halberstam v.

Welch, 705 F.2d 472, 479 (D.C.Cir.1983) (cited by Beck,

529 U.S. at 500); id. at 508 n. 1–2 (Stevens, J., dissenting).

Accordingly, Omni is liable for (1) the injury to Mattel's
business or property (2) directly caused by any co-
conspirator's foreseeable racketeering acts; (3) committed
after August 12, 2008. Since none of the post-August 12,
2008 racketeering acts directly injured Mattel in its business

or property, Mattel lacks standing to bring a § 1964(c)
counterclaim predicated upon Omni's alleged violation of

§ 1962(d).

1. The Omni Transaction
Mattel alleges that Wachovia assigned some portion of
its interest in the Revolving Credit Facility to Omni.
Thereafter, Omni's purported Side Letter Agreement with
MGA contemplated that Omni could obtain a first priority
security interest in MGA's intellectual property. Finally,
Omni, Larian and MGA allegedly drafted a disingenuous
demand letter from Kadisha to MGA. These transactions were
allegedly concealed from the Court.

Loss of Priority: Omni's dealings with Wachovia, MGA/
Larian, and IGWT allegedly resulted in Mattel's loss of
priority. However, Mattel never did and does not now have an
enforceable judgment against MGA due to the Ninth Circuit's
rulings with respect to the post-Phase 1 equitable relief. And
“[w]ithout a harm to a specific business or property interest
—a categorical inquiry typically determined by state law—
there is no injury to business or property within the meaning

of RICO.” Diaz v. Gates, 420 F.3d 897, 900 (9th Cir.2005)
(en banc), cert. denied, 546 U.S. 1131, 126 S.Ct. 1069, 163
L.Ed.2d 928 (2006). Even if Mattel did have a judgment, it
would not have suffered any concrete financial injury unless it

attempted in vain to enforce that judgment. Lincoln House,
Inc. v. Dupre, 903 F.2d 845, 847–48 (1st Cir.1990) (rejecting
claimed injury based on “hypothetical inability to recover
from [defendant], if [plaintiff] obtains a judgment, in some

amount, in the pending [action].”) (emphasis in original). 18

*15  Mattel's authorities are unavailing. Gutierrez v.
Givens, 1 F.Supp.2d 1077 (S.D.Cal.1998) was decided before
Diaz and involved an unsuccessful attempt to “collect [a]

judgment.” Id. at 1085; see also Rothberg v. Chloe
Foods Corp., No. CV–06–5712 (CPS), 2007 WL 2128376,
at *2 (E.D.N.Y. July 25, 2007) (plaintiff had judgment in
hand and Second Circuit had not imposed requirement of

concrete financial injury); Jeffreys v. Exten, 784 F.Supp.
146 (D.Del.1992) (plaintiff obtained default judgment and
court only analyzed whether plaintiff belonged to a class of
creditors, concluding he did not).

Costs: Mattel claims it incurred attorneys' fees and costs
“for the forensic auditor to uncover MGA's and Omni's
wrongful conduct.” Docket 7868 at 13. But the auditor was
appointed at Mattel's request, FAAC ¶¶ 118–121, and RICO
doesn't provide for the recovery of losses caused by self-
inflicted wounds. Even though costs incurred in collecting
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on a debt may be recoverable under RICO, Stochastic
Decisions, Inc. v. DiDomenico, 995 F.2d 1158 (2d Cir.1993),
Mattel wasn't attempting to collect on a debt when it
successfully petitioned for the appointment of a forensic
auditor. Moreover, the district court's order appointing a
forensic auditor, see Docket 4657, never cited the Omni
transaction as a relevant factor. Furthermore, the alleged
wrongful conduct (Omni's purchase) was different from the
conduct causing the injury to Mattel (the Court's appointment

of the forensic auditor). 19  Finally, it is tautological for Mattel
to argue that the discovery of Omni's illegality spurred the
appointment of an auditor charged with “uncover[ing] MGA's
and Omni's wrongful conduct.”

2. Trade Secret Theft
There are a few temporally vague allegations of conduct
that may have been committed by co-conspirators after
August 12, 2008. See, e.g., FAAC ¶¶ 67 (Brawer targeting
employees to steal trade secrets); 66 (Brawer worked with
retailers from time at Mattel); 77, 79–81, 85 (similar for
Jorge Castilla, Nick Contreras, and other Mattel employees).
Even if Mattel alleged this conduct continued after August
12, 2008, the allegations, supported by nothing more than
Mattel's “information and belief,” would be implausible. All
of these former Mattel employees left Mattel well before
Omni's formation. Even if trade secrets were stolen, Mattel
doesn't identify any with particularity (except as discussed
below) and doesn't identify any concrete financial harm
suffered as a result of the use of the trade secrets. Compare
FAAC ¶ 53 (alleging Machado's theft of trade secrets eroded
Mattel's relationships with retailers). Mattel has had six years
of discovery into these claims and expansive discovery over
the last several months under this Court's watchful eye. If
all it has are temporally ambiguous allegations based on
“information and belief” about the recruitment of Mattel
employees who may or may not have stolen trade secrets that
may or may not have caused Mattel injury, the Court sees no
basis on which to allow a futile amendment.

*16  Moxie. Mattel alleges that MGA made a habit of stealing
product ideas from Mattel. “Moxie” is a line of dolls marketed
by MGA after the post-Phase 1 injunctive relief assigned the
Bratz line to Mattel. MGA funded “Moxie” with resources
earmarked for Bratz. Id. ¶ 92. The name “Moxie” “was and
is confidential and trade secret Mattel information that was
unlawfully shared with MGA by a Mattel doll designer.” Id. ¶
93. Subsequent use of an already disclosed trade secret does
not execute a scheme to defraud the trade secret's owner of

its right to the confidentiality of the trade secret, see section
I(C)(1), supra, and Mattel alleges that Bryant disclosed the
Moxie name to MGA in 2000. FAAC ¶ 93. Thus, Omni cannot
be liable for MGA's post August 12, 2008 use of the Moxie
name.

3. Perjury/Obstruction of Justice.
As a general matter, the perjury and obstruction of justice
allegations are temporally vague and could include conduct
after August 12, 2008. However, the only specific instances
of obstruction that post-date August 12, 2008 relate to the
Omni transaction, which did not cause direct injury to Mattel's
business or property. The remaining conduct occurred before
Omni joined the conspiracy. See FAAC ¶¶ 95–96.

Mattel seeks leave to amend its claim against Omni after years
of discovery into the acts of Omni's co-conspirators. Even if
this pleading had been filed before discovery, leave to amend
would still be denied because amendment would be futile.
Mattel contends that it can obtain further discovery into the
Omni transaction and the potential encumbrance of MGA's
intellectual property. Docket 7868 at 20 & n. 16 (discovery
into “Arsalan Gozini [ ] assign[ing] his interest in Omni to
Larian's IGWT entity,” or “the promissory note and [other]
‘legal documents' “ that evidence the Omni transaction).
However, the predicate acts allegedly committed by Omni
and its co-conspirators after August 12, 2008 could not have
resulted in injury to Mattel. Thus, leave to amend should
be denied because “the allegation of other facts consistent
with the challenged pleading could not possibly cure the

deficiency.” Schreiber Distrib. Co. v. ServWell Furniture
Co., 806 F.2d 1393, 1401 (9th Cir.1986).

The second counterclaim is DISMISSED WITHOUT LEAVE
TO AMEND as to Omni.

III. Misappropriation of Trade Secrets
The FAAC's third counterclaim alleges that MGA, MGA
Mexico, Larian, and Machado misappropriated Mattel's trade
secrets in violation of the California Uniform Trade Secrets
Act (CUTSA), Cal. Civ.Code § 3426, et seq. MGA Mexico
moves to dismiss for lack of personal jurisdiction. In
addition, all counter-defendants move to dismiss on forum
non conveniens grounds.

A. Personal Jurisdiction 20
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“It is the plaintiff's burden to establish the court's personal

jurisdiction over a defendant.” Doe v. Unocal Corp., 248
F.3d 915, 922 (9th Cir.2001). In ruling on a Rule 12(b)(2)
motion to dismiss for lack of personal jurisdiction, the court
may consider evidence outside the pleadings. Id. Absent an
evidentiary hearing, the court must deny the motion if plaintiff
makes a prima facie showing of jurisdiction—“[t]hat is, the
plaintiff need only demonstrate facts that if true would support

jurisdiction over the defendant.” Ballard v. Savage, 65 F.3d
1495, 1498 (9th Cir.1995).

*17  The court has personal jurisdiction over a foreign
defendant who has “certain minimum contacts with the
forum such that the maintenance of the suit does not offend
traditional conceptions of fair play and substantial justice.”

Int'l Shoe Co. v. State of Washington, 326 U.S. 310, 316,
66 S.Ct. 154, 90 L.Ed. 95 (1945). A defendant's contacts
with the forum may give rise to either general or specific
personal jurisdiction. Substantial, continuous, and systematic
contacts give rise to general jurisdiction, by which “the
foreign defendant is subject to suit even on matters unrelated

to his or her contacts to the forum.” Doe, 248 F.3d at
923. Specific jurisdiction, by contrast, is triggered by less
substantial contacts with the forum that “give rise to the

cause of action before the court.” Id.; see also Hanson v.
Denckla, 357 U.S. 235, 250–253, 78 S.Ct. 1228, 2 L.Ed.2d
1283 (1958).

The Ninth Circuit had laid out a three-part test for specific
personal jurisdiction:

(1) The non-resident purposefully direct his activities or
consummate some transaction with the forum or resident
thereof; or perform some act by which he purposefully
avails himself of the privilege of conducting activites in the
forum, thereby invoking the benefits and protections of its
laws;

(2) the claim must be one which arises out of or relates to
the defendant's forum-related activities; and

(3) the exercise of jurisdiction must comport with fair play
and substantial justice, i.e., it must be reasonable.

Schwarzenegger v. Fred Martin Motor Co., 374 F.3d 797,
802 (9th Cir.2004).

Availment and direction are distinct concepts. Id. at
802. Purposeful availment is commonly evidenced by the
consummation or performance of a contract in the forum state.
Id. MGA Mexico is not on trial for walking into Mattel's
offices and stealing trade secrets, but for inducing Mattel
Mexico's employees to rob their employer and its parent
corporation of trade secret information. This inducement
occurred in the United States and, specifically, in the state
of California. See FAAC ¶¶ 44 (e-mails sent between
Larian in California and Machado, Trueba, and Vargas in
Mexico); Velásquez Decl., Ex. G (arranging conference
call with California resident to consummate employment
contracts). The inducement to disclose Mattel trade secrets
and confidential information also occurred in California. Id.
¶ 42 (Machado, Vargas, and Trueba traveled to Los Angeles,
shared Mattel trade secrets with Larian, and thereafter used
those very trade secrets to set up MGA Mexico).

The members argue that Mattel has “wholly failed to come
forward with any admissible evidence” that “Larian or other
[MGA Mexico officers] directed Machado, Vargas, and
Trueba to take [Mattel trade secrets].” Reply at 9. But this
is an issue ill-fit for resolution on the pleadings, if at all

before trial. See Data Disc, Inc. v. Sys. Tech. Assocs.,
Inc., 557 F.2d 1280, 1285 n. 2 (9th Cir.1977) (“Where the
jurisdictional facts are intertwined with the merits ... it is
preferable that this determination be made at trial”). Larian
lavished Machado, Vargas, and Trueba with praise and charm,
even though all three individuals were mere senior managers
for Mattel Mexico at the time of their departure. See Exs. 27–
30 to FAAC. Larian continued to recruit Machado even after
Machado shared a presentation full of Mattel trade secrets
with Larian. Ex. 20 to Kieckhefer Decl. at 2114. Machado
claimed, using an e-mail address named “plot04,” that Mattel
Mexico was collapsing after the employees' departure and
promised to share his plans for MGA Mexico with Larian
in the days ahead. Id. And Machado admitted that the other
departing employees knew he was stealing Mattel Mexico's
trade secrets—i.e., this may have been coordinated. Ex. 20
to Kieckhefer Decl. at 2042. Finally although the Mexican
tribunal concluded that MGA and Larian had not used the
misappropriated trade secrets, Ex. 95 to Kieckhefer Decl., that
is irrelevant to the issue of inducement.

*18  On the other hand, MGA Mexico has advanced
evidence that Machado, Vargas, and Trueba were specifically
instructed by Larian not to steal trade secrets from Mattel
Mexico. See Ex. 20 to Kieckhefer Decl. at 2118; Ex. 13
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to Kieckhefer Decl. at 1449–1450. Indeed, both Machado
and Trueba have testified that Larian instructed them not to
misappropriate trade secrets on the way out the door. See

Ex. 20 to Kieckhefer Decl. at 2117. 21  These conflicting
circumstantial and testimonial facts are not fit for resolution
at this stage.

Mattel also makes a prima facie showing that the alleged
misappropriation of trade secrets was purposefully directed
to California in action and in effect. Purposeful direction
is established by the Supreme Court's three-part test in

Calder v. Jones, 465 U.S. 783, 104 S.Ct. 1482, 79 L.Ed.2d
804 (1984), under which the “defendant [must] have (1)
committed an intentional act, (2) expressly aimed at the forum
state, (3) causing harm that the defendant knows is likely

to be suffered in the forum state.” Dole Food Co., Inc.
v. Watts, 303 F.3d 1104, 1111 (9th Cir.2002). Prior to her
departure, Trueba, allegedly acting at the direction of Larian,
solicited trade secrets from a Mattel employee in El Segundo,
California. FAAC ¶ 48. Furthermore, there are allegations to
suggest that MGA Mexico's inducement to misappropriate
trade secrets was directed at Mattel; in addition to Mattel
Mexico. See, e.g., FAAC ¶ ¶ Nordquist Decl. ¶ 3 (trade secrets
for Hot Wheels brand). In sum, the allegations support the
notion that MGA Mexico directed the theft of Mattel trade
secrets being held in California.

The alleged inducement of Mattel Mexico's employees to
steal trade secrets, as well as the targeting of trade secrets held
by Mattel in California satisfy the second prong: the claim
arises out of the forum related activities. This is uncontested
by the members.

Finally, the exercise of personal jurisdiction over MGA
Mexico is reasonable under the Supreme Court's seven-factor

test in Burger King Corp. v. Rudzewicz, 471 U.S. 462, 105
S.Ct. 2174, 85 L.Ed.2d 528 (1985). First, Mattel has made a
prima facie showing on the basis of the FAAC's allegations,
its exhibits, and evidence obtained during discovery that
MGA Mexico has injected itself into the affairs of California
by: (a) directing the theft of Mattel trade secrets; (b)
consummating transactions and employment agreements in
California; and (c) conducting its business operations through
Larian in California. FAAC ¶¶ 44–48; 52; Ex. S to FAAC at
31–33. Second, MGA Mexico's claimed burden of defending
in the forum is purely evidentiary: it is concerned that its
30(b)(6) witness testimony will be used as a “one way
ratchet,” since damaging hearsay statements made by former

MGA Mexico employees interviewed by MGA Mexico's
30(b)(6) designee will be admissible as admissions against
interest, but beneficial statements made by those individuals
will not. See Docket 7953 at 12. There are a variety of
solutions to this, see, e.g., Fed.R.Evid. 807, that don't require
the Court to avoid exercising personal jurisdiction. Third,
contrary to MGA Mexico, there's no conflict between the
exercise of personal jurisdiction and Mexico's sovereignty.
The acts of inducement and the harm to Mattel's property
are not directly at issue in any Mexican proceeding, nor
could they be, since Mexico has little interest in the theft
of trade secrets belonging to a California resident. Fourth,
even if California has no interest in regulating Mexican
companies which do business in Mexico, it still has an
interest in redressing in-state harm caused to its residents

by out-of-state individuals and entities. See Rudzewicz,
471 U.S. at 473. Fifth, whether or not Mexican law applies
to this dispute, the most efficient forum for resolution is
this one: Mattel already has numerous pending trade secret
misappropriation claims against MGA and Larian, whose
conduct is obviously relevant to Mattel's claims against
MGA Mexico. The sixth factor is of diminished importance,

see Core–Vent Corp. v. Nobel Indus. AB, 11 F.3d 1482,
1490 (9th Cir.1993), and doesn't compel the exercise or
non-exercise of personal jurisdiction. While the seventh
factor (availability of an alternate forum) weighs against the
reasonableness of personal jurisdiction, it is outweighed by
the first five factors.

*19  In sum, Mattel has made a prima facie showing that
personal jurisdiction over MGA Mexico is proper.

B. Forum Non Conveniens
MGA, MGA Mexico, and Larian move to dismiss the trade
secret misappropriation claims arising out of the theft of
trade secrets in Mexico and Canada on forum non conveniens
grounds.

The common-law doctrine of forum non conveniens “has
continuing application [in federal courts] only in cases where

the alternative forum is abroad.” American Dredging Co. v.
Miller, 510 U.S. 443, 449 n. 2, 114 S.Ct. 981, 127 L.Ed.2d 285
(1994). A court may dismiss a case on forum non conveniens
grounds when an alternative forum has jurisdiction to hear
the case and (1) the convenience to the plaintiff[s] of trial in
the chosen forum is outweighed by the oppressiveness and
vexation to the defendant; or (2) the court's administrative
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and legal concerns weigh in favor of dismissal. Sinochem
Intern. Co. Ltd. v. Malaysia Intern. Shipping Corp., 549 U.S.
422, 429, 127 S.Ct. 1184, 167 L.Ed.2d 15 (2007) (citing

American Dredging, 510 U.S. at 447–448).

The untimeliness of the motion is fatal. The fact that a party
has been subject to ongoing litigation is itself evidence that
the forum was “if not convenient[,] at least workable” for the

foreign defendant. Zelinski v. Columbia 300, Inc., 335 F.3d
633, 643 (7th Cir.2003). Moreover, the purpose of the doctrine
is to limit the burden of the forum, not multiply the burden
of having to re-start litigation in a foreign forum, divide

claims, and conduct discovery anew. See Lony v. E.I.
DuPont de Nemours & Co., 935 F.2d 604, 613 (3d Cir.1991)
(noting that continuing discovery, court's familiarity with
litigation, and progress of litigation supported denial of forum
non conveniens motion since there was no longer a concern
about “costs that must be expended in the litigation and the
convenience of the parties”).

This six year litigation has spanned multiple pleadings,
extensive discovery, and motion practice. The Court has
developed a deep familiarity with the issues, having decided
hundreds of discovery disputes related to the trade secret
misappropriation claims. There is simply no grounds on
which to dismiss these claims now on the eve of dispositive
motions and trial, especially in light of the principle that
“[m]otions to dismiss based on forum non conveniens usually
should be decided at an early stage in the litigation, so that
the parties will not waste resources on discovery and trial
preparation in a forum that will later decline to exercise its

jurisdiction over the case.” Id. at 614.

Finally, MGA, MGA Mexico, and Larian attempt to bootstrap
a number of arguments previously made in favor of summary
judgment into their reply, including choice of law issues.
While choice of law can be relevant to a forum non conveniens
analysis, it is not relevant here, since the untimeliness of the
motion is the basis for its denial. The law that applies to one
or more of the claims in this lawsuit will be determined at the
appropriate time.

IV. Intentional Interference with Contract; Breach
of Fiduciary Duty; Aiding and Abetting Breach of
Fiduciary Duty; Breach of Duty of Loyalty; Aiding

and Abetting Breach of Duty of Loyalty; Conversion;

Unfair Competition 22

*20  MGA, MGA Mexico, MGA HK, Larian and Machado
move to dismiss the FAAC's sixth (intentional interference
with contract), seventh (breach of fiduciary duty), eighth
(aiding and abetting breach of fiduciary duty), ninth (breach
of duty of loyalty), tenth (aiding and abetting breach of
duty of loyalty), eleventh (conversion), and twelfth (unfair
competition) claims on preemption grounds.

California's Uniform Trade Secrets Act (CUTSA) provides
for the civil recovery of “actual loss” or other injury caused
by the misappropriation of trade secrets. Cal. Civ.Code §
3426.3. Misappropriation means improper acquisition, or
non-consensual disclosure or use of another's trade secret.
Id. § 3426.1(b). The statute defines a “trade secret” as
information that derives “independent economic value” from
its confidentiality and “[i]s the subject of efforts that are
reasonable under the circumstances to maintain its secrecy.”
Id. § 3426.1(d).

CUTSA includes a savings clause that “preempt[s] claims
based on the same nucleus of facts as trade secret

misappropriation.” K.C. Multimedia, Inc. v. Bank of
America Tech. & Operations, Inc., 171 Cal.App.4th 939,

962, 90 Cal.Rptr.3d 247 (2009); see also Cal. Civ.Code
§ 3426.7. The savings clause does not affect “contractual
remedies” and civil remedies “that are not based upon

misappropriation of a trade secret.” Silvaco Data Sys. v.
Intel Corp., 184 Cal.App.4th 210, 233, 109 Cal.Rptr.3d 27
(2010). “The preemption inquiry for those causes of action not

specifically exempted by § 3426.7(b) focuses on whether
other claims are not more than a restatement of the same
operative facts supporting trade secret misappropriation....
If there is no material distinction between the wrongdoing
alleged in a[C]UTSA claim and that alleged in a different
claim, the [C]UTSA claim preempts the other claim.”
Convolve, Inc. v. Compaq Comp. Corp., No. 00 CV
5141(GBD), 2006 WL 839022, at *6 (S.D.N.Y. Mar.31, 2006)
(applying California law).

The counterclaims are based on the following factual
allegations: (1) Larian/MGA's inducement of Mattel
employees to steal proprietary information and work
for MGA's benefit (sixth counterclaim), see FAAC ¶¶
159–162; (2) Mattel employees assisting a competitor
and misappropriating proprietary information from Mattel
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(seventh counterclaim), see id. ¶¶ 166–172; (3) Larian/
MGA inducing Mattel employees to work for a
competitor and misappropriate proprietary information
(eighth counterclaim), see id. ¶¶ 174–176; (4) Bryant
and Machado working for a competitor and using Mattel
resources for MGA's benefit (ninth counterclaim), see id.
¶¶ 179–185; (5) MGA/Larian inducing Mattel employees
to work for a competitor and use Mattel resources for
MGA's benefit (tenth counterclaim), see id. ¶¶ 187–188; (6)
MGA/Larian, subsidiaries, and Machado converting Bryant's
creations, Mattel trade secrets, and Bratz inventory (eleventh
counterclaim), id. ¶¶ 192–200; and (7) MGA/Larian,
subsidiaries, and Bryant engaging in unfair and unlawful
competition, including trade secret misappropriation and
commercial bribery (twelfth counterclaim), see id. ¶¶ 201–
204.

*21  Three of the factual predicates are not at all related
to the misappropriation of trade secrets and therefore seek
“civil remedies that are not based upon misappropriation

of a trade secret.” Cal. Civ.Code § 3426.7. First, the
sixth through twelfth counterclaims encompass allegations
that Mattel employees worked for the benefit of MGA

while still employed by Mattel. 23  Second, the sixth through
twelfth counterclaims encompass allegations that Mattel
employees, and Bryant and Machado in particular, used

Mattel's physical materials for MGA's benefit. 24  Third, the
sixth through twelfth counterclaims encompass allegations
that MGA converted the Bratz intellectual property, which is
not alleged to be a trade secret.

The parties dispute whether CUTSA supercedes the
counterclaims to the extent they arise out of the theft of so-
called “confidential” or “proprietary” information that does
not enjoy “trade secret” status. MGA objects to Mattel's end-
run around CUTSA's damages limitations as a perversion of
CUTSA's statutory purpose. Sister courts across this state
and the country have rejected MGA's argument. See Phoenix
Tech. Ltd. v. DeviceVM, No. C 09–04697 CW, 2009 WL

4723400, at *5 (N.D.Cal. Dec.8, 2009); Leatt Corp. v.
Innovative Safety Tech., LLC, No. 09–CV–1301–IEG (POR),
2010 WL 2803947, at *6 n. 5 (S.D.Cal. July 15, 2010)

(distinguishing Silvaco ); TMX Funding, Inc. v. Impero
Technologies, Inc., No. C 10–202 JF (PVT), 2010 WL
2509979, at *7 (N.D.Cal. June 17, 2010); Roger Dubois N.
Am., Inc. v. Thomas, CA No. 05–2566, 2006 WL 2645149
(M.D.Pa. Sept. 14, 2006).

However, Silvaco repudiated these federal district court
opinions: We emphatically reject the ... suggestion that the
uniform act was not intended to preempt ‘common law
conversion claims based on the taking of information that,
though not a trade secret, was nonetheless of value to the
claimant.’ On the contrary, a prime purpose of the law
was to sweep away the adopting states' bewildering web
of rules and rationales and replace it with a uniform set
of principles for determining when one is—and is not—
liable for acquiring, disclosing, or using ‘information ... of
value.’ Central to the effort was the act's definition of a
trade secret. Information that does not fit this definition,
and is not otherwise made property by some provision of
positive law, belongs to no one, and cannot be converted
or stolen. [P]ermitting the conversion claim to proceed on
a contrary rationale ... impliedly create[s] a new category
of intellectual property far beyond the contemplation of
the Act, subsuming its definition of ‘trade secret’ and
effectively obliterating the uniform system it seeks to
generate.

184 Cal.App.4th at 239 n. 22, 109 Cal.Rptr.3d 27
(emphasis in original).

Some courts have split the baby by electing to dismiss claims
under CUTSA's savings clause only after determining that the

protected information was a trade secret. See, e.g., Think
Village–Kiwi, LLC v. Adobe Sys., Inc., No. 08–4166, 2009

WL 902337, at *2 (N.D.Cal. Apr.1, 2009); Ali v. Fasteners
for Retail, Inc., 544 F.Supp.2d 1064, 1070 (C.D.Cal.2008);

First Advantage Background Servs. Corp. v. Private Eyes,

Inc., 569 F.Supp.2d 929, 942 (N.D.Cal.2008); Callaway
Golf Co. v. Dunlop Slazenger Group Americas, Inc., 295
F.Supp.2d 430, 437 (D.Del.2003). But this approach puts
parties in the uncomfortable position of conceding CUTSA
liability in order to prevail on another claim.

*22  The better approach may be to determine whether the
information alleged to have converted was “made property by

some provision of positive law,” Silvaco, 184 Cal.App.4th
at 239 n. 22, 109 Cal.Rptr.3d 27, on grounds that are
qualitatively different from the grounds upon which trade
secrets are considered property. Resolving this question
requires analysis of the facts: namely, what the confidential
or proprietary information is, how it was converted, and
the property interest alleged to have harmed as a result of
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that conversion. All of these questions can be addressed at
summary judgment and/or trial.

The claim for intentional interference with contract is
superceded by CUTSA to the extent it arises out of
Mattel employees' misappropriation of trade secrets. See

Bushnell Corp. v. ITT Corp. ., 973 F.Supp. 1276, 1288–89

(D.Kan.1997). 25

Finally, MGA's arguments as to conversion are unavailing.

Intangible property can be converted. Kremen v. Cohen,

337 F.3d 1024, 1036 (9th Cir.2003); Boon Rawd
Trading Intern. Co., Ltd. v. Paleewong Trading Co., 688
F.Supp.2d 940, 954 (N.D.Cal.2010) (acknowledging the
“clear trend that intangible property can be the subject of
conversion”) (emphasis in original). While MGA attempts
to re-characterize “Moxie” as “business goodwill and import
rights,” the protection (if any) enjoyed by “Moxie” is not fit
for resolution at this stage.

V. California Uniform Fraudulent Transfer Act
The thirteenth and fourteenth counterclaims allege that
MGA, Larian, Omni, and IGWT violated Cal. Civ.Code
§§ 3439.04(a)(1), (a)(2), and 3439.05(a) by: (1) “pa[ying]
more than $320 million in dividends and distributions to
Larian and/or trusts controlled by Larian” between 2004 and
2008, and (2) purporting to transfer a security interest in the
Bratz intellectual property to Omni, which was controlled by
Larian and his associates. FAAC ¶ 207. Mattel alleges the
transactions were made with the intent to defraud MGA's
creditors (including Mattel) and conceal MGA's intellectual
property in light of the “significant likelihood” that Mattel
would prevail in this lawsuit. The transfers were not made for
reasonably equivalent value and were made at a time when
MGA was insolvent or “rendered insolvent” by the transfers.
Mattel seeks compensatory, injunctive, and punitive relief.

The exercise of supplemental jurisdiction over these claims
would be imprudent. Though the claims may be “related
to” the RICO claims over which this Court has original
jurisdiction, “exceptional circumstances” militate against the

exercise of jurisdiction. See 28 U.S.C. § 1367(c)(4).
The claims raise complex issues under bankruptcy law, the
resolution of which has little to do with the other claims in
this lawsuit; in other words, exercising jurisdiction threatens

the proper judicial administration of this case. See City of

Chicago v. Int'l Coll. of Surgeons, 522 U.S. 156, 174 118 S.Ct.

523 (1997) (quoting Quackenbush v. Allstate Ins. Co., 517
U.S. 706, 716, 116 S.Ct. 1712, 135 L.Ed.2d 1 (1996)). Nor
would the interests of “economy, convenience, fairness, and
comity” be served by the exercise of jurisdiction over these
claims, which are concerned with Mattel's ability to collect

on a hypothetical judgment against MGA. See San Pedro
Hotel Co., Inc. v. City of Los Angeles, 159 F.3d 470, 478 (9th

Cir.1998) (quoting Executive Software North America,
Inc. v. U.S. Dist. Court, 24 F.3d 1545, 1554 (9th Cir.1994)).
The diversion of judicial resources to these state law claims
would serve no purpose, especially since the viability of these
claims rests in large part on the success of Mattel's core claims
of copyright infringement, trade secret misappropriation, and
RICO.

*23  Even if supplemental jurisdiction were proper, Mattel
fails to state a claim under the UFTA. “A fraudulent
conveyance under the UFTA involves a transfer by the debtor
of property to third person undertaken with the intent to
prevent a creditor from reaching that interest to satisfy its

claim.” Filip v. Bucurenciu, 129 Cal.App.4th 825, 829,
28 Cal.Rptr.3d 884 (2005). For the purposes of this case, a
corporation can be a creditor. Cal. Civ.Code § 3439.01(c),
(g). A “claim” means “a right to payment, whether or not [ ]
reduced to judgment.” Id. at (b). “In order for a fraudulent
transfer to occur, among other things, there must be a transfer

of an asset as defined in the UFTA.” Fidelity Nat. Title Ins.
Co. v. Schroeder, 179 Cal.App.4th 834, 841, 101 Cal.Rptr.3d
854 (2009) (emphasis in original). A creditor who brings a
claim under the UFTA must allege affirmative injury beyond

“[m]ere intent to delay or defraud.” Mehrtash v. Mehrtash,
93 Cal.App.4th 75, 80, 112 Cal.Rptr.2d 802 (2001). Injury
results from a transfer that puts beyond a creditor's reach that
property that it “otherwise would be able to subject to the
payment of [its] debt.” Id.

Mattel alleges no injury. 26  In fact, it all but admits it
can't allege injury by conceding that it's only entitled to the
transferred assets “to the extent necessary to satisfy all of
Mattel's claims.” FAAC ¶ 210 (emphasis added); see also

id. ¶ 211, 112 Cal.Rptr.2d 802 (similar language as to

scope of attachment); id. ¶ 220, 112 Cal.Rptr.2d 802

(similar to ¶ 210); id. ¶ 221, 112 Cal.Rptr.2d 802 (similar
to ¶ 211). The “extent” of Mattel's entitlement is difficult
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to determine, due to the FAAC's inability to clearly identify
the scope of Mattel's desired relief for the alleged injuries
caused by MGA's violations of RICO, as well as MGA's acts
of copyright infringement, trade secret misappropriation, and
other tortious conduct prohibited by state law.

Nor do Mattel's allegations even suggest injury. If Mattel's
claims target the Bratz intellectual property, then MGA's
transfer of the Bratz intellectual property could potentially
give rise to a claim. But Mattel only alleges that MGA
“purported” to transfer an interest in the Bratz-related

intellectual property. See id. ¶ 207, 112 Cal.Rptr.2d
802(b). To “purport” is to “have or present the appearance,
often false, of being or intending.” WEBSTER'S II
NEW RIVERSIDE UNIVERSITY DICTIONARY 956
(1994). However, the UFTA doesn't proscribe representing,
pretending, or intending to transfer assets; it prohibits
transfer. See Cal. Civ.Code § 3439.04(a); see also In re
Ponce Nicasio Broadcasting, LP, 2008 WL 361081, at *6
(Bankr.E.D.Cal. Feb.7, 2008) (“An essential element of any
cause of action brought under the California UFTA that
seeks the avoidance of other remedies related to an allegedly
fraudulent transfer is the existence of an actual transfer

made by the debtor to a third party.”). 27  Even if the Bratz
intellectual property would be subject to payment for Mattel's
claim against MGA, Mattel does not allege a transfer that put
the Bratz intellectual property beyond its reach.

*24  Mattel likewise fails to allege injury from the alleged
dividend transfers and interest payments to Omni. MGA is
a multi-national entity that made $320 million in dividend
transfers to its Chief Executive Officer and his trusts over a
more than five year period. FAAC ¶ 207(a). Much of the $320
million came from funds MGA borrowed from Wachovia;
funds over which Mattel never had priority. See id. ¶¶ 97–98.
Moreover, MGA's annual revenue may have approximated
“$500 million” during that time period. Id. ¶ 32. Finally,
Larian is a defendant to this case and his assets are not
beyond Mattel's reach anyway. Given this background, it isn't
surprising that Mattel fails to allege that the alleged dividend
transfers to Larian and/or his trusts involved property that
would be subject to the payment of Mattel's claim against
MGA. Mattel's failure to so allege is fatal and any such
allegation would be plainly implausible, given the size of the

alleged distributions relative to MGA's assets. 28

The thirteenth and fourteenth counterclaims are DISMISSED
WITHOUT LEAVE TO AMEND.

VI. Prohibited Distributions
The fifteenth counterclaim is brought derivatively on behalf
of all MGA creditors. Mattel alleges that Larian violated
Cal. Corp.Code § 501 by transferring MGA's funds to
his own coffers. FAAC ¶ 226. Section 501 provides that
“[n]either a corporation nor any of its subsidiaries shall make
any distribution to the corporation's shareholders [ ] if the
corporation or the subsidiary making the distribution is, or
as a result thereof would be, likely to be unable to meet its
liabilities ... as they mature.” Cal. Corp.Code § 501.

Rule 23.1 governs derivative actions. 29  “The derivative
action may not be maintained if it appears that the plaintiff
does not fairly and adequately represent the interests
of shareholders or members who are similarly situated.”
Fed.R.Civ.P. 23.1(a). Courts must “engage in a fact intensive
analysis to determine whether a conflict of interest exists
under the circumstances of a particular case.” See ShoreGood
Water Co., Inc. v. U.S. Bottling Co., No. RDB 08–2470, 2009
WL 2461689, at *4 (D.Md. Aug.10, 2009). A court may
consider the following factors to determine the adequacy of a
representative in a derivative action:

(1) indications that the plaintiff is not the true party in
interest; (2) the plaintiff's unfamiliarity with the litigation
and unwillingness to learn about the suit; (3) the degree of
control exercised by the attorneys over the litigation; (4)
the degree of support received by the plaintiff from other
shareholders; (5) the lack of any personal commitment to
the action on the part of the representative plaintiff; (6)
the remedy sought by plaintiff in the derivative action; (7)
the relative magnitude of plaintiff's personal interests as
compared to his interest in the derivative action; and (8)
plaintiff's vindictiveness towards the defendants.
*25  Larson v. Dumke, 900 F.2d 1363, 1367 (9th Cir.1990).

Not all of the eight factors need to be analyzed here, since
the conflict between Mattel and MGA's other creditors is
deep and intractable. First, Mattel has a number of direct
claims against MGA in this lawsuit, which seek to recover
substantial sums of money from MGA as well as intellectual
property held by MGA. Second, Mattel admittedly stands
adverse to Omni—a significant MGA creditor whose interests
do not overlap with Mattel's. Third, Mattel likely stands
adverse to other potential MGA creditors, including vendors
and retailers, who maintain an interest in MGA's continued
vitality and MGA's continued control over the Bratz line of
dolls as well as other intellectual property. Fourth, Mattel's
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personal interest, expressed through its direct claims against
MGA, dwarfs its interest in the derivative claim, as evidenced
by the disparity between the amount at issue in the direct
counterclaims and the amount at issue in this derivative
counterclaim. Indeed, an argument can be made (and Mattel
makes it) that the derivative claim is nothing more than a
mechanism to promote the direct claims. In sum, there is
simply no basis upon which the Court could conclude that
Mattel would “vigorously and conscientiously” prosecute this
suit on behalf of MGA's creditors and “be free from economic
interests that are antagonistic to the interests of the class.” Id.

The fifteenth counterclaim is DISMISSED WITHOUT
LEAVE TO AMEND.

VII. Breach of Constructive Trust
The sixteenth counterclaim alleges that Larian and MGA
failed to adequately preserve the intellectual property subject
to the constructive trust imposed after Phase 1. Even if a
claim for breach of constructive trust is cognizable, and even
if Larian/MGA breached the constructive trust imposed after
Phase 1, Mattel suffered no injury. The order imposing the
constructive trust was invalid, because it was overbroad and
predicated upon verdicts that were reached after improper

instruction. See Mattel, Inc. v. MGA Entertainment, Inc.,
No. 09–55673, 2010 WL 2853761 (9th Cir. July 22, 2010).
Mattel never had a valid property right to the Bratz intellectual
property, and suffered no damage as a result of Larian/MGA's
alleged breach of the constructive trust imposed after Phase 1.

The sixteenth counterclaim is DISMISSED WITHOUT
LEAVE TO AMEND.

VIII. Declaratory Relief
Mattel alleges an actual controversy exists between itself and
counter-defendants about ownership interests in Bratz, rights
to the “Moxie Girlz” name or mark, and Mattel's status as
MGA's creditor. FAAC ¶¶ 238–243.

For declaratory relief, there must be “ ‘a substantial
controversy, between the parties having adverse legal

interests, of sufficient immediacy and reality to warrant

issuance of a declaratory judgment.’ “ Spokane Indian
Tribe v. United States, 972 F.2d 1090, 1092 (9th Cir.1992)

(quoting Maryland Casualty Co. v. Pacific Coal & Oil
Co., 312 U.S. 270, 273, 61 S.Ct. 510, 85 L.Ed. 826 (1941)).
Mattel and Omni do not have adverse legal interests since (1)
Omni's alleged participation in a RICO conspiracy did not
cause Mattel injury; and (2) Omni purchased a senior secured
interest in a credit facility to which Mattel never had priority.
The seventeenth claim is DISMISSED WITHOUT LEAVE
TO AMEND as to Omni.

Disposition

*26  For the foregoing reasons, the Court ORDERS as
follows:

1. The counterclaims against Omni are DISMISSED
WITHOUT LEAVE TO AMEND.

2. The Motion to Dismiss RICO and Creditor Claims
(Docket 7896) is DENIED as to the first and second
counterclaims and GRANTED as to the thirteenth,
fourteenth, fifteenth, and sixteenth counterclaims.

3. Machado's Motion to Dismiss First Counterclaim
(Docket 7828) is DENIED.

4. The Motion to Dismiss for Lack of Personal Jurisdiction
and on Ground of Forum Non Conveniens (Docket 7898)
is DENIED.

5. The Motion to Dismiss U.S. Based Trade Secret and
Employee–Based State Law Tort Claims (Docket 7897)
is GRANTED IN PART AND DENIED IN PART in the
manner specified by Section IV of this Order.

IT IS SO ORDERED.

All Citations

Not Reported in F.Supp.2d, 2010 WL 3705668

Footnotes

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 50 of 283



Bryant v. Mattel, Inc., Not Reported in F.Supp.2d (2010)
2010 WL 3705668

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 20

1 The motions filed by MGA Entertainment, Inc., Isaac Larian, and MGAE de Mexico, in which Carlos Gustavo
Machado Lopez joined, originally included arguments seeking dismissal of one or more counterclaims
pursuant to Fed.R.Civ.P. 56. By Minute Order dated May 13, 2010, the Court struck as premature the
submissions' summary judgment arguments.

2 Mattel is the Defendant to the action numbered CV 04–9049 and its counterclaims are the subject of this order.
However, this Order does not definitively identify the party(ies) that will be labeled Plaintiff(s) or Defendant(s)
at the time of trial.

3 Defendant Carlos Gustavo Machado Gomez also joins in the MGA Parties' and IGWT 826's Motion to
Dismiss, MGA Entertainment, Inc. and Isaac Larian's Motion to Dismiss, and MGAE de Mexico's Motion to
Dismiss.

4 The Court declines to follow the sequence of argument in the parties' briefing.
5 For simplicity, the named counter-defendants to the first counterclaim are collectively referred to as “the

members.”
6 The FAAC tracks the language of a hypothetical exception created by Aero Oil. FAAC ¶ 125 (“MGA had

a role in the racketeering activity that was distinct from the undertaking of those acting on its behalf.”).
This exception doesn't comport with King's observation that a corporation has distinct obligations and
responsibilities. Instead, the employees should have a role distinct from their traditional undertaking on behalf
of the corporation. The language in ¶ 125 is therefore irrelevant.

7 Obviously, Machado and Bryant were employed by MGA for some period of time. But the members don't
discuss whether distinctness can be subject to temporal limitations and the Court declines to visit the issue
sua sponte, since it is fact intensive and can be addressed at summary judgment and/or trial.

8 The FAAC's remaining allegations about Mattel employees contracting to work with MGA and committing

acts of self-dealing do not state a claim for honest services fraud. Skilling, 130 S.Ct. at 2931.
9 The members argue that Carpenter does not control since it was decided before § 1832. However, Carpenter

did not discuss trade secret misappropriation and more importantly, § 1832 recognizes claims for fraud.
10 Markey v. Kudelski S.A., No. 06–CV–1300 W(RBB), 2008 WL 65401 (S.D.Cal. Jan.3, 2008) did not

address extra-territorial concerns directly.
11 Of course, subsequent use of an employer's trade secret information may constitute an independently

wrongful act subject to liability under the tort of misappropriation of trade secrets. See, e.g., Harry Miller

Corp. v. Mancuso Chem. Ltd., 469 F.Supp.2d 303, 317 (E.D.Pa.2007); Underwater Storage, Inc. v. United
States Rubber Co., 371 F.2d 950, 953 (D.C.Cir.1966).

12 The statute's repeal does not diminish its relevance to the relatedness inquiry. See Sedima, 105 S.Ct. at

3285 n. 14; see also Bulletin Displays, LLC v. Regency Outdoor Advertising, Inc., 518 F.Supp.2d 1182,
1191–92 (C.D.Cal.2007).

13 Contrary to Mattel, the members challenge injury throughout their briefing in attacking each of the RICO
predicate acts.

14 Mattel tries to revive foreseeability by quoting the Second Circuit's decision in Anza, but the case was reversed
on the very proposition quoted by Mattel.

15 This argument applies to the conspiracy counterclaim as well.
16 The Court declines to consider the new arguments in page 18 of Docket 7996.
17 The members argue in error that the claim is pled incorrectly because it uses the words furthered, promoted,

or facilitated, even though furthering or facilitating the organization or management of a criminal enterprise

is the essence of a RICO conspiracy claim. Salinas, 522 U.S. at 65.
18 Contrary to Mattel and Mattel's authorities, the pendency of separate proceedings was irrelevant to the

analysis in Lincoln House. Furthermore, Mattel's authorities are inapposite. National Capital Orthopedics
Assoc., P.C. v. Goltz, No. CIV. A. AW 96–2429, 1997 WL 625117 (D.Md. Sept.29, 1997) only discussed
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ripeness, not injury to business or property. And Hecht v. Summerlin Life and Health Ins. Co., 536 F.Supp.
1236 (D.Nev.2008) held that legally contingent claims (not factually contingent claims as here) may be tried
in the same proceeding.

19 Both Bankers Trust Co. v. Rhoades, 859 F.2d 1096 (2d Cir.1988) and Miller v. Glen & Helen Aircraft,

Inc., 777 F.2d 496 (9th Cir.1985) are of questionable relevance in light of Anza and Hemi Group. See
Miller, 777 F.2d at 499 (requiring only that damages “flow[ ] from the commission of the predicate acts”).

20 Machado joins in the Motion, but the motion does not argue that personal jurisdiction is improper as to
Machado; it argues that personal jurisdiction is improper as to MGA Mexico. Even if Machado intends to
challenge personal jurisdiction as to himself, Mattel has made a prima facie showing that: (1) Machado availed
himself of California to reach agreements with Larian; (2) Machado directed his activities to California by
agreeing with Trueba and Vargas to steal trade secrets from El Segundo; (3) Machado's forum related acts
give rise to the third counterclaim; and (4) the exercise of jurisdiction is reasonable.

21 Mattel's evidentiary objections are OVERRULED as to the Kieckhefer Declaration and otherwise STRICKEN
AS MOOT.

22 The filing of a new pleading defeats Mattel's argument as to waiver.
23 Contrary to MGA, this allegation is not limited to the theft of trade secrets.
24 MGA tilts at windmills when it defends “moonlighting” as a legitimate practice. Mattel doesn't allege

moonlighting. It alleges that MGA and Larian induced Bryant to work on the Bratz line of dolls while he was
still employed by Mattel; see FAAC ¶ 161; see also id. ¶ 174 (same); to enter into an employment contract
with MGA, see id. ¶ 168; and to devalue Mattel's interests, id. ¶ 180; id. ¶ 187–88 (same).

25 Mattel's authority, Core Wealth Mgmt., LLC v. Heller, No. 1157647, 2010 WL 1453068 (Cal.Ct.App. Apr.
13, 2010), isn't citable and, in any event, failed to recognize that a claim for intentional interference with

contract is grounded in tort, not contract. See Korea Supply Co. v. Lockheed Martin Corp., 29 Cal.4th
1134, 1157, 131 Cal.Rptr.2d 29, 63 P.3d 937 (2003).

26 Mattel's Opposition confuses Mattel's creditor status with its showing of injury.
27 Mattel argues that it has raised plausible facts to suggest such a transfer was made. Not so. Mattel only

alleges a “purported” transfer. Even if Mattel alleged a plausible transfer, the extent of Mattel's entitlement
to Bratz remains unresolved.

28 The alleged interest payments to Omni could not have caused Mattel injury for the same reason.
29 The Court need not resolve whether Rule 23.1 bars creditor derivative actions, since Mattel does not satisfy

Rule 23.1's prerequisites anyway.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court,
S.D. New York.

COBALT MULTIFAMILY INVESTORS I, LLC, et al.,
v.

Mark A. SHAPIRO, et al., Defendants.

No. 06 Civ. 6468(KMW)(MHD).
|

July 15, 2009.

West KeySummary

1 Attorneys and Legal Services Attorney's
Personal Interests; Self-Dealing

Attorneys and Legal Services Fraud,
Deceit, and Misrepresentation

A corporation's receiver adequately stated
legal malpractice and corporate looting claims
against the corporation's law firms. The
receiver alleged that the law firms assisted
the corporation's managers in committing fraud
upon the investors, siphoning corporate funds
into personal bank accounts, and concealing the
managers' criminal activities from both investors
and law enforcement. The corporation was
established as a Ponzi scheme that purported to
be a real estate development business.

4 Cases that cite this headnote

OPINION AND ORDER

KIMBA M. WOOD, District Judge.

*1  The court-appointed receiver (the “Receiver”) for
Plaintiffs Cobalt Multifamily Investors I, LLC, and its related,
defunct entities (collectively, “Cobalt”), filed suit against

three sets of attorneys and their law firms who provided
professional services to Plaintiffs before they became
defunct. These three sets of attorneys and their law firms
(collectively, the “Law Firm Defendants”) are: (1) Robert
F. Cohen, and his firm Cohen & Werz, LLC (collectively,
the “Cohen Defendants”); (2) Martin P. Unger, and his firm
Certilman Balin Adler & Hyman, LLC (collectively, the
“Certilman Defendants”); and (3) Philip Champan, and his
firm Lum Danzis Drasco & Positan (collectively, the “Lum
Defendants”).

On March 28, 2008, the Court granted Law Firm Defendants'
motion to dismiss the Receiver's complaint (“Dismissal

Order”), relying in part on the Court's decision in Ernst &
Young v. Bankruptcy Services (In re CBI Holding Co.), 318

B.R. 761 (S.D.N.Y.2004). 1  Subsequently, the Second Circuit

Court of Appeals (the “Second Circuit”) in Bankruptcy
Services, Inc. v. Ernst & Young (In re CBI Holding Co.), 529
F.3d 432 (2d Cir.2008), affirmed in part and reversed in part
the Court's decision in In re CBI Holding Co.

In light of the Second Circuit's partial reversal in In re CBI
Holding Co., the Receiver moves for reconsideration of the
motion to dismiss in this case (“Motion for Reconsideration”).
The Court GRANTS the Motion for Reconsideration on the
ground that failure to do so would result in clear error.

Accordingly, the Court proceeds to reconsider its prior order
dismissing the Receiver's claims for lack of standing. The
Court in reconsidering the motion, reviews the Report and
Recommendation issued by Magistrate Judge Michael H.
Dolinger on November 27, 2007. The Report concluded that
the Receiver has standing to bring malpractice and looting
claims against the Law Firm Defendants. The Court adopts
most of the Report's recommendations, and, thus, GRANTS
in part and DENIES in part the Defendants' motion to dismiss.

I. Background

A. Facts
The Complaint alleges that Mark A. Shapiro, Irving J. Stitsky,
and William B. Foster (collectively, “Individual Defendants”
or “managers”) engaged in a massive fraud on the investing
public by founding the Cobalt entities and making egregious
misrepresentations in order to persuade members of the

public to invest millions of dollars in Cobalt. 2  In the written
materials disseminated to potential and actual investors,
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Individual Defendants allegedly misrepresented: (1) their
personal and professional backgrounds, such as failing to
disclose their past criminal histories; (2) Stitsky and Foster's
involvement in Cobalt; (3) their plans for the investors' funds;
and (4) the nature and scope of Cobalt's property holdings.
Individual Defendants allegedly appropriated the majority of
the funds invested in Cobalt for their own personal use.

*2  The Complaint alleges that all of Law Firm Defendants
assisted the Individual Defendants in committing investor
fraud, and in subsequently looting the Cobalt entities
of corporate assets. Law Firm Defendants allegedly: (1)
approved documents that they should have known contained
material misrepresentations; (2) assisted the Individual
Defendants in siphoning corporate funds into the Individual
Defendants' bank accounts; and (3) helped conceal the
Individual Defendants' criminal activities from both investors
and law enforcement.

In addition, Defendant Cohen, as counsel of and trustee to Vail
Mountain Trust (“Vail”), allegedly: (1) helped create Vail; (2)
transferred $9 million from Cobalt to Vail; (3) and permitted
the Vail funds to be used by the Individual Defendants for
their personal expenses.

The Receiver also alleges that there were over 300
shareholders in Cobalt, who were unaware of the managers'
fraud. Pursuant to their shareholders agreement, the
shareholders had the authority to remove managers for

fraudulent conduct. 3

In 2005, the Federal Bureau of Investigation raided Cobalt's
offices as part of its criminal investigation of Cobalt and
its managers. Soon thereafter, Cobalt became a defunct
corporation. On July 20, 2006, the Court appointed the
Receiver to marshal Cobalt's assets.

B. Procedural History

1. Complaint and Motion to Dismiss
On August 25, 2006, the Receiver filed suit against all
the Law Firm Defendants on the grounds that Law Firm
Defendants assisted Defendants in committing investor fraud,
and then in looting Cobalt of its corporate assets. The
Receiver also brought several claims against Cohen and
Cohen & Werz, including claims for aiding and abetting
conversion, aiding and abetting fraud, and breach of fiduciary

duties. 4  Against Cohen alone, the Receiver brought claims
of conversion and unjust enrichment.

In October 2006, the Law Firm Defendants filed a motion to
dismiss all the claims in the Complaint. The Court referred the
motion to dismiss to Magistrate Judge Michael H. Dolinger
for a Report and Recommendation.

2. Report and Recommendation
On November 27, 2007, Magistrate Judge Dolinger issued
a Report and Recommendation (“the Report”), familiarity
with which is assumed. The Report recommended that the
Court grant in part and deny in part the motion. Specifically,
the Report concluded, in relevant part, that the Receiver has
standing to assert his legal malpractice claim and corporate
looting claim against all the Law Firms Defendants. The
Report also concluded that the Receiver has standing to bring
an aiding and abetting conversion claim against both Cohen
and Cohen & Werz, and a conversion and unjust enrichment
claim against Cohen.

3. Objections to the Report
The parties' principal objections to the Report address
whether the Receiver has standing to assert his legal
malpractice and looting claims against the Law Firm

Defendants. 5  Law Firm Defendants argue that Receiver does
not have standing to pursue any fraud-based claims against
the Defendants. The Receiver counters that it is not bringing
fraud-based claims and that, even if it were bringing fraud
claims, it has standing to bring these claims against the Law
Firm Defendants.

4. Dismissal Order
*3  On March 28, 2008, the Court granted Law Firm

Defendants' motion to dismiss in its entirety. In so doing,

the Court deviated from the Report's recommendations. 6  In
the Dismissal Order, the Court found that “[b]ecause all of
the Receiver's claims against the Law Firm Defendants are
based on allegations they assisted the Individual Defendants
in committing fraud, the Receiver lacks standing to assert any
of those claims.” (emphasis added).

In reaching this conclusion, the Court relied upon a line of

cases beginning with Shearson Lehman Hutton, Inc. v.
Wagoner, 944 F.2d 114 (2d Cir.1991). The Second Circuit
in Wagoner articulated the now well-settled principle that a
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bankruptcy trustee has standing to assert only those claims
that the bankrupt corporation itself could have brought. Id.
at 118. The Court, in granting the Law Firm Defendants'
Motion to dismiss, relied upon Wagoner and its progeny,
for the proposition that a bankrupt corporation, and by
extension, an entity that stands in the corporation's shoes,
lacks standing to assert claims against third parties for
defrauding the corporation where the third parties assisted

corporate managers in committing the alleged fraud. 7  See

In re Bennett Funding Group, Inc., 336 F.3d 94, 99–100
(2d Cir.2003).

The Court, in deciding that the Receiver lacked standing
under the Wagoner rule, rejected the Receiver's argument
that the “adverse interest exception” to the Wagoner rule
was applicable. The Court wrote that the adverse interest
exception states that if an individual corporate principal
has “totally abandoned [the corporation's] interests and
[is] acting entirely for his own or another's purpose,” the
Wagoner rule does not apply. (emphasis added). “In those
circumstances[,] ... the corporation has standing to assert
claims against the third party that assisted the corporate agent
in defrauding the corporation.”

The Court found that the adverse interest exception was
inapplicable in this case because the Individual Defendants
had not totally abandoned the interests of the corporation. The
Court stated:

As pleaded in the Complaint, the
Individual Defendants' misconduct
provided at least some financial
benefit to the Cobalt entities ....
Therefore, the Complaint alleges that
the Individual Defendants did not
totally abandon [ ] the interest of
the corporation, and were not acting
entirely for their own or another's
purposes.

Accordingly, the Court concluded that the adverse interest
exception did not apply, and that Law Firm Defendants'
motion to dismiss should be granted.

4. In re CBI Holding Co. Decision

On June 16, 2008, less than three months after the Court
issued the Dismissal Order, the Second Circuit issued

Bankruptcy Services, Inc. v. Ernst & Young (In re CBI
Holding Co.), 529 F.3d 432 (2d Cir.2008). In In re CBI
Holding Co., the Second Circuit considered the question
at issue in the Dismissal Order—whether the corporation's
managers can be deemed to have totally abandoned the
interest of the corporation, and, thus whether the adverse
interest exception to the Wagoner rule applies.

*4  In In re CBI Holding Co., the principal managers for CBI
Holding Companies, Inc. and its subsidiaries (collectively,
“CBI”) engaged in inventory fraud during fiscal years 1992
and 1993 as part of a scheme to deceive the company's

lenders. Id. at 439–440. During that period, Ernst &
Young (“E & Y”), the accountants for CBI, stated that
CBI's consolidated financial statements fairly presented CBI's

financial position. Id. at 440.

CBI filed for bankruptcy in 1994. The United States
Bankruptcy Court for the Southern District of New York
appointed Plaintiff–Appellant Bankruptcy Services, Inc.
(“BSI”) as the dispersing agent for CBI. BSI brought
seven claims against E & Y, including fraud, negligent
misrepresentation, breach of contract, and breach of fiduciary
duty.

After a seventeen-day bench trial, the bankruptcy court held
that CBI had standing to pursue these claims against E & Y.
The bankruptcy court made a factual finding that the adverse-
interest exception to the Wagoner rule applied because CBI's
managers had totally abandoned CBI's interests.

Subsequently, the district court reversed the bankruptcy
court's decision that BSI had standing to pursue the fraud
claims against E & Y. In reaching this conclusion, the district
court relied in part on its finding that there was “some
evidence that various corporate purposes were served by the
managers' acts of fraud” and, therefore, the fraud was not
exclusively in the managers' interest. Id. at 446. Accordingly,
the district court found that the adverse interest exception did
not apply.

The Second Circuit reversed the district court's finding that
BSI does not have standing to assert fraud claims against
CBI. The Second Circuit explained that the bankruptcy court
concluded as a matter of fact that CBI's management had
totally abandoned CBI's interests, as required for the “adverse
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interest exception to be satisfied.” Id. at 449. Accordingly, the
district court in reviewing the bankruptcy court's conclusion
that CBI's managers had totally abandoned CBI's interest, had
only one question to consider: “[W]hether the bankruptcy
court's factual finding of total abandonment was clearly
erroneous.” Id. at 449.

The Second Circuit found that the bankruptcy court's
finding was not clearly erroneous and, accordingly, BSI
had standing to pursue fraud claims against E & Y. In
reaching this conclusion, the Second Circuit considered
whether evidence that “various corporate purposes were
served by the managers' acts of fraud” necessarily meant
that the managers could not have totally abandoned the
interest of the corporation. Id. at 551 (internal quotations
and citations omitted). The Second Circuit explained that
the pertinent inquiry into whether managers have totally
abandoned the interest of the company is an inquiry into
the intent of the managers who engaged in the misconduct.
Id. Therefore, “[e]vidence that CBI actually benefitted from
CBI's management's fraud does not make the bankruptcy
court's finding that CBI's management did not intend to
benefit the company clearly erroneous.” Id. (emphasis added).

5. Motion for Reconsideration
*5  On December 5, 2008, the Receiver filed a Motion for

Reconsideration. The Receiver argued that the Court should
reconsider its Dismissal Order because the Second Circuit's
decision in In re CBI Holding Co. constitutes an intervening
change of controlling law. Certilman and Lum Defendants
filed timely objections to the Motion for Reconsideration.

II. Motion for Reconsideration
For the following reasons, the Court grants the Receiver's
motion for reconsideration; failure to do so would result in
clear error.

A. Legal Standard
Under Federal Rule of Civil Procedure (“Rule”) 54(b), a
Court's order or decision “is subject to revision at any time
before the entry of judgment.” A party to the action can
request a revision by filing a motion for reconsideration. Fed.
R. Civ. 54(b).

The Second Circuit has explained that the Court should
limit Rule 54(b) revisions to instances in which “there is
an intervening change of controlling law, the availability of

new evidence, or the need to correct a clear error or prevent

a manifest injustice.” Official Comm. of the Unsecured
Creditors of Color Tile, Inc. v. Coopers & Lybrand, LLP,
322 F.3d 147, 167 (2d Cir.2003). Therefore, the Court will
grant a motion for reconsideration only if the moving party
demonstrates that one of these scenarios exists.

B. Parties' arguments
The Second Circuit's ruling that evidence that CBI benefitted
from the management's fraud does not preclude a finding
that the management has totally abandoned the interest of the
company, is central to the instant case.

The Receiver argues that this ruling constitutes an intervening
change of controlling law because it modifies the standard
for assessing whether a corporation's principal has “totally
abandoned” the corporation's interests. The Law Firm
Defendants contend that the Second Circuit's decision in In
re CBI Holding Co . does not modify the Wagoner rule, and
by extension the adverse interest exception; instead the case
is “merely a standard-of-review case, holding that a District
Court conducting an appellate review of a bankruptcy court
ruling should not disturb the lower court's factual findings
and substitute its own de novo findings.” The Court finds
that neither of the parties accurately characterizes the Second
Circuit's discussion of the total abandonment standard in In
re CBI Holding Co.

C. Analysis
The Second Circuit in In re CBI Holding Co. applies
a total abandonment standard that is consistent with the
standard previously articulated by New York State courts,
the authority on the standard for assessing imputation under
the Wagoner rule. The Second Circuit does not suggest that
it is modifying the pertinent law. The Second Circuit states
that “it is important to remember that the ‘total abandonment’
standard looks principally to the intent of the managers

engaged in misconduct.” In re CBI Holding Co. 529 F.3d

at 451 (emphasis added) (citing Capital Wireless Corp.
v. Deloitte & Touche, 216 A.D.2d 663, 627 N.Y.S.2d 794
(App.Div.1995) (“[T]he issue [is] whether mismanagement
of [the company] was the vehicle by which [the manager]
intended to advance his own interest or whether it was simply
incidental to his continued efforts to retain some economic
viability in the company.”)).
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*6  The Second Circuit concluded that a court can find that
a corporation's manager “totally abandoned” a corporation's
interests even if the manager's actions also benefitted the
corporation, because the relevant inquiry is whether the
manager intended to benefit the corporation.

The Court recognizes that the Second Circuit thereby
rejected this Court's interpretation of the total abandonment
requirement. Therefore, the Court must reconsider its
Dismissal Order, in which it found that the Receiver did not
have standing because the managers' conduct resulted in a
financial benefit to Cobalt. Failure to reconsider the Dismissal
Order would result in clear error. Accordingly the Court
GRANTS the Receiver's motion for reconsideration.

III. Law Firm Defendants' Motion to Dismiss
Because the Court has granted the motion for reconsideration,
the Court now must reconsider certain standing arguments
raised in the Defendants' motion to dismiss. The Court must
reconsider whether the Receiver has standing to bring the
following claims: (1) legal malpractice and corporate looting
claims against all the Law Firm Defendants; (2) breach
of fiduciary duties, breach of contract, aiding and abetting
conversion, aiding and abetting breach of fiduciary duties,
and aiding and abetting fraud claims against Cohen and
Cohen & Werz; and (3) conversion and unjust enrichment
claims against just Cohen.

Underlying all these claims is the question of whether the
Receiver has standing to bring fraud-based claims against

the Law Firm Defendants. 8  More specifically, the crux of
the issue before the Court is whether the adverse interest
exception to the Wagoner rule applies here, and if so, whether
the sole actor rule to the adverse interest exception also
applies.

After carefully reviewing the Report, the parties' objections,
and the parties' briefing in conjunction with the motion for
reconsideration, the Court finds, as did the Report, that the
adverse interest exception to the Wagoner rule is applicable.
Accordingly, the Court finds that the Receiver has standing to
bring the following claims: (1) legal malpractice and looting
claims against all the Law Firm Defendants; (2) aiding and
abetting conversion claim, breach of fiduciary duties, and
breach of contract claims against both Cohen and Cohen &
Werz; and (2) conversion and unjust enrichment claim against
just Cohen.

A. Legal Standard
Law Firm Defendants have moved to dismiss the complaint
on standing grounds pursuant to Rule 12(b)(6). The Court
must “accept[ ] as true the factual allegations in the complaint

and draw[ ] all inferences in the plaintiff's favor.” Scutti
Enters., LLC v. Park Place Entm't Corp., 322 F.3d 211, 214
(2d Cir.2003). To survive a motion to dismiss, plaintiff's
allegations “must be enough to raise a right to relief above

the speculative level.” Bell Atlantic Corp. v. Twombly, 550
U.S. 544, 127 S.Ct. 1955, 1965, 167 L.Ed.2d 929 (2007).
The Court may not dismiss an otherwise adequately pleaded
complaint “based on [the Court's] assessment that the plaintiff
will fail to find evidentiary support for his allegations or prove

his claim to the satisfaction of the factfinder.” Id. at 1969
n. 8.

B. The Receiver's Standing
*7  The Court in assessing whether the Receiver has standing

to bring fraud-based claims against Law–Firm Defendants,
considers the applicability of the Wagoner rule and its

exceptions. 9  In particular, the Court analyzes whether the
adverse interest exception to the Wagoner rule applies, and
whether the sole actor rule, an exception to the adverse
interest rule, defeats standing. For the following reasons, the
Court concludes that the Receiver has standing to bring fraud-
based claims against Law Firm Defendants.

1. Adverse Interest Exception to Wagoner Rule after
Second Circuit's decision in In Re CBI Holding Co.

As discussed above in the context of the motion for
reconsideration, the adverse interest exception is a narrow
exception to the Wagoner rule that is applicable only when
“the [manager] totally abandoned [the corporation's] interests
and [acted] entirely for his own or another's purposes.”

Center v. Hampton Affiliates, Inc., 66 N.Y.2d 782, 784–85,
497 N.Y.S.2d 898, 488 N.E.2d 828 (1985) (emphasis added).
Courts assess whether a manager has totally abandoned the
interest of the corporation through a fact-based inquiry into

the managers' intent. In re CBI Holding Co., Inc., 529 F.3d
at 448. If a Court finds that the adverse interest exception
to the Wagoner rule applies, the corporation has standing to
assert claims against a third-party that assisted the corporate

agent in defrauding the corporation. In re Bennett Funding
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Group, 336 F.3d at 100 (citing Wight v. BankAmerica
Corp. ., 219 F.3d 79, 87 (2d Cir.2000).

2. The Sole Actor Rule
Courts have recognized an exception to the adverse interest
exception—the sole actor rule. The sole actor rule requires
that a court consider the identities of the principal, which
is often the corporation, and the agents, which are often the
managers and officers.

The Second Circuit explains “where the principal and agent
are one and the same, the adverse interest exception is itself

subject to an exception styled the ‘sole actor’ rule.” In re
Mediators, Inc. v. Manney (In re Mediators, Inc.), 105 F.3d

822, 827 (2d Cir.1997); In re CBI Holding Co., 529 F.3d at
453 n. 9. The sole actor rule “imputes the agent's knowledge to
the principal notwithstanding the agent's self-dealing because
the party that should have been informed was the agent itself

albeit in its capacity as principal.” 10  In Re Mediators, Inc.,
105 F.3d at 827.

If, however, a corporation has owners or managers who were
innocent of the fraud and could have stopped the fraud if
they had been aware of the it, the sole actor rule does not

apply. 11  In re CBI Holding Co., Inc., 311 B.R. at 373;

In re CBI Holding Co., 529 F.3d at 453. In that latter
circumstance, the corporation is not a monolith that can be
assumed to be aware of the agent's fraudulent conduct and to

be expressly endorsing the agent's conduct. See In re CBI
Holding Co., 311 B.R. at 373 (“[W]hen the innocent insiders
possessed the authority to stopped the fraud, the ‘sole actor
rule’ does not apply, because the culpable agents who had
totally abandoned the interests of the principal, and were thus
acting outside of the scope of their agency, were not identical
to the principal.”). Therefore, the sole actor rule would be
inapplicable.

3. Report's Analysis of Adverse Interest Exception and
Sole Actor Rule

*8  The Report stated that “the alleged action of Cobalt
principals in looting Cobalt appears to fit within the ‘adverse
interest’ exception” to the Wagoner rule. The Report then
addressed the question of whether the sole actor rule to the
adverse interest exception applied. The Report concluded that

a determination as to whether the sole actor rule applied could
not be made at the motion to dismiss stage.

4. Parties' Response to Report
The Receiver argues that the Report correctly concluded that
it has standing to bring claims against Law Firm Defendants
because (1) Cobalt's managers, Shapiro, Stitsy, and Foster,
totally abandoned Cobalt's interests, thus triggering the
adverse interest exception to the Wagoner rule, and (2) the
sole actor rule is inapplicable because Cobalt's innocent
shareholders could have stopped the fraud by removing
the managers had the fraud been disclosed by Law Firm

Defendants. 12  Accordingly, the Receiver asserts that the
Report correctly concluded that Law Firms Defendants'
motion to dismiss should not be granted.

Law Firm Defendants argue that the adverse interest
exception to the Wagoner rule is inapplicable because the
managers created Cobalt expressly for fraudulent purposes.
According to Law Firm Defendants, companies established
by managers who have an entirely fraudulent intent are not
subject to the adverse interest exception because the agents
are carrying out the founders' objectives.

The Law Firm Defendants assert that even if the Court were
to find that the adverse interest exception applies, the Court
should nonetheless find that the Receiver does not have
standing. The Law Firm Defendants assert that under the
sole actor rule the power of the shareholders to remove the
managers is legally irrelevant because all the managers are
alleged to have been involved in the fraud and, thus, the
corporation was effectively a monolith.

5. Analysis
For the following reasons, the Court adopts the Report's
recommendation that the adverse interest exception to the
Wagoner rule is applicable, and that the sole actor rule does

not apply. 13

a. Adverse Interest Exception
The Court evaluates whether the adverse interest exception
to the Wagoner rule applies by considering whether Stitsky,
Foster, and Shapiro intended to totally abandon the interests of
Cobalt when they engaged in the fraudulent conduct detailed

in the Complaint. See In re CBI Holding Co., 529 F.3d
at 451. The Court, accepting all factual allegations in the
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complaint as true and drawing all inferences from those
allegations in the light most favorable to the Receiver, finds
that the Cobalt managers intended to totally abandon the
interests of Cobalt, or in the alternative, that the Court cannot
find as a matter of law that they did not intend to totally
abandon the interests of Cobalt.

The stated objective of Cobalt was the “acquisition and
development of residential apartment properties ranging in
size from approximately 115 to 500 units and vacant land
suitable for development of multifamily units.” Consistent
with Cobalt's stated objective, Cobalt purchased at least two
real estate properties with investors' funds. Some of the
early Cobalt investors were paid the promised 8% returns,
which was funded with money acquired from Cobalt's newer
investors.

*9  The Receiver alleges that Cobalt managers engaged
in conduct that demonstrates an intent to abandon the
stated objectives of the corporation. The Cobalt managers
allegedly “deposited and caused others [including Law Firm
Defendants] to deposit all investor checks [in excess of $22
million] into various Cobalt bank accounts from which the
investor funds were either promptly spent or transferred
to other bank accounts” for the “personal benefit” of the
Individual Defendants. Specifically, Shapiro allegedly used
hundreds of thousands of dollars of investors' funds to pay
for his “numerous expensive sports cars,” for construction
work on his home, and for access to a condominium in Miami
Beach, Florida. Stitsky and Foster allegedly both established
trusts for themselves and others through which they siphoned
hundreds of thousands of dollars of investors' money into
trusts for themselves.

These allegations support the Receiver's contention that
Shapiro, Stitsky, and Foster had the intent to totally abandon
Cobalt's interest.

The Court finds unavailing the Law Firm Defendants'
argument that the adverse interest exception is inapplicable
here because the managers set up a corporation expressly for
the purpose of defrauding outsiders. Law Firm Defendants
assert that fraudulent agents cannot be found to totally
abandon the interests of a corporation when the corporation
itself has a fraudulent purpose. Implicit in this argument
is the view that the interests of the corporation should be
defined solely by considering the interests of the managers,
and not by considering the interests of the shareholders as
well. Law Firm Defendants offer no compelling legal support

for this position. 14  Moreover, this position runs contrary to
basic principles of corporate law that take into account the
interests of the shareholders when defining the interest of

the corporation. 15  See Johh E. Moye, The Law of Business
Organizations ch. 6 (2005).

The Law Firm Defendants offer no other compelling reasons
why the Court should not find that the managers totally
abandoned the interests of the corporation. The Court,
therefore, finds the adverse interest exception applicable.

b. Sole Actor Rule
The Court now turns to the question of whether the sole
actor exception applies. The Law Firm Defendants argue that
the sole actor rule is applicable because the managers had
complete control over the day-to-day operations of Cobalt
and, thus, the managers and the corporation were one and
the same. The Receiver asserts that the managers' control
over Cobalt's day-to-day operations is legally irrelevant;
the managers, serving as agents, were not the same as
the shareholders, which constituted the principal. For the
following reasons, the Court finds that based on the
allegations presented at the motion to dismiss stage, the sole
actor rule is inapplicable.

Here, the corporation is the principal, with 300 allegedly
innocent shareholders, and the agents are the allegedly
fraudulent managers. The principal and agent are not one and
the same and did not share the same interest in perpetuating
fraudulent activity.

*10  The presence of an innocent person or entity that could
have stopped the fraud, as is the case here, defeats the sole

actor exception. In re CBI Holding Co., 311 B.R. at 373
(“When the innocent insiders possessed authority to stop
the fraud, the ‘sole actor rule’ does not apply, because the
culpable agents who had totally abandoned the interests of
the principal, and were thus acting outside of the scope of
their agency, were not identical to the principal.”); In re CBI
Holding Co., 529 F.3d at 543 n. 9.

The shareholders had the authority to stop the fraud, and
the Receiver alleges that they would have done so had they

known about it. Breeden v. Kirkpatrick & Lockhart, 268
B.R. 704, 710 (S.D.N.Y.2001) (“When the innocent insiders
possessed authority to stop the fraud, the ‘sole actor rule’
does not apply, because the culpable agents who had totally
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abandoned the interests of the principal, and were thus acting
outside of the scope of their agency, were not identical to the
principal.”). Therefore, the Court cannot view the actions of
managers as actions on behalf of the shareholders.

Law Firm Defendants argue that the sole actor rule can apply
even if the shareholders are not involved in the fraud if
the managers dominate and control a company, as they did

here. 16  Law Firm Defendants cite Arfa, 54 A.D.3d 543,
863 N.Y.S.2d 412, in support of their argument that when
managers dominate and control a company the sole actor rule

applies. 17  In Arfa, the First Appellant Division stated: “We
agree with the federal courts' articulation of the ‘sole actor’
rule, that the adverse interest exception does not apply if the
alleged wrongdoers were, at the time of their misconduct,
either the sole managers or the sole owners of the plaintiff
[corporation].” Id. (emphasis added).

The Court recognizes that some federal courts, including
those in the Second Circuit, have stated that the sole actor
rule applies when all of the managers are involved in the
fraud, even if the shareholders are not involved in the fraud.

See Grumman Olson Indus. v. McConnell (In re Grumman
Olson Indus.), 329 B.R. 411, 425 (Bankr.S.D.N.Y.2005);

Breeden, 268 B.R. at 710. In those decisions, the Courts
found that the fraudulent managers had complete control over
the corporation, and that there existed no persons or entities

that could have stopped the fraud. 18

The Court finds these decisions to be inapplicable. The Cobalt
managers did not have complete control over the corporation,
because the shareholders had the authority to remove the

managers. 19

The Court finds that the sole actor rule to the adverse interest
exception is inapplicable. Thus, the adverse interest exception
to the Wagoner rule is not defeated by the sole actor rule, and
the Receiver has standing to bring some of his fraud-based
claims against the Law Firm Defendants.

3. Scope of Standing
Having found that the Receiver's standing is not defeated
by the Wagoner rule, the Court adopts the Report's
recommendation that the Receiver has standing to bring
legal malpractice and looting claims against all the Law

Firm Defendants. 20  The Court also adopts the Report's

recommendation that the Receiver had standing to bring an
aiding and abetting conversion claim against both Cohen and
Cohen & Werz and a conversion and unjust enrichment claim
against just Cohen. The Court finds that the Receiver has
standing to bring claims for breach of fiduciary duties and

breach of contract against Cohen and Cohen & Werz. 21

*11  The parties have not objected to the Report's conclusion
that the following claims should be dismissed on the ground
that they are duplicative of the legal malpractice claims:
(1) breach of contract and breach of fiduciary duties claims

against Certilman Defendants and Lum Defendants; 22  (2)
aiding and abetting fraud and aiding and abetting breach
of fiduciary duties against Cohen, and Cohen & Werz.
Finding the Report's recommendation to be well-reasoned
and free of clear error on the face of the record, the Court
adopts the Report's recommendation to dismiss these claims.
Fed.R.Civ.P. 72(b) advisory committee's note; see also Nelson
v. Smith, 618 F.Supp. 1186, 1189 (S.D.N.Y.1985).

C. Adequacy of the Complaint
Law Firm Defendants argue that even if the Court finds that
the Receiver has standing to bring claims against the Law
Firm Defendants, the Complaint should still be dismissed for
failure to sufficiently plead the claims. More specifically, Law
Firm Defendants argue that the Receiver's claims are legally
deficient because the Receiver fails to allege injury, damages,

and causation. 23

After considering the merits of the Law Firm Defendants'
argument that the Receiver's claims are legally deficient, the
Report concluded that: (1) many of the Law Firm Defendants'
arguments in support of the motion to dismiss for failure to
state a claim “reprise the Wagoner issues regarding standing;”
and (2) the remaining arguments largely turn on factual issues
that cannot be resolved at this stage of the litigation. The
Report recommended that the Court deny the Law Firm
Defendants' motion to dismiss for failure to state a claim.

The Law Firm Defendants filed objections to this part of
the Report, none of which is compelling. The Law Firm
Defendants argue that the Report erred when it found that the
Complaint alleges injury and damages. The Court agrees with
the Report's conclusion that the Complaint adequately alleges
injury and damages when the Complaint states that Cobalt
lost assets and became liable to third-parties on account of the
Law Firm Defendants' malpractice.
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The Certilman Defendants also challenge the Report's
conclusion that the Complaint adequately alleges causation
and proximate causation. The Court finds Certilman
Defendants' objections unpersuasive. The Complaint
alleges that Certilman Defendants reviewed and approved
documents for Cobalt that they knew contained material
misrepresentations about the managers' criminal and
professional pasts and mismanagement of Cobalt's funds.
Without the benefit of discovery, the Court cannot reject the
Receiver's argument that Certilman Defendants' failure to
meet its fiduciary duties to inform Cobalt of this material
misrepresentation, was a proximate cause of Cobalt's injuries.

Accordingly, the Court adopts the Report's recommendation
to deny the Law Firm Defendants' motion to dismiss, finding
that the Receiver correctly concluded that the Receiver has
adequately pled the claims for which he has standing to bring.
Accordingly, none of the Receiver's claims are dismissed
pursuant to Rule 12(b)(6).

IV. Conclusion

*12  For the foregoing reasons, the Court GRANTS the
Receiver's motion for reconsideration (Docket Entry 75).
Upon reconsideration, the Court GRANTS Defendants'
motion to dismiss the following claims: (1) breach of contract
and breach of fiduciary duties claims against Certilman
Defendants and Lum Defendants; and (2) aiding and abetting
fraud and aiding and abetting breach of fiduciary duties
against Cohen, and Cohen & Werz. The Court DENIES
the Law Firm Defendants' motion to dismiss the following
claims: (1) legal malpractice and corporate looting claims
against all the Law Firm Defendants; (2) aiding and abetting
conversion, breach of fiduciary duties, and breach of contract
claims againstboth Cohen and Cohen & Werz; and (2)
coversion and unjust enrichment claims against just Cohen.

By July 28, 2009, the parties shall provide the Court a joint
proposed scheduling order.

SO ORDERED.

All Citations

Not Reported in F.Supp.2d, 2009 WL 2058530

Footnotes

1 The Court notes that the undersigned was the presiding judge in Ernst & Young v. Bankruptcy Servs. (In
re CBI Holding Co.), 318 B.R. 761 (S.D.N.Y.2004).

2 The Receiver also filed claims against the Individuals Defendants; those claims have been stayed pending
criminal proceedings against them.

3 In the Complaint, the Receiver notes that Cobalt had two different classes of shareholders—Class A and
Class B shareholders. The Receiver provides additional details about the shareholders and their authority in
the briefing accompanying the Motion for Reconsideration. Because the Law Firm Defendants have had an
opportunity to meaningfully respond to these factual allegations and the corresponding arguments, the Court
considers all of the Receiver's allegations and arguments.

4 References to “breach of fiduciary duties” encompasses the Receiver's claims for breach of fiduciary duty
and breach of duty of loyalty.

5 The Court must review de novo those portions of the Report to which timely written objections have been

filed. 28 U.S.C. § 636(b)(1) (2008); Fed.R.Civ.P. 72(b).
6 For the reasons discussed below, the Court finds that the Report's analysis was more consistent with the

Second Circuit's standing doctrine than the Court's analysis was in the Dismissal Order.
7 This proposition is generally referred to as the “Wagoner rule,” and is rooted in the principle that agents are

generally acting in the interests of the principal.
8 The Court finds no basis for reconsidering its conclusion in the Dismissal Order that (1) the Court has

supplemental jurisdiction over the Receiver's claims; and (2) the Receiver is authorized to bring lawsuits on
Cobalt's behalf.
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9 The Court, like the Report, finds unavailing the Receiver's claim that his claims are not fraud-based, but rather
constitute negligence and malpractice claims that are entirety distinct from allegations of fraud. The Receiver's
claims against the Law Firm Defendants are so intertwined with the alleged fraud of Cobalt's managers,
that the Court must analyze the applicability of the Wagoner rule in order to decide whether the Receiver

has standing to bring its claims against Law Firm Defendants. See In re CBI Holding Co., 529 F.3d at
448 (explaining that “breach of contract, negligence, and fraud, when committed by auditors, are a single
form of wrongdoing under different names, and therefore, under the logic of Wagoner, a bankruptcy trustee
does not have standing to bring any claims related to professional malpractice in the context of cooperative

wrongdoing between the debtor and its auditors”) (internal citations omitted); Hirsch v. Arthur Anderson &
Co., 72 F.3d 1085 (2d Cir.1995) (applying the Wagoner rule to preclude a bankruptcy trustee from asserting
certain claims against third parties that are based in fraud, but are denominated as claims other than fraud
(e.g., malpractice or breach of contract)).

10 The principal need not be only one person for the sole actor rule to apply. The sole actor rule can apply to a
corporation that is controlled by “multiple people, so long as all of them were involved together in the fraud

against the corporation.” In re CBI Holding Co., Inc., 311 B.R. at 373; See In re CBI Holding Co. ., Inc.,
529 F.3d at 453 n. 9 (finding that the sole actor rule does not apply because the managers were not the
sole shareholders of the corporation, and there were no findings that the shareholders were complicit in the
fraud); 546–552 W. 146th St. LLC v. Arfa, 54 A.D.3d 543, 863 N.Y.S.2d 412, 414 (App.Div.2008).

11 Both the undersigned and the Second Circuit have declined to recognize an innocent insider exception as

directly defeating the Wagoner rule. In re CBI Holding Co., 311 B.R. at 371 (noting that some courts “have
found applicable a second exception to the Wagoner rule (i.e., an exception to a presumption of imputation),
separate and apart from the adverse interest exception,” but declining to recognize this second exception).

In re Bennett Funding Group, Inc. 336 F.3d at 101; In re CBI Holding Co., 529 F.3d at 447 n. 5.
12 Cobalt had over 300 shareholders with Class A Membership Interests. Pursuant to Cobalt's bylaws, Class A

shareholders had the right to call meetings and vote on certain matters. Specifically, Class A shareholders
had the right to remove Cobalt managers for a willful or grossly negligent violation of any provision of Cobalt's
governing documents.

13 The Court's analysis differs from the Report's to the extent that the Court does not consider whether Cobalt's

general counsel was an “innocent insider” who could have ended the fraud had she known about it. See In
re CBI Holding Co., 311 B.R. at 371. Because the Court finds that the presence of the shareholders with
the authority to remove the managers defeats the sole actor rule, the Court need not reach the question of
whether the allegedly innocent general counsel could have stopped the fraud.

14 Law Firm Defendants' reliance on the following decisions is misplaced: Hirsch, 72 F.3d 1085, In Re
Bennett Funding Group, Inc. 336 F.3d 94, and American Tissue, Inc. v. Arthur Anderson, L.L.P., No. 02–7751,
2003 U.S. Dist. LEXIS 22137 (S.D.N.Y. Dec. 3, 2003). These decisions do not support the proposition that
the interests of a corporation should be defined solely by the interests of the managers when the corporation
has shareholders with some supervisory powers, such as the power of removing managers.

15 The Court construes Law Firm Defendants' argument as effectively a request to create a new exception to
the Wagoner rule—an exception that states that when a corporation's managers create a corporation with
an entirely fraudulent intent, the adverse interest exception to the Wagoner rule does not apply.
The sole actor rule, for reasons addressed below, provides a mechanism for assessing whether the interests
of the fraudulent managers and the corporation they create are one and the same. If, as Law Firm Defendants
contend, the fraudulent managers and the fraudulent corporation have the same interests, then the sole actor

rule will preclude the Receiver's standing to bring legal malpractice claims. See In re Bennett Funding
Group, 336 F.3d at 101. If, however, the interests of the corporation, which includes the interests of the
shareholders, diverge from the interests of the fraudulent managers, the Receiver should not necessarily
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be precluded from asserting the adverse interest exception to the Wagoner rule just because the founding
managers had a fraudulent intent from the outset.

16 The parties do not dispute that Shapiro, Stitsky, and Foster dominated and controlled the Cobalt entities'
day-to-day transactions.

17 Law Firm Defendants recognize that the issue of imputation is a state law question.
18 Law Firm Defendants do not cite, and the Court has not found, any cases in which the shareholders had the

authority to remove the managers and yet the Court nonetheless applied the sole actor rule.
19 Law Firm Defendants contend that the fraudulent offering documents were circulated before the shareholders

became involved in Cobalt, and, therefore, the shareholders could not have stopped the fraud had they
been aware of it. The allegations in the complaint indicate that while some of the fraud did occur before the
shareholders invested in Cobalt, the fraud was ongoing and extended for over a year after the shareholders
invested in Cobalt. Because the shareholders were in a position to stop the fraud while the fraud was ongoing,
the Court rejects the Law Firm Defendants' argument that the shareholders could not have stopped the fraud.

20 The Report concluded that the Receiver's legal malpractice claims against the Law Firm Defendants should
be limited to (1) recovering the fees and other payments Cobalt paid for the provision of professional services
that were deficient, and (2) the alleged looting of the Cobalt entities' corporate assets. The Report states that
the remaining legal malpractice claims belong to the defrauded investors.
Neither party has suggested that the legal malpractice and looting claims should be limited in this manner.
Accordingly, the Court finds no reason to impose such a limitation at this stage and declines to do so.

21 The Report recommended that the Court dismiss the breach of contract and breach of fiduciary duties against
Cohen and Cohen & Werz on the ground that they are duplicative of the malpractice claims. The Receiver
objects to the Report's recommendation. The Receiver contends that Cohen, and by extension Cohen &
Werz, committed malpractice in their capacity as counsel for Cobalt. The Receiver also asserts that Cohen,
and by extension Cohen & Werz, are liable for breach of contract and breach of fiduciary duties in Cohen's
capacity as trustee for Vail.
The Court agrees with the Receiver that given Cohen's role as both counsel and trustee, the breach of
contract and breach of fiduciary duties claims are not necessarily duplicative of the legal malpractice claims.
Therefore, the Court declines to adopt the Report's recommendation to dismiss the breach of contract and
breach of fiduciary duties claims against Cohen and Cohen & Werz.

22 The Report found that these claims were duplicative of the malpractice claims.
23 The Court did not reach these issues in the Dismissal Order because the Court dismissed the Receiver's

claims for lack of standing.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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RANCHER ENERGY CORP., et al.
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Corp., et al.

PROCEEDINGS (IN CHAMBERS): ORDER
DENYING MOTION TO DISMISS [51] [52]

THE HONORABLE DAVID O. CARTER, JUDGE

*1  Before the Court is Defendant's renewed Motion
to Dismiss (Dkts. 51, 52). The Court finds this matter
appropriate for resolution without oral argument. See Fed.
R. Civ. P. 78; L.R. 7-15. Having considered the moving and
opposing papers and the entirety of the record, the Court
DENIES the motion.

I. BACKGROUND
The Court described fully the facts of the case in its
prior order. Plaintiffs Frank W. Cutler et al. (“Plaintiffs”)
brought this lawsuit against Defendants Rancher Energy
Corp. (“Rancher”) and John Works (CEO of Rancher) based
on representations made to Plaintiffs regarding investments.

After an initial Motion to Dismiss by Defendant Works,
the Court dismissed without prejudice Plaintiffs' negligent
misrepresentation claim. See Order, March 11, 2014 (Dkt.
44). The Court found that Plaintiffs had failed to sufficiently
allege the lack of reasonable grounds for belief in the alleged
misrepresentations' truth. Id. at 11.

Plaintiffs filed a Third Amended Complaint (“TAC”) on
March 25, 2014 (Dkt. 47). Defendants filed the instant motion
on April 15, 2014, alleging that Plaintiffs did not cure the
deficiency in their Second Amended Complaint.

II. LEGAL STANDARD
Under Federal Rule of Civil Procedure 12(b)(6), a complaint
must be dismissed when a plaintiff's allegations fail to
set forth a set of facts which, if true, would entitle the

complainant to relief. Bell Atl. Corp. v. Twombly, 550 U.S.

544, 555 (2007); Ashcroft v. Iqbal, 556 U.S. 662, 679
(2009) (holding that a claim must be facially plausible in order
to survive a motion to dismiss). The pleadings must raise the
right to relief beyond the speculative level; a plaintiff must
provide “more than labels and conclusions, and a formulaic
recitation of the elements of a cause of action will not do.”

Twombly, 550 U.S. at 555 (citing Papasan v. Allain,
478 U.S. 265, 286 (1986)). On a motion to dismiss, this court
accepts as true a plaintiff's well-pled factual allegations and
construes all factual inferences in the light most favorable

to the plaintiff. Manzarek v. St. Paul Fire & Marine Ins.
Co., 519 F.3d 1025, 1031 (9th Cir. 2008). The court is not
required to accept as true legal conclusions couched as factual

allegations. Iqbal, 556 U.S. at 678.

Dismissal without leave to amend is appropriate only when
the court is satisfied that the deficiencies in the complaint

could not possibly be cured by amendment. Jackson v.

Carey, 353 F.3d 750, 758 (9th Cir. 2003); Lopez v. Smith,
203 F.3d 1122, 1127 (9th Cir. 2000) (holding that dismissal
with leave to amend should be granted even if no request
to amend was made). Rule 15(a)(2) of the Federal Rules of
Civil Procedure states that leave to amend should be freely
given “when justice so requires.” This policy is applied with

“extreme liberality.” Morongo Band of Mission Indians v.
Rose, 893 F.2d 1074, 1079 (9th Cir. 1990).

III. ANALYSIS
Plaintiffs added allegations in the TAC that are very similar
to the text of a California Court of Appeal case cited in the
Court's prior order. The additional allegations are, essentially,
as follows
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*2  38. Plaintiffs are informed and
believe and based thereon allege
that the representations, promises,
assurances and expressions of opinion
by defendant Works were false at
the time they were made, and
that he made them negligently,
carelessly and recklessly with no
reasonable grounds for believing they
were true. Defendant Works, as a
corporate officer and director, lacked
reasonable grounds for believing that
the substance of his statements,
representations, promises, assurances
and expressions of opinion were
true because he failed to utilize the
degree of skill, prudence and diligence
commonly possessed by corporate
officers and corporate directors, and
if he had utilized such skill, prudence
and diligence, he would not have
made such statements, representations,
promises, assurances and expressions
of opinion.

TAC ¶ 38. Plaintiffs pull the bulk of this language from

B.L.M. v. Sabo & Deitsch, 55 Cal. App. 4th 823, 835
(1997). Defendants argue that this addition does not actually
articulate new facts. Further, Defendants point out that the
Sabo & Deitsch case is irrelevant to the present motion
because the case is a California case decided before Iqbal and
Twombly. The Court agrees that the case is not directly on
point nor is it binding authority. However, the Court finds
the minimal additions sufficient to bring Plaintiffs' allegations
over the Iqbal burden. The Second Amended Complaint
already described in detail the allegedly false facts and their
allegedly truthful counterparts. Plaintiffs' additions provide
some explanation of why Defendant Works' belief in these
representations' truthfulness was unreasonable. The Court
therefore DENIES the motion to dismiss.

IV. DISPOSITION
Accordingly, the Court DENIES Defendant's Motion to
Dismiss.

The Clerk shall serve this minute order on the parties.

All Citations

Not Reported in Fed. Supp., 2014 WL 12599602

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Tashima, District Judge, Presiding.

Synopsis
C.D.Cal.

AFFIRMED.

Procedural Posture(s): On Appeal.

Before TANG, KOZINSKI and TROTT, Circuit Judges.

MEMORANDUM *

*1  As part of a scam to defraud the Small Business
Administration (“SBA”), Young Kyun Shin signed a
promissory note for $100,000 to Lasung Investment and
Finance Co. (“Lasung”), in return for $100,000 loaned to
Shin by Lasung through Lasung's president, Jung S. Lee.
Shin subsequently transferred $100,000 not to Lasung, but
to two other companies owned by Lee. Lasung was put in
receivership by the SBA, and the receiver sued Shin on the
note. The district court entered judgment for the receiver. Shin

appeals. We have jurisdiction, 1  and we affirm.

Federal common law “governs questions arising under the

SBA....” Great Southwest Life Ins. Co. v. Frazier, 860 F.2d
896, 899 (9th Cir.1988). This circuit usually adopts the state

rule as the federal rule. Id. at 900. The parties tried the
case using California substantive law. We review de novo

a district court's determination of state law, State Farm
Fire & Casualty Co. v. Estate of Jenner, 874 F.2d 604, 606
(9th Cir.1989), and federal common law, see United States v.
Pastos, 781 F.2d 747, 749 (9th Cir.1986).

I

Shin claims the promissory note is void under California
law because “the sole objective of the promissory note[ ]
sued upon was an illegal scheme of Lasung” to defraud the

SBA. 2  Shin claims this issue was raised in the court below,
and cites to the Pre–Trial Order to support his claim. The
designated provision of the Pre–Trial Order relates to a tort
theory of liability, not to the legality of the underlying note;
Shin's other citations to the record are inapposite. The district
court's findings of fact and conclusions of law likewise do not
address illegality. The issue was not raised below, and we will

not consider it. See Winebrenner v. United States, 924 F.2d
851, 856 n. 7 (9th Cir.1991).

II

Shin claims the note was not a valid contract, and was not
breached. The elements of a breach of a promissory note
are the same as any breach of contract: execution (offer and
acceptance), receipt of the loan proceeds (consideration), and
failure to repay the payee (breach). See Swanson v. Skiff, 92
Cal.App.3d 805, 808–09 (1979). Shin concedes he received
from Lee a $100,000 cashier's check, and that he signed a
promissory note and other loan documentation to Lasung
for the same amount. This constitutes an execution of the
note, and consideration for the note. See Cal.Civ.Code §
1614 (West 1982) (written instrument creates presumption

of consideration). 3  Shin also concedes he did not repay any
of the note to Lasung, and that the outstanding balance on
the note was $88,857.52. This constitutes breach of the note.
See Cal.Evid.Code § 635 (West 1986) (creditor's possession
of notes creates presumption of nonpayment by debtor);

Light v. Stevens, 113 P. 659, 660–61 (Cal.1911) (in bank)
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(same). The district court concluded there was execution,
consideration, and breach. We agree.

Shin argues he repaid the note under Cal.Civ.Code § 1476
(West 1982) by transferring $100,000 to two of Lee's
companies. However, § 1476 relieves the debtor of his
obligation only “[i]f [the] creditor ... directs the debtor to” pay
the third party. Lasung was the creditor, and did not direct
Shin to pay Lee. Shin argues Lee was acting with Lasung's
authority, and Lee's representations bound Lasung. However,
an agent colluding with a third party does not have authority to

defraud the principal. Meyer v. Glenmoor Homes, Inc., 246
Cal.App.2d 242, 264 (1966). Accordingly, Lee's instructions
to Shin to pay $100,000 to Lee, and Shin's payment to Lee,
did not discharge Shin's debt to Lasung. See Cal.Civ.Code §
1488 (West 1982) (ordinarily, debtor must repay creditor, not
a third party).

III

*2  Shin argues he is not liable on the note because he
was an accommodator. He claims he was the accommodation
party, Lasung was the party accommodated, and, under
Cal.Com.Code § 3415 (West 1964), he cannot be liable to
Lasung. Section 3415(1) provides: “An accommodation party
is one who signs the instrument in any capacity for the
purpose of lending his name to another party to it.”

We will not apply the accommodation defense in these

circumstances. We decline Shin's invitation to follow First
Nat'l Bank of Reedley v. Reed, 244 P. 368 (Cal.1926), and

Lepori v. Hilson, 293 P. 86 (Cal.Ct.App.1930).  Reed is
distinguishable because it expressly relied on a trial-court

finding of no consideration for the disputed note, Reed,

244 P. at 370; Lepori was decided by a state intermediate
appellate court. Both cases were decided more than sixty
years ago, prior to the U.C.C. In any event, whatever the
status of Reed and Lepori as a matter of California law, we
will not adopt their questionable rule as a matter of federal

common law. See Great Southwest, 860 F.2d at 899. Shin
was a knowing participant in a transaction designed to defraud
the SBA. The accommodation defense, designed to foster
legitimate commercial transactions, does not apply to him.

IV

The district court granted the SBA receiver one-third of her
total request for attorney's fees, $19,201.73, because she
prevailed only on claim stemming from the $100,000 note,
not on a claim related to another promissory note, and not
on her tort theories. Shin claims the award of attorney's
fees must be reversed because “plaintiff below simply
refused to segregate work done” between the successful and
unsuccessful claims.

“ ‘An experienced trial judge is the best judge of the value
of professional services in his court [and his judgment] will

not be disturbed unless ... it is clearly wrong.’ ” Diamond
v. John Martin Co., 753 F.2d 1465, 1467 (9th Cir.1985)
(construing California law) (citation omitted; alterations in
Diamond ). Here, although the SBA receiver did not allocate
her fees, the court did. There was no clear error.

AFFIRMED.

All Citations

956 F.2d 274, 1992 WL 33930 (Table)

Footnotes

* This disposition is not appropriate for publication and may not be cited to or by the courts of this circuit except
as provided by 9th Cir.R. 36–3.

1 Shin's notice of appeal was filed fifty-eight days after judgment was entered. The SBA receiver claims the
notice of appeal was untimely pursuant to Fed.R.App.P. 4(a)(1), which prescribes a thirty-day time limit for
appeals in disputes between private parties, and a sixty-day time limit when the United States or one of its
agencies is a party.
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The SBA receiver admits she represents an “agency of the United States,” but claims the thirty-day time limit
should control because “the real party in interest is Lasung....” This claim lacks merit: the SBA took over
Lasung, and sued Shin in order to recover the money it gave to Lasung. Indeed, as the SBA receiver properly
admits, “Plaintiff, the SBA, [is] the defrauded party....” We apply the sixty-day time limit from Fed.R.App.P.
4(a)(1), and find the notice of appeal was timely.
A related issue concerns Shin's admitted violation of 9th Cir.R. 28–2.2, which requires briefs to state the basis
for jurisdiction in the district court and in this court. The Circuit Advisory Committee Note to Rule 28.2 states:
“Sanctions may be imposed for failure to comply with this rule, particularly with respect to record references.

See Mitchel v. General Elec. Co., 689 F.2d 877 (9th Cir.1982).” The error here did not concern record
references, and was corrected in the grey brief. Although Circuit rules must be followed, we will not impose
sanctions on Shin in this case.

2 Shin also attacks the district court's findings of fact as clearly erroneous because they ignore the alleged
illegality of the promissory note. This is merely a recasting of his argument on the illegality of the note in
general.

3 Shin argues there was no consideration for the note. This argument is merely a recasting of his argument
on the illegality of the note.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Proceedings (In Chambers): ORDER RE:
THE EXPORT-IMPORT BANK OF KOREA'S

MOTION FOR SUMMARY JUDGMENT AS TO
DEFENDANTS’ AFFIRMATIVE DEFENSES [449]

MICHAEL W. FITZGERALD, U.S. District Judge

*1  Before the Court is Plaintiff the Export-Import Bank of
Korea's (“KEXIM”) Motion for Summary Judgment as to
Defendants’ Affirmative Defenses (the “Motion”), filed on
July 2, 2018. Defendants ASI Computer Technologies, Inc.
(“ASI”) and Christine Liang (together, “ASI Defendants”)
filed an Opposition on July 9, 2018. (Docket No. 458).
Defendant Henry Chen partially joined in that Opposition.
(Docket No. 462). KEXIM filed a Reply on July 16, 2018. The
Court has read and considered the papers filed on the Motion,
and held a hearing on July 30, 2018.

For the reasons discussed below, the Motion is GRANTED
in part and DENIED in part as follows:

• DENIED as to the First, Fifth, Eighth, Eleventh,
Fourteenth, and Twenty-First Affirmative Defenses.

• GRANTED as to the Second, Fourth, Sixth,
Seventh, Ninth, Thirteenth, Fifteenth through Twentieth,

and Twenty-Third through Thirty-First Affirmative
Defenses.

• GRANTED in part as to the Twelfth Affirmative
Defense.

As the Court indicated at the hearing, the denial of the Motion
as to several Affirmative Defenses does not mean that the jury
will be instructed on each of those Affirmative Defenses. The
Court expects that the Rule 16 process will likely weed out
additional Affirmative Defenses as inapplicable, unsupported
by the evidence, or duplicative.

I. EVIDENTIARY OBJECTIONS
In connection with their Opposition, the ASI Defendants
submitted Objections to the evidence on which KEXIM relies
in its Motion. (Docket No. 458-2). Likewise, in its Reply,
KEXIM filed Objections to some of the evidence on which
Defendants rely in their Opposition to the Motion. (Docket
No. 468-1). In ruling on the Motion, the Court relies only
upon admissible evidence. To the extent the Court relies
upon evidence to which the parties object, the Objections
are OVERRULED. To the extent the Court does not, the
Objections are DENIED as moot.

The Court notes that Defendants dispute some of KEXIM's
statements of uncontroverted facts on the basis that the
supporting evidence ostensibly consisted of exhibits to a
Request for Judicial Notice (“RJN”), which KEXIM had
failed to file in conjunction with its Motion. On July 9,
2018, KEXIM filed a Notice of Errata indicating that it had
inadvertently failed to file its RJN with the Motion. (Docket
No. 455). KEXIM promptly filed the RJN. (Docket No. 456).
KEXIM explained that there was no prejudice to Defendants,
as on July 8, 2018, KEXIM notified Defendants of the error
and pointed them to the docket numbers of the documents that
were the subject of the RJN, all of which were documents filed
in conjunction with Defendants’ prior motion for summary
judgment in this action. (Docket No. 455). The Court agrees
that there is no prejudice to Defendants, and GRANTS the
RJN.

II. BACKGROUND
Plaintiff commenced this action for fraud, negligent
misrepresentation, and negligent supervision on March 25,
2016. (See Complaint (Docket No. 1); Second Amended
Complaint (“SAC”) (Docket No. 278) ). The action arises
from an alleged $3 billion conspiracy between Defendants
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and Moneual, a company that Korean courts found has
perpetrated a fraudulent scheme of circular transactions
through which Moneual paid kickbacks to companies –
allegedly including Defendant ASI – to create fraudulent
purchase orders that Moneual then sold to obtain loans. (SAC
¶¶ 1-3).

*2  In their Joint Answer to the SAC, Defendants ASI,
Christine Liang, and Henry Chen asserted 32 affirmative
defenses. (See Answer ¶¶ 134-65 (Docket No. 293) ). The
Court refers to ASI, Christine Liang, and Henry Chen together
as “Defendants.” By this Motion, KEXIM seeks summary
judgment as to Affirmative Defenses 2, 4-9, 11-21, and
23-32. (Mot. at 1). Defendants have apparently withdrawn
Affirmative Defenses 1, 10, and 22. (Mot. at 15 n.2).

The following facts are based on the evidence, as viewed
in the light most favorable to Defendants, the non-moving

parties. Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 255
(1986) (On a motion for summary judgment, “[t]he evidence
of the non-movant is to be believed, and all justifiable
inferences are to be drawn in his [or her] favor.”).

A. Issuance of the Export Factoring Loans
On January 1, 2007, ASI and Moneual entered into a
Distribution Agreement by which ASI agreed to purchase
and distribute Moneual's products. (Statement of Genuine
Disputes of Material Facts (“SGD”) No. 1 (Docket No.
458-1) ). The Distribution Agreement, authorized and
executed by ASI's President and majority shareholder,
Christine Liang, did not specify which products ASI would
purchase. (Id. Nos. 2-3).

Under a supply agreement dated October 2013 (“OEM
Supply Agreement”), ASI was purportedly to become the
exclusive importer and distributor of Moneual products
in certain territories, but the parties dispute whether the
agreement was executed by ASI's director, Frances Chou,
or was forged. (Id. Nos. 4-5; Defendants’ Statement of
Undisputed Facts (“DSUF”) No 6 (Docket No. 458-1).
KEXIM apparently received two versions of this agreement,
one in October 2013 and one in July 2014. The two
agreements included different purchase guarantees and the
signatures of Frances Chou on each agreement did not match.
(DSUF Nos. 65-67).

In 2013, Moneual applied to have KEXIM factor Moneual's
receivables due from ASI. (SGD No. 7). As part of its due

diligence process, KEXIM evaluated ASI's creditworthiness,
which involved reviewing ASI's audited financial statements,
provided by ASI's then-Vice President of Finance, Bill Chen.
(Id. Nos. 8-9). In December 2013, KEXIM entered into an
export factoring agreement (“EFA”) with Moneual to factor
Moneual's exports to ASI. (Id. No. 10). Renewal agreements
increasing Moneual's credit limit were entered into in June
2014 and September 2014. (Id. No. 13). KEXIM waived no
regulations or policies in evaluating Moneual's applications
for loans or loan increases. (Id. No. 129).

On November 21, 2013, ASI issued eight purported purchase
orders (the “First Set”), for a total price of $11,920,000.
(Id. Nos. 14-16). On January 7, 2014, KEXIM purchased
Moneual's accounts receivable from ASI for the First Set. (Id.
No. 17).

On April 21, 2014, ASI issued another eight purported
purchase orders (the “Second Set”), for a total price of
$11,920,000. (Id. Nos. 18-20). On June 19, 2014, KEXIM
purchased Moneual's accounts receivable for the Second Set.
(Id. No. 21).

On April 21, 2014, ASI issued two purported purchase orders,
and on May 8, 2014, ASI issued ten purported purchase
orders (together, the “Third Set”). The total price for the
Third Set was $16,986,000. (Id. Nos. 22-25). On June 26,
2014, KEXIM purchased Moneual's accounts receivable for
the Third Set. (Id. No. 26).

On August 20, 2014, ASI issued another eight purported
purchase orders (the “Fourth Set”), for a total price of
$11,085,600. (Id. Nos. 27-29). On September 24, 2014,
KEXIM purchased Moneual's accounts receivable for the
Fourth Set. (Id. No. 30).

*3  KEXIM inquired whether ASI was in fact still in a
business relationship with Moneual, and whether ASI had
issued purchase orders for Moneual products. (Id. No. 33). In
response, on July 13, 2014, Bill Chen sent a letter to KEXIM
from his ASI email address confirming Moneual was one of
ASI's most significant suppliers, that ASI had a number of
pending purchase orders with it, and that Frances Chou had
authority to enter into transactions with Moneual. (Id. No. 34).
Bill Chen apparently did not have the authority to vouch for
Frances Chou. (DSUF No. 38). In November 2014, Bill Chen
abruptly resigned from ASI after working there for 15 years.
(Id. No. 40).
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In October 2014, Moneual filed for receivership in Korea.
(SGD No. 36). KEXIM inquired with ASI regarding payment.
Henry Chen told KEXIM that ASI did not usually make
payment until delivery details were confirmed and ASI
received payment from its customers. (Id. No. 37). However,
none of the purchase orders in the First, Second, Third,
and Fourth Sets provide that ASI is only required to make
payment if ASI received payment for the goods from its
customers first. (Id. No. 38). ASI admits it has not paid the
invoices pertaining to the Second, Third, and Fourth Sets of
purchase orders, which amount to approximately $40 million.
(Id. No. 39). In 2013 and 2014, Moneual was among ASI's
top four suppliers in terms of cost of goods sold. (Id. No. 57).

Woo Taek Seo was the Chief of KEXIM's Small Medium
Enterprise Department (“SME”) beginning in June 2012.
Chang Jong Lee was a “team leader” in the SME from January
2, 2012 to January 1, 2013, at which point he was transferred
to Russia to head KEXIM's Moscow office. (Id. No. 132).
Both Lee and Seo accepted substantial financial gifts from
Moneual. (Id. No. 133).

Seo testified that he did not conduct any specific act, fail to
conduct any required act, or ask any other KEXIM employee
to do anything in particular for Moneual's benefit in exchange
for the monetary gifts he received from Moneual. (Id. Nos.
134-35). He also testified that he did not believe Moneual
expected favorable treatment in return for the gifts. (Id. No.
136). Lee was not involved in review, approval, or execution
of factoring loans to Moneual. (Id. No. 137). Neither Seo nor
Lee were executives of KEXIM. (Id. No. 139). Harold Park of
Moneual testified that he did not discuss Moneual and ASI's
fraudulent transactions with either Seo or Lee. (Id. No. 140).
However, KEXIM's corporate designee testified that Seo's
approval was necessary for the transactions with Moneual to
proceed. (DSUF No. 46).

Seo was convicted in Korea of accepting bribes as
compensation for helping Moneual continue to receive loans
from KEXIM. (DSUF No. 41). He was terminated from
KEXIM for accepting money in connection with his work.
(Id. No. 42).

B. Frances Chou's Involvement with ASI and
Moneual

Moneual was a client of Frances Chou's company, Webtouch.
(DSUF No. 23). Harold Park testified that he viewed Frances
Chou as working for Moneual. (Id. No. 25). Frances Chou
received health benefits from Moneual USA, a wholly owned

subsidiary of Moneual located in California. (Id. No. 26-27).
The president of Moneual USA considered Frances Chou to
be the “personal secretary” of Harold Park. (Id. No. 28).

Frances Chou has testified that she was authorized to send
letters to vendors and customers on ASI's behalf, and sign
documents on behalf of ASI in dealing with Moneual.
(SGD No. 35). Frances Chou handled all of ASI's business
with Moneual products. (Id. No. 41-42). The parties dispute
whether Frances Chou was hired as “Director of Business
Development” at ASI before being promoted to “Global
Business Director.” (Id. Nos. 43-44; DSUF No. 35). When
Frances Chou first joined ASI in 2005, Christine Liang was
her supervisor. Henry Chen then became her supervisor, and
remained so until September 2014, when Frances Chou's
employment with ASI ended. (SGD Nos. 45-56).

*4  Henry Chen and Shu Hsueh, who himself reported to
Christine Liang and Henry Chen, had the authority to approve
and release certain product orders issued by Frances Chou.
(Id. Nos. 55-56). Christine Liang also authorized Frances
Chou to issue purchase orders to Moneual. (Id. No. 79).
Moneual would request that ASI issue purchase orders by
giving Frances Chou information like the model number,
quantity, and dollar amount of the purchase order, and Frances
Chou would then forward the information for the purchase
order to be prepared by another ASI department. (Id. No.
75). ASI did not actually know who the customers were until
the customers paid for the purchases. (Id. No. 83). Although
Frances Chou ostensibly had a maximum dollar amount on
the purchase orders she could issue, in reality, she had no
monetary limit. (Id. Nos. 76-77).

In 2012, at Moneual's request, ASI moved management of the
Moneual account to ASI Hong Kong. (Id. Nos. 47-48). ASI
Hong Kong did not have any business operations, employees,
or office space. (Id. No. 50). After the relocation, Bill Chen
became more involved in ASI's transactions with Moneual,
and in supervision of Frances Chou. (Id. Nos. 52, 53).

C. ASI's Customers
ASI claims the purchase orders it placed with Moneual were
“drop ship” orders, meaning Moneual shipped the products
directly to ASI's customers, and ASI bore no responsibility
in executing the transaction, and had no obligation to pay
Moneual until the customers paid ASI. (Id. No. 58). Frances
Chou helped set up some of the paper company customers
who purchased Moneual products from ASI. (Id. Nos. 59-60).
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ASI had a policy requiring customers to submit applications
for approval before they could establish customer accounts.
Bill Chen was responsible for establishing new accounts at
ASI. (Id. Nos. 61-62). Frances Chou prepared some of those
applications using information provided by Moneual, rather
than by the customers themselves. The applications for certain
customers contained some discrepancies, such as listing the
same contact information for distinct companies. (Id. Nos.
63-64). These companies were in fact controlled by Moneual.
(Id. No. 70).

ASI took no steps to verify whether the Moneual products it
purportedly sold were actually delivered to its customers, to
inspect the products themselves, or to verify the valuation of
the products purchased. (Id. Nos. 84-89).

No one at ASI other than Frances Chou ever received
orders from or otherwise communicated with customers who
purportedly purchased Moneual products from ASI. (Id.
No. 99). ASI's customer communications involving Moneual
transactions were facilitated by Moneual employees, and
Moneual also advised ASI which order number corresponded
to payments once ASI received those payments (a process
known as “invoice matching”). (Id. Nos. 100-03, 106).

Under ASI and Moneual's agreement, none of ASI's officers,
employees, or agents, were entitled to receive a commission
from Moneual. (Id. No. 109). Instead, ASI itself would
receive an agreed-upon percentage of ASI's purchase amounts
from Moneual, known as a “distribution margin.” (Id. No.
110). At some point, ASI accepted a lower distribution margin
from Moneual, in exchange for Moneual redirecting some of
the payments to entities known as Berwick Resources Limited
(“Berwick”) and THC Ltd. (Id. No. 111).

Berwick was a company controlled by Christine Liang's sister.
Christine Liang instructed Bill Chen to request Moneual
make payments to Berwick, which she says constituted a $9
million personal loan to her sister. (Id. Nos. 119-21). That loan
was never memorialized in writing. (Id. No. 122). Because
Christine Liang and her husband were the sole shareholders
of ASI, Christine Liang had authority to redirect a portion of
ASI's revenue to Berwick. (DSUF No. 15).

*5  Bill Chen and Henry Chen established THC, of which
they are each 50% shareholders. (SGD Nos. 113-14).
ASI speculates that Bill Chen changed Christine Liang's
instructions and told Harold Park to redirect a portion of
the payments to THC as well as Berwick. (DSUF No.

17). Defendants apparently never heard of THC, and never
transacted business with it. (Id. No. 18). In March 2018,
Henry Chen was forced to resign from ASI when it was
revealed that, as a shareholder of THC, he received money
from Moneual through THC. (SGD No. 118).

Frances Chou also received payments from Moneual and
Harold Park at Moneual. (SGD No. 125).

D. Moneual's Fraud Revealed
After the fraud was revealed, KEXIM submitted a task report
to Korean's National Assembly. (Id. No. 143). KEXIM's
former president testified before the National Assembly,
where he admitted that if KEXIM had conducted site
investigations of Moneual and its subcontracts, the incident
would not have occurred. (Id. No. 145; DSUF No. 47). The
Financial Supervisory Service (FSS) also examined KEXIM's
due diligence practices and issued remedial measures to
KEXIM. (Id. No. 146-49). In response, KEXIM terminated,
suspended, or docked the pay of several employees who
worked on the Moneual loans. (DSUF No. 54).

Harold Park testified that he did not believe Christine Liang
and ASI consented to participate in Moneual's scheme, but he
did believe Frances Chou knew of the scheme. (DSUF Nos.
1-3, 34). This testimony apparently contradicted testimony
he had previously given to Korean authorities, when he was
told that his testimony at the time could make the lives of
Moneual's employees “very difficult.” (Id. No. 4).

In February of 2015, KEXIM filed a claim against the
Moneual bankruptcy estate, in which KEXIM seeks to
recover the same unpaid loans it seeks to recover in this
action. (DSUF No. 68).

III. LEGAL STANDARD
In deciding a motion for summary judgment under Federal
Rule of Civil Procedure 56, the Court applies Anderson,

Celotex, and their Ninth Circuit progeny. Anderson, 477

U.S. at 242; Celotex Corp. v. Catrett, 477 U.S. 317 (1986).
“The court shall grant summary judgment if the movant
shows that there is no genuine dispute as to any material fact
and the movant is entitled to judgment as a matter of law.”
Fed. R. Civ. P. 56(a).
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The Ninth Circuit has defined the shifting burden of proof
governing motions for summary judgment where the non-
moving party bears the burden of proof at trial:

The moving party initially bears the
burden of proving the absence of a
genuine issue of material fact. Where
the non-moving party bears the burden
of proof at trial, the moving party need
only prove that there is an absence of
evidence to support the non-moving
party's case. Where the moving party
meets that burden, the burden then
shifts to the non-moving party to
designate specific facts demonstrating
the existence of genuine issues for
trial. This burden is not a light one. The
non-moving party must show more
than the mere existence of a scintilla
of evidence. The non-moving party
must do more than show there is
some “metaphysical doubt” as to the
material facts at issue. In fact, the
non-moving party must come forth
with evidence from which a jury could
reasonably render a verdict in the non-
moving party's favor.

Coomes v. Edmonds Sch. Dist. No. 15, 816 F.3d 1255, 1259

n.2 (9th Cir. 2016) (quoting In re Oracle Corp. Sec. Litig.,
627 F.3d 376, 387 (9th Cir. 2010) ).

“A motion for summary judgment may not be defeated,
however, by evidence that is ‘merely colorable’ or ‘is not

significantly probative.’ ” Anderson, 477 U.S. at 249–50.

IV. DISCUSSION
*6  KEXIM seeks summary judgment on Defendants’

Affirmative Defenses 2, 4-9, 11-21, and 23-32, which
KEXIM argues all fail as a matter of law. KEXIM's Motion
addresses the Affirmative Defenses in groups. The Court does
the same.

A. First Affirmative Defense: Failure to State Facts
Sufficient

Defendants’ First Affirmative Defense contends that the
Second Amended Complaint fails to state facts sufficient
to state a claim for relief. (Joint Answer ¶ 134). KEXIM
represents that, during the meet and confer of counsel prior
to the filing of this Motion, counsel for Defendants agreed
to withdraw this Affirmative Defense, as well as two others.
(Declaration of James K. Lee ¶ 3 (Docket No. 499-2) ).
Nonetheless, KEXIM also argues that the defense fails as
moot because Defendants never filed a Rule 12 motion
in response to the Second Amended Complaint, and are
therefore barred from asserting this affirmative defense. (Mot.
at 25). In the Opposition, Defendants argue that they are
entitled to maintain this defense. (Opp. at 23-24).

To the extent KEXIM appears to suggest this defense is
waived because it was not raised in a Rule 12 Motion, it is
incorrect. Rule 12 specifically provides that the defense of
failure to state a claim upon which relief can be granted may
be raised in any pleading allowed under Rule 7(a) (such as
the Joint Answer) or at trial. Fed. R. Civ. P. 12(h)(2). Such a
defense is not waived for failure to raise it in a Rule 12 motion.
See Fed. R. Civ. P. 12(h)(1).

Because Defendants attempt to support this defense in the
Opposition, it is not clear whether they in fact chose to
withdraw it during the meet and confer. In any case, this
defense has not been waived and the Federal Rules permit
Defendants to raise it up until trial.

As a practical matter, this defense is meaningless, despite
always being included. KEXIM has to prove each of the
elements of its claims regardless whether this “defense” is
included or not.

B. Second Affirmative Defense: Superseding/
Intervening Cause

Defendants contends that KEXIM's alleged injuries were
proximately caused by or contributed to by other persons and
entities, which constitute intervening and superseding causes
of those injuries. (Joint Answer ¶ 135). In the Motion, KEXIM
argues that there is no evidence that, absent Defendants’
misrepresentations, KEXIM would have issued the EFAs.
In particular, KEXIM argues, there is no evidence that Seo
or Lee improperly influenced KEXIM's decisions regarding
the EFAs, or that KEXIM failed to follow its own rules
and regulations in issuing the EFAs. (Mot. at 23). In their
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Opposition, Defendants do not contest KEXIM's argument
that this Affirmative Defense fails as matter of law and fact.

Accordingly, the Motion is GRANTED as to this defense.

C. Fourth Affirmative Defense: Laches
In their Joint Answer, Defendants contend that KEXIM's
claims are barred by laches because KEXIM unduly delayed
filing and prosecuting this action. Specifically, Defendants
contend that KEXIM purposefully waited until its creditor's
claims in Moneual's bankruptcy proceedings in the Republic
of Korea closed before filing this action, such that Defendants
are unable to file cross claims for indemnification and
contribution against Moneual. (Joint Answer ¶ 137).

*7  KEXIM argues this defense fails as a matter of
law because the doctrine of laches is inapplicable “in
a case at law where there is no statute of limitations
issue.” (Mot. at 24 (citing cases) ). Defendants do not contest
KEXIM's arguments in their Opposition, and they provide no
evidentiary support for laches.

Accordingly, the Motion is GRANTED as to the Fourth
Affirmative Defense.

D. Fifth and Eighth Affirmative Defenses
KEXIM argues that the following affirmative defenses fail as
a matter of law:

• Fifth Affirmative Defense: In Pari Delicto

• Eighth Affirmative Defense: Violation of Law

As set forth below, the Motion fails as to both the Fifth and
Eighth Affirmative Defense.

1. Fifth Affirmative Defense - In Pari Delicto

Defendants contend in their Joint Answer that KEXIM's
claims are barred because the alleged conduct of KEXIM
employees Woo Taek Seo and Chang Jong Lee, KEXIM's
alleged withholding of information from the Korean National
Assembly, KEXIM's alleged discovery misconduct in this
action render KEXIM in pari delicto. (Joint Answer ¶ 138).

“The doctrine of in pari delicto dictates that when a
participant in illegal, fraudulent, or inequitable conduct seeks

to recover from another participant in that conduct, the parties
are deemed in pari delicto, and the law will aid neither, but

rather, will leave them where it finds them.” Casey v. U.S.
Bank Nat'l Ass'n, 127 Cal. App. 4th 1138, 1143 n.1, 26 Cal.
Rptr. 3d 401 (2005). “The general rule, in its full Latin glory,
is ‘in pari delicto potior est conditio defendentis,’ or ‘[i]n case
of equal fault the condition of the party defending is the better

one.’ ” Kardoh v. United States, 572 F.3d 697, 700 (9th

Cir. 2009) (quoting United States v. Farrell, 606 F.2d 1341,
1348 & n.21 (D.C. Cir 1979) ). “[F]or the doctrine to apply,
agents of the plaintiff corporation must have participated in
the wrongdoing for which the corporation seeks to recover.”
In re Crown Vantage, Inc., No. CV 02-3836-MMC, 2003 WL
25257821, at *6, (N.D. Cal. Sept. 25, 2003).

Previously, this Court denied Defendants’ Motion for
Summary Judgment pursuant to the doctrine of unclean
hands. (“April 26 Order” (Docket No. 358) ). In the briefing
on that motion and on this Motion, the parties have treated
Defendants’ affirmative defenses of in pari delicto and
unclean hands interchangeably. (See Docket No. 314 at 9
n.4; Opp. at 12). KEXIM appears to suggest that because
the Court previously held that it could not grant summary
judgment to Defendants on those defenses on the basis of the
potential misconduct of Seo and Lee, the Court should now
grant summary judgment to KEXIM on the in pari delicto
affirmative defense. KEXIM misunderstands the Court's prior
ruling.

The Court previously held that it could not grant summary
judgment to Defendants because there were disputes of
material fact as to whether Seo's and Lee's conduct could
be imputed to KEXIM as a whole, or that their conduct
was so wrongful that it would be inequitable for KEXIM
to obtain relief in this action. (April 26 Order at 11-14).
Those disputes remain: The parties have presented conflicting
evidence regarding whether Seo and Lee actually took any
actions to facilitate Moneual's fraud, even if they did accept
gifts from Harold Park; whether they were aware of the
fraudulent scheme; whether they had sufficient authority at
KEXIM for their actions to be imputed to KEXIM; and
whether their conduct was “equally culpable” to Defendants’
alleged conduct. The Court previously concluded that a jury
should decide what inference to draw from the underlying
facts on this issue, and the parties have not demonstrated that
the Court's conclusion should change now. (Id. at 13).
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*8  In light of these existing factual disputes, the Court still
cannot conclude that Seo and/or Lee participated in the very
wrongdoing for which KEXIM seeks to recover, such that
KEXIM is equally at fault in the alleged misconduct.

At the hearing, in support of its argument that the adverse
interest exception would apply such that Lee's and Seo's
conduct could not be imputed to KEXIM, KEXIM pointed
to the Court's statement in the April 26 Order that, “to the
extent Defendants argue that Seo and Lee accepted money
in exchange for facilitating Moneual's scheme to defraud
Plaintiff, Defendants’ own argument does imply that Seo and
Lee's conduct was adverse to Plaintiff.” (April 26 Order at
11). It remains true that there is somewhat of an inherent
contradiction in arguing both that Seo and Lee participated in
a scheme to defraud KEXIM, and that their conduct could be
imputed to KEXIM. However, as the Court held previously,
it is for the jury to determine what inference should be drawn
from the fact that Seo and Lee accepted payments from
Moneual.

The Court also previously addressed whether summary
judgment for Defendants was warranted based on KEXIM's
alleged withholding of information from the Korean National
Assembly or alleged discovery misconduct in this action, and
concluded that it did not. (Id. at 15-16). The parties’ briefing
on this Motion does not substantively address these bases for
a defense of in pari delicto.

The Motion is therefore DENIED as to Defendants’ Fifth
Affirmative Defense.

2. Eighth Affirmative Defense - Violation of Law

In their Joint Answer, Defendants contend that KEXIM is
barred from any relief based on KEXIM's violation of federal
law, California law, and the banking laws of the Republic
of Korea as identified in the report of the Korea Financial
Supervisory Service (“FSS”) and the Memorandum of the
Minister of Strategy and Finance. (Joint Answer ¶ 141).

Defendants contend that this defense is “part and parcel”
of the in pari delicto and unclean hands defenses. (Opp. at
14). They therefore point to no independent legal doctrine
of “violation of law.” Indeed, the cases to which Defendants
cite in support of this defense do not address a defense of
“violation of law” as such; rather, they address a plaintiff's
apparent violation of law in the course of analyzing the

affirmative defense of unclean hands. See Adler v. Fed.
Republic of Nigeria, 219 F.3d 869, 873, 877-78 (9th Cir. 2000)
(affirming application of unclean hands to bar plaintiff's claim
where plaintiff attempted to aid and abet scheme to steal from

Nigerian government and paid bribes); POM Wonderful
LLC v. Coca Cola Co., 166 F. Supp. 3d 1085, 1099 (C.D. Cal.
2016) (discussion authority holding that statutory violations
give rise to defense of unclean hands). The Court therefore
addresses this defense as another aspect of the defenses of in
pari delicto and unclean hands.

Defendants argue that there is substantial evidence that
KEXIM never should have issued the factoring loans to begin
with, and that doing so violated Korean law. Considering
the “violation of law” defense as one aspect of the unclean
hands defense, the Court concludes that there is a dispute of
material fact as to whether KEXIM violated Korean law in
issuing the factoring loans to Moneual. The parties both point
to the FSS report as evidence in support of their positions.
The FSS report prescribed remedial recommendations to
KEXIM, and cited to certain banking regulations in making
those recommendations. KEXIM argues that because the
report does not specifically say that KEXIM violated those
regulations, there is no evidence that it did violate any
regulations or laws. (Reply at 8). For their part, Defendants
contend that this report constitutes evidence that KEXIM did
violate the cited regulations.

*9  The Memorandum issued by the Minister of Strategy and
Finance instructed KEXIM to “take appropriate actions such
as a disciplinary action against the employees involved in
the unlawful or wrongful acts in accordance with your bank's
internal regulations, and inform us of the result.” (DSUF No.
53). Defendants contend that a reasonable trier of fact could
conclude from this statement that KEXIM employees violated
the law, and KEXIM is therefore barred from relief by the
doctrine of unclean hands. (Opp. at 16). The Court agrees. It
is for the jury to determine what inference to draw from the
Memorandum and the Report.

The Motion is therefore GRANTED as to Defendants’ Eighth
Affirmative Defense, as “violation of law” is not recognized
a separate affirmative defense as such. However, to the extent
the allegations of this defense form the basis for Defendants’
defenses of in pari delicto and unclean hands, the defense
survives. The Court queries how such a defense would be
presented to a jury – for example, would an expert on Korean
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law be necessary? – but reserves such issues for resolution
during the Rule 16 proceedings.

E. Affirmative Defenses to Contract-Based Claims
In their Joint Answer, Defendants assert a number of defenses
that KEXIM argues are irrelevant to the present action
because they are defenses to contract-based claims, which are
not at issue in this action. (Mot. at 15). Those defenses are:

• Sixth Affirmative Defense: Conditions Precedent

• Seventh Affirmative Defense: Excuse of Performance

• Twenty-Third Affirmative Defense: Estoppel

• Twenty-Fourth Affirmative Defense: Rescission

• Twenty-Sixth Affirmative Defense: Failure of
Consideration

• Twenty-Seventh Affirmative Defense: Void

(Joint Answer ¶¶ 139-40, 156-57, 159-60). KEXIM provides
no authority establishing that these Affirmative Defenses are,
by law, only applicable to contract-based claims (though it is
facially apparent that at least some of these defenses are of
such limited applicability), but neither do Defendants make
any attempt in their Opposition to provide evidentiary or legal
support for the defenses.

Accordingly, the Motion is GRANTED as to the above-listed
Affirmative Defenses.

F. Affirmative Defenses Based on KEXIM's
Comparative Fault

In their Joint Answer, Defendants assert several defenses
premised on KEXIM's alleged comparative fault:

• Ninth Affirmative Defense: Consent

• Eleventh Affirmative Defense: Apportionment

• Twelfth Affirmative Defense: Comparative Fault/
Contributory Negligence

• Thirteenth Affirmative Defense: Equitable
Indemnification/Contribution

• Twenty-First Affirmative Defense: Failure to Mitigate

• Twenty-Ninth Affirmative Defense: Assumption of the
Risk

Each of these Affirmative Defenses are pled in boilerplate
terms, with no specific details alleged. (See Joint Answer ¶¶
142, 144-46, 154, 162). KEXIM contends that all of these
Affirmative Defenses fail as a matter of law.

As discussed below, the Motion is GRANTED as to the
Ninth, Thirteenth, and Twenty-Ninth Affirmative Defenses,
and GRANTED in part as to the Twelfth Affirmative
Defense. It is DENIED as to the Eleventh and Twenty-First
Affirmative Defenses.

1. Ninth Affirmative Defense: Consent; Twenty-
Ninth Affirmative Defense: Assumption of Risk

Defendants contend that KEXIM's claims are barred by
KEXIM's consent (Joint Answer ¶ 142) and by the doctrine
of assumption of risk. (Id. ¶ 162). KEXIM argues that it could
not have consented to or assumed the risk of being defrauded
in the conduction of its business transactions, or of ASI's
negligent supervision of its employees and agents. (Mot. at
21).

In Opposition, Defendants argue that KEXIM engaged in
the exact conduct it alleges Defendants engaged in because
KEXIM earned profits from its business with Moneual and
its employees accepted bribes from Moneual. (Opp. at 19).
KEXIM cannot, Defendants continue, claim to be the victim
of a scheme in which it participated just because it eventually
lost money in the scheme. (Id.).

*10  KEXIM is correct that the doctrine of assumption of risk
has no applicability in this case. The doctrine of assumption
of risk “completely bars a plaintiff's recovery where a court
finds as a matter of public policy that the defendant lacked
a duty to protect the plaintiff from a particular risk of harm.
The doctrine turns on ‘the nature of the activity or sport
in which the defendant is engaged’ and ‘the relationship of
the defendant and the plaintiff to that activity or sport.’ ”
Taylor v. United States, 350 Fed. Appx. 129, 131 (9th Cir.

2009) (quoting Knight v. Jewett, 3 Cal. 4th 296, 309,
11 Cal. Rptr. 2d 2 (1992) ). However, courts have stricken
the affirmative defense of assumption of risk in the context
of regular business activities and transactions. See, e.g., J
& J Sports Prods., Inc. v. Catano, 2012 WL 5424677, at
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*7 (E.D. Cal. Nov. 6, 2012) (striking affirmative defense of
assumption of risk as “immaterial” where plaintiff alleged
defendant unlawfully intercepted plaintiff's broadcast).

This is not an action involving occupational assumption of
risk, which might apply to plaintiffs with inherently risky
occupations (such as firefighting), or recreational assumption
of risk, which might apply to plaintiffs participating in
inherently risky sports or activities (such as skiing). See

Gregory v. Cott, 59 Cal. 4th 996, 1001, 176 Cal. Rptr.
3d 1 (2014) (“[A]ssumption of risk cases often involve
recreational activity, but the doctrine also governs claims
arising from inherent occupational hazards.”). Rather, this is
a case in which KEXIM issued loans – a normal business
activity for a bank. KEXIM may have earned some profit
on those loans initially – also normal for a bank – before
beginning to lose money on its loans to Moneual when
ASI failed to make payments. Defendants point to no cases
applying this doctrine to bar claims of the type at issue in this
action, and the Court has found none.

The doctrine of consent, to some extent, goes hand-in-hand
with the doctrine of assumption of risk. See 6 B.E. Witkin,
Summary of California Law - Torts, § 1438 (11th ed. 2018)
(assumption of risk “is more like the defense of consent to
an act”); 5 B.E. Witkin, supra, § 50 (consent may take the
form of assumption of risk). Indeed, Defendants’ Opposition
addresses both defenses together. (See Opp. at 18-20). The
evidence Defendants proffer in support of their defenses of
consent and assumption of risk is the same evidence proffered
in support of their defenses of unclean hands, in pari delicto,
comparative fault, and violation of law. Those doctrines are
better applied to the facts of this case.

The Motion is therefore GRANTED as to Defendants’
Ninth Affirmative Defense of consent and Twenty-Ninth
Affirmative Defense of Assumption of Risk.

2. Eleventh Affirmative Defense: Apportionment

Although KEXIM briefly mentions Defendants’ Eleventh
Affirmative Defense of Apportionment in the heading of
Section IV.B. of the Motion, the Motion and Reply contain
no substantive argument regarding why the defense fails. The
Motion is therefore DENIED as to the Eleventh Affirmative
Defense.

3. Twelfth Affirmative Defense: Comparative Fault/
Contributory Negligence; Thirteenth Affirmative
Defense: Equitable Indemnification/Contribution

KEXIM also contends that contributory negligence is not a
recognized doctrine in California and therefore fails. (Mot.
at 19). Indeed, the “ ‘all-or-nothing’ rule of contributory
negligence” has been superseded in this state by “a system of

‘pure’ comparative negligence.” Li v. Yellow Cab Co., 13
Cal.3d 804, 828-29, 119 Cal. Rptr. 858 (1975). Defendants do
not contest this argument in their Opposition. Accordingly, to
the extent Defendants’ Twelfth Affirmative Defense is based
on the doctrine of contributory negligence, it fails.

*11  KEXIM further argues that the doctrines of comparative
fault/comparative negligence and equitable indemnification/
contribution are not legally recognized defenses to intentional
torts, such as fraud, or to negligent misrepresentation. (Mot.
at 19-20 (citing cases) ). In Opposition, Defendants do not
contest this argument. Their Thirteenth Affirmative Defense
of equitable indemnification/contribution is therefore waived,
as is their Twelfth Affirmative Defense to the extent it was
intended to bar KEXIM's claims for fraud and negligent
misrepresentation.

However, KEXIM's Motion does not address whether
Defendants’ Twelfth Affirmative Defense of comparative
fault may apply to bar or reduce KEXIM's recovery on its
claim for negligent supervision, and Defendants argue that it
may. (Opp. at 16).

The Motion is therefore GRANTED as to Defendants’
Thirteenth Affirmative Defense of equitable indemnification/
contribution, and as to Defendants’ Twelfth Affirmative
Defense of contributory negligence/comparative fault, except
to the extent the Twelfth Affirmative Defense asserts a
defense of comparative fault to KEXIM's claim for negligent
supervision.

4. Twenty-First Affirmative Defense: Failure to Mitigate

Defendants contend that any damages potentially owed to
KEXIM should be reduced because KEXIM failed to take
reasonable steps to minimize or mitigate damages. (Joint
Answer ¶ 154).
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As KEXIM notes, “[t]he rule of [mitigation of damages]
comes into play after a legal wrong has occurred, but while
some damages may still be averted.” J & J Sports Prods,
Inc. v. Bouton, No. CV 12-5762-RS, 2015 WL 12979116, at
*3 (N.D. Cal. May 13, 2015) (emphasis in original) (quoting

Pool v. City of Oakland, 42 Cal. 3d 1051, 1066, 232 Cal.
Rptr. 528 (1986) ); Valle de Oro Bank v. Gamboa, 26 Cal.
App. 4th 1686, 1691, 32 Cal. Rptr. 2d 329 (1994) (“the rule
of mitigation of damages comes into play when the event
producing injury or damage has already occurred and it then
has become the obligation of the injured or damaged party
to avoid continuing or enhanced damages through reasonable
efforts”); see also 6 B.E. Witkin, supra, § 1798 (11th ed.
2018) (“Where damage to person or property is threatened or
inflicted by either breach of contract or tort, the injured party
has the active duty to use reasonable care and diligence to
protect himself or herself and minimize the loss. And if, by
the injured party's own neglect, the damages are unnecessarily
enhanced, the injured party cannot recover the excess.”).

As KEXIM further notes, “the doctrine is used sparingly in the
contract or commercial context.” Valle de Oro Bank, 26 Cal.
App. 4th at 1694 (holding it was error to allow jury to consider
and apply doctrine of mitigation of damages to defeat a bank's

right to recover unpaid balances); see also Vitagraph, Inc.
v. Liberty Theatres Co., 197 Cal. 694, 698-99, 242 P. 709
(1925) (“No case has been called to our attention wherein
this rule as to the duty to minimize the damages has been
applied to a situation in which the defendant's breach of duty
consisted solely of the failure to refusal to pay a liquidated
sum of money when due, and it may perhaps be doubted that
the rule is applicable to such a case.”).

KEXIM argues that this defense fails as a matter of law
because there is no evidence KEXIM had any notice of the
alleged fraudulent scheme until ASI failed to make payments
to KEXIM when they came due, and that there was therefore
no duty to mitigate. (Mot. at 23). In Opposition, Defendants
contend that there is evidence KEXIM was aware of the fraud,
in time to have mitigated damages, because receipt of the
second OEM Supply Agreement should have put KEXIM
on notice of a misrepresentation, at which point KEXIM
should have immediately defaulted Moneual and accelerated
its loans, rather than waiting for it to file for receivership.
(Opp. at 21).

*12  At the hearing, KEXIM emphasized that, at the time it
received the second OEM Supply Agreement, the payments

on the Second, Third, and Fourth Sets of Purchase Orders
had not yet come due, and there were therefore not yet any
damages for KEXIM to mitigate. KEXIM argued that, as of
that time, ASI might still have paid the money owed on those
sets, as it had done for the First Set. Defendants responded by
contending that KEXIM had documents within its possession
with which it could have prevented damages to itself, but
failed to take action to prevent those damages.

The Court agrees with KEXIM that Defendants are essentially
arguing that KEXIM could not have relied on the alleged
misrepresentations contained in the OEM Supply Agreement.
(See Reply at 11). This argument goes less to whether
KEXIM could have mitigated damages it suffered at that
time than to whether KEXIM could have prevented damages
entirely. However, KEXIM appears to acknowledge in its
papers that there is a factual dispute about whether it
knew of the misrepresentations through the OEM Supply
Agreements. Accordingly, a factual dispute appears to
remain as to whether, after the legal wrong occurred via
the misrepresentations in the OEM Supply Agreements,
KEXIM could have acted to prevent some of the damages
it eventually sustained. Surely, a jury could determine that
damages to KEXIM were threatened by the presence of such
misrepresentations, and KEXIM could have taken action to
prevent them from occurring.

This action is distinguishable from Vitagraph and Valle de
Oro Bank, described above. It is not simply alleged that
Defendants failed to make good on money owed pursuant to
a contract; it is alleged that they negligently supervised their
employees and agents and made negligent misrepresentations
to KEXIM, causing KEXIM to lose millions of dollars. Based
on the existing evidence, “it is plausible ... that [KEXIM]
could have mitigated its damages after” Defendants made
misrepresentations via the OEM Supply Agreements “but
before the [fraud was] complete.” J & J Sports Prods, Inc.,
2015 WL 12979116, at *3.

The Motion is therefore DENIED as to Defendants’ Twenty-
First Affirmative Defense.

G. Inapplicable Affirmative Defenses
In the Joint Answer, Defendants assert a number of boilerplate
Affirmative Defenses that KEXIM contends are, on their face,
completely inapplicable in this action. (Mot. at 15; Reply at
5). Those defenses are:

• Fifteenth Affirmative Defense: Business Judgment Rule
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• Twentieth Affirmative Defense: Superior Equities

• Twenty-Fifth Affirmative Defense: Equal Dignities Rule

• Twenty-Eighth Affirmative Defense: Waiver

(Joint Answer ¶¶ 148, 153, 158, 161). These defenses are
pled in boilerplate terms with no specific factual allegations.
Although KEXIM does argue in its Reply that the business
judgment rule in particular is inapplicable because the
doctrine is related to the liability of directors to their
shareholders, a relationship not at issue in this action, KEXIM
does not otherwise provide any argument regarding why the
above-listed defenses are inapplicable. (See Reply at 5). That
said, Defendants provide nothing in the way of support of
these defenses in their Opposition.

The Motion is therefore GRANTED as to the above-listed
Affirmative Defenses.

H. Affirmative Defenses Based on Alleged
Jurisdictional Defects

In their Joint Answer, Defendants raise a number of defenses
based on jurisdictional defects:

• Sixteenth Affirmative Defense: Abstention

• Seventeenth Affirmative Defense: International
Abstention Doctrine

• Eighteenth Affirmative Defense: Lack of Standing

*13  • Nineteenth Affirmative Defense: Ripeness

(Joint Answer ¶¶ 149-52). KEXIM contends that there are no
appropriate grounds for any of these defenses, as this case has
already been pending before this Court for two years. (Mot.
at 25).

In their Opposition, Defendants fail to address their
Eighteenth Affirmative Defense for lack of standing. Nor do
Defendants provide any evidence or legal analysis in support
of their Nineteenth Affirmative Defense for Ripeness, beyond
merely stating the terms of the ripeness inquiry. Accordingly,
the Motion is GRANTED as to those defenses.

With respect to their abstention and ripeness defenses,
Defendants contend that that these defenses are based on the
fact that KEXIM filed a claim for the same losses against
the Moneual bankruptcy estate before filing this lawsuit, and

there has not yet been any resolution of that claim. (Opp. at
3). Defendants argue that KEXIM has failed to mention that
claim in this action, or to disclose how much it received from
the bankruptcy estate or whether that recovery factors into the
damages sought in this action. (Id. at 23).

“The international abstention doctrine allows a court to stay
or dismiss an action where parallel proceedings are pending

in the court of a foreign nation.” Mujica v. Occidental
Petroleum Corp., 381 F. Supp. 2d 1134, 1157 (C.D. Cal.
2005) (citation omitted). When determining whether to stay
or dismiss an action pending the outcome of parallel judicial
proceedings in a foreign nation, the Ninth Circuit requires

application of the framework established in Colorado
River Water Conservation Dist. v. United States, 424 U.S. 800
(1976). Id. (citing Neuchatel Swiss Gen. Ins. Co. v. Lufthansa
Airlines, 925 F.2d 1193, 1194 (9th Cir. 1991) ).

Colorado River requires consideration of six factors:

(1) whether either court has assumed
jurisdiction over a res; (2) the relative
convenience of the forums; (3) the
desirability of avoiding piecemeal
litigation; (4) the order in which
the forums obtained jurisdiction; (5)
whether state or federal law controls;
and (6) whether the state proceeding is
adequate to protect the parties’ rights.

Id. (citing Nakash v. Marciano, 882 F.2d 1411, 1415 (9th
Cir. 1989) ). Neither party here makes any attempt to apply the
Colorado River factors to the facts of this action. Neither do
Defendants provide enough evidentiary support for the Court
to engage in its own analyses of the factors. No evidence
going to the relative convenience of the forums, the potential
for piecemeal litigation, or the adequacy of the bankruptcy
proceedings to protect the parties’ rights has been proffered.
No evidence is even offered as to whether the bankruptcy
proceedings are ongoing, or whether KEXIM has already
recovered any money from the bankruptcy estate.

Absent any evidence in support of application of the
abstention defenses raised in the Joint Answer, the Court
concludes it must GRANT summary judgment to KEXIM
on its Sixteenth and Seventeenth Affirmative Defenses.
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However, the Court reserves the option to later consider
evidence of KEXIM's potential recovery from the bankruptcy
estate in the determination of damages in this action in order
to prevent a double recovery.

I. Fourteenth and Thirtieth Affirmative Defenses
*14  In the Joint Answer, Defendants raise the following

defenses:

• Fourteenth Affirmative Defense: Adverse Interest
Exception

• Thirtieth Affirmative Defense: Fraud

(Joint Answer ¶¶ 147, 163). Essentially, the Defendants
contend that KEXIM's claims are barred because Defendants
themselves were defrauded by their employees or agents.
(Id.). In the Motion, KEXIM argue that there is no evidence
Defendants were defrauded by their own agents because at all
times, all of the Defendants’ interests were aligned together.
(Mot. at 24). KEXIM further argues that the adverse interest
exception cannot apply where, as here, a third party relied to
its detriment on the agent's apparent authority. (Id.).

As set forth below, the Motion is DENIED as to the
Fourteenth Affirmative Defense, and GRANTED as to the
Thirtieth Affirmative Defense.

1. Fourteenth Affirmative Defense:
Adverse Interest Exception

In their Opposition, ASI Defendants contend that there is
evidence that Bill Chen and Frances Chou were acting
adversely to ASI and at the behest of Moneual, and that
Henry Chen was also acting adversely to ASI Defendants.
(Opp. at 11). Indeed, as set forth above, there is evidence that
Frances Chou was in fact acting as an agent for Moneual;
that Bill Chen diverted distribution margin payments from
Moneual to his own company, THC, and vouched for Frances
Chou without the authority to do so; and that Henry Chen,
as a shareholder in THC, benefitted from the diversion of
payments to THC.

As the Court set forth in the April 26 Order, and as Defendants
reiterate here, California courts applying the adverse interest
exception do not require an agent to “totally abandon” the
principal's interest, and do not require “complete” adversity
of interests. In re Cal. Invs. LLC, 489 B.R. 124, 130 (C.D.

Cal. 2013) (citing F.D.I.C. v. O'Melveny & Myers, 969
F.2d 744, 750 (9th Cir. 1992) rev'd on other grounds,

O'Melveny & Meyers v. F.D.I.C., 512 U.S. 79 (1994),
reaff'd on remand, F.D.I.C. v. O'Melveny & Meyers, 61
F.2d 17 (9th Cir.1995) (“there can be no attribution, and
therefore no estoppel, when the insiders, rather than the
corporation, benefit from the wrongdoing”). Applying this
standard, the Court concludes that ASI Defendants have
proffered sufficient evidence to establish a dispute of material
fact as to whether their agents – Bill Chen, Frances Chou, and
Henry Chen – engaged in conduct adverse to ASI Defendants’
interests such that their alleged participation in the fraudulent
scheme cannot be imputed to ASI Defendants.

KEXIM's citation to authority establishing that the adverse
interest exception does not apply when a third party relies
to its detriment on the agent's apparent authority does not
alter the Court's conclusion. (Mot. at 24; Reply at 12).
Under the apparent authority theory, “[A] principal is liable
for an agent's fraud though the agent acts solely to benefit

himself, if the agent acts with apparent authority.” In re
ChinaCast Educ. Corp. Sec. Litig., 809 F.3d 471, 477-78 (9th

Cir. 2015) (quoting Am. Soc'y of Mech. Eng'rs, Inc. v.
Hydrolevel Corp., 456 U.S. 556, 566 (1982) ). “Similarly, a
principal is liable for an agent's misrepresentations that cause
pecuniary loss to a third party when the agent acts within

the scope of his apparent authority.” Am. Soc'y of Mech.
Eng'rs, 456 U.S. at 565-66. KEXIM alleges that it relied to
its detriment on the representations of ASI's agents. (Mot.
at 24). At the hearing, KEXIM pointed to correspondence
from and representations made to KEXIM by Bill Chen and
Frances Chou. Absent is evidence that KEXIM relied on those
communications. Such allegations of such reliance may be
proven at trial, and therefore the Court cannot yet conclude
that, as a matter of law, the adverse interest exception does
not apply to prevent imputation of ASI's agents’ conduct to
ASI Defendants themselves.

*15  The Motion is therefore DENIED as to Defendants’
Fourteenth Affirmative Defense.

1. Thirtieth Affirmative Defense: Fraud

As KEXIM notes in its Reply, Defendants’ basis for this
Affirmative Defense appears to have shifted significantly.
(Reply at 8-9). In the Joint Answer, Defendants contend that
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KEXIM's claims are barred “because such claims are the
product of fraud by former agent(s) of the ASI Defendants
against the ASI Defendants.” (Joint Answer ¶ 163 (emphasis
added) ). Accordingly, KEXIM's Motion addressed both this
Affirmative Defense of fraud and the Affirmative Defense
of the adverse interest exception together. However, in their
Opposition, Defendants now contend that the defense of fraud
is based on “the fact that KEXIM, as a government agency,
actively assisted in Moneual's fraudulent scheme.” (Opp. at 3
(emphasis added) ). Defendants now align their fraud defense
with their defenses of consent and assumption of risk, and
proffer the same evidence in support of those three defenses.
For the same reasons the consent and assumption of risk
defenses fail, Defendants’ shifting defense of fraud also fails.

The Motion is GRANTED as to the Thirtieth Affirmative
Defense.

J. Thirty-First Affirmative Defense: Ratification
In their Joint Answer, Defendants contend as follows:

[KEXIM's] claims are barred by
the fact that [KEXIM's] employees
and authorized agents engaged in
equitable, unfair, unconscionable,
fraudulent, and illegal conduct with
regard to the subject of [KEXIM's]
action and [KEXIM] ratified such
conduct by virtue of suing to collect
the profits KEXIM would have
earned had the illegal factoring loans
been repaid and Moneual's scheme
continued unabated.

(Joint Answer ¶ 164). KEXIM argues that this defense
is “nonsensical,” because it suggests that “any attempt to
recover damages from a fraud would be deemed as ratification
of that fraud.” (Mot. at 23). KEXIM further argues that there
is no evidence it adopted or treated Seo's and Lee's alleged
wrongful conduct as its own. (Id.). In Opposition, Defendants
reiterate the contention that, because KEXIM accepted some
profit from its loans to Moneual, failed to disgorge the profits

or turn them over to authorities, and is now suing to recover
the profits KEXIM would have recovered from the Second,
Third, and Fourth Sets of purchase orders, it has engaged in
ratification. (Opp. at 21-22)

Ratification of an employee's actions occurs when the
employer voluntarily adopts the employee's conduct,

therefore treating the conduct as his own. Rakestraw v.
Rodrigues, 8 Cal. 3d 67, 73, 104 Cal. Rptr. 57 (1972).
The usual conduct that establishes ratification is voluntary
acceptance of the benefits of the transaction. However,
“acceptance of the benefits must be with full knowledge of
the material facts, and at the time the principle learns of the
unauthorized act he or she must be in a position to reject
it and restore the things received.” 3 B.E. Witkin, Summary
of California Law - Agency, § 151. “If at that time the
principal is unable, through no fault of his or her own, to
make that restoration, the involuntary retention of benefits
will not constitute a ratification.” Id. “If a principal ratifies
part of a transaction, he is deemed to ratify the whole of it.”

NORCAL Mut. Ins. Co. v. Newton, 84 Cal. App. 4th 64, 81,
100 Cal. Rptr. 2d 683 (2000).

*16  Neither the Joint Answer nor the Opposition clearly
states what conduct KEXIM has supposedly ratified.
Defendants appear to suggest that KEXIM ratified the entire
fraudulent scheme by seeking relief in this action. Absent
specific evidence that a principal ratified particular conduct
of an agent, with knowledge of the particular material facts,
this defense fails.

The Motion is therefore GRANTED as to the Thirty-First
Affirmative Defense.

V. CONCLUSION
Accordingly, the Motion is GRANTED in part and DENIED
in part as set forth above.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2018 WL 5267289

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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PROPOSED CONCLUSIONS OF LAW
RECOMMENDING THAT THE DISTRICT COURT: (1)
GRANT IN PART AND DENY IN PART DEFENDANT

TEXTRON FINANCIAL CORPORATION'S
MOTION FOR SUMMARY JUDGMENT; (2)

DENY PLAINTIFF TRUSTEE'S MOTION FOR
PARTIAL SUMMARY JUDGMENT; AND (3) DEFER
RULING ON THE PENDING MOTIONS IN LIMINE

ARTHUR I. HARRIS, UNITED STATES BANKRUPTCY
JUDGE

*1  This proceeding is currently before the undersigned
bankruptcy judge for recommendations regarding (1)
the motion of defendant Textron Financial Corporation
(“Textron”) for summary judgment; (2) the motion of the
plaintiff trustee (“Trustee”) for partial summary judgment;
and (3) several motions in limine filed by Textron related to

potential expert testimony. For the reasons that follow, the
undersigned judge submits these Proposed Conclusions of
Law recommending that the district court:

(1a) deny Textron's motion for summary judgment with
respect to the Trustee's theory for actual fraudulent
transfers based on novation (Count I), ¶¶ 52–107;

(1b) grant Textron's motion for summary judgment with
respect to the Trustee's theories for actual fraudulent
transfers not based on novation (Count I), ¶¶ 108–18;

(1c) grant Textron's motion for summary judgment with
respect to the Trustee's civil conspiracy claim (Count II),
¶¶ 119–62;

(1d) deny Textron's motion for summary judgment
with respect to the Trustee's claims for equitable
subordination or disallowance of any potential Textron
proof of claim (Counts III and IV), ¶¶ 163–64;

(2) deny the Trustee's motion for partial summary
judgment, ¶¶ 165–212; and

(3) defer ruling on the pending motions in limine, ¶¶ 213–
33;

JURISDICTION

1. The district court has jurisdiction over this action pursuant

to 28 U.S.C. § 1334. The undersigned bankruptcy judge
has authority to issue proposed conclusions of law pursuant

to 28 U.S.C. § 157(c); Rule 9033 of the Federal Rules
of Bankruptcy Procedure; Local General Order No. 2012–
7, dated April 4, 2012; and the Orders of the district court
dated May 20, 2014, and October 4, 2016, re-referring this
matter for pretrial supervision and recommendations on all
dispositive motions (Case No. 5:12–CV–987, ECF Nos. 232

and 267). See also Exec. Benefits Ins. Agency v. Arkison,
––– U.S. ––––, 134 S.Ct. 2165, 189 L.Ed.2d 83 (2014)

(procedure under 28 U.S.C. § 157(c) by which bankruptcy
judge hears non-core matters and submits proposed findings
of fact and conclusions of law to the district court “may be
applied naturally to Stern claims”).

PROCEDURAL HISTORY
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2. On February 7, 2012, the Trustee filed this adversary
complaint against three defendants. Following the district

court's withdrawal of its reference pursuant to 28 U.S.C.
§ 157(d), the first defendant, Textron, was dismissed on
November 9, 2012, pursuant to a memorandum of opinion
and order entered by U.S. District Judge Patricia A. Gaughan.

Bash v. Textron Fin. Corp., 483 B.R. 630 (N.D. Ohio
2012).

3. On January 15, 2015, the district court largely denied cross-
motions for summary judgment filed by the Trustee and the
second defendant, Fortress Credit Corporation (“Fortress”).
Bash v. Textron Fin. Corp., 524 B.R. 745 (N.D. Ohio 2015).

4. On June 8, 2015, the bankruptcy court approved a
settlement between the Trustee and Fortress that had been
negotiated with the assistance of the district court. Case No.
1:10–BK–50494, ECF No. 1713.

5. On July 23, 2015, the district court entered an
order dismissing the Trustee's claims against Fortress with
prejudice. Case No. 5:12–CV–987, ECF No. 258.

*2  6. On July 24, 2015, the district court dismissed the
Trustee's claims against the third defendant, Fair Facility
I, LLC (“Fair Finance SPE”), which never entered an
appearance, filed an answer, or otherwise defended itself
against the claims raised in this proceeding. Case No. 5:12–
CV–987, ECF No. 260. The dismissal of Fair Finance SPE
completed the dismissal of all claims and all parties, thereby
making the 2012 dismissal of Textron a final appealable order.

7. On August 3, 2015, the Trustee appealed the 2012 order
dismissing the claims against Textron to the Sixth Circuit.
Case No. 5:12–CV–987, ECF No. 261.

8. On August 23, 2016, the Sixth Circuit issued an opinion
affirming in part and reversing in part the district court's
2012 order dismissing the Trustee's claims against Textron.

Bash v. Textron Fin. Corp. (In re Fair Finance), 834 F.3d
651 (6th Cir. 2016).

9. On September 23, 2016, the Sixth Circuit denied Textron's
petition for rehearing and motion to certify questions of state
law to the Ohio Supreme Court.

10. On October 3, 2016, the Sixth Circuit issued its mandate
and remanded this proceeding to the district court. The

mandate was entered on the district court docket on October
4, 2016. Case No. 5:12–CV–987, ECF No. 266.

11. On October 4, 2016, the district court referred this
matter to the undersigned bankruptcy judge “for pretrial
supervision” and to issue “a Report and Recommendation on
all dispositive motions filed in this case.” Case No. 5:12–CV–
987, ECF No. 267.

12. On November 4, 2016, the district court granted the
Trustee's unopposed motion for leave to file a second
amended complaint against Textron. Case No. 5:12–CV–987,
ECF No. 270.

13. On December 19, 2016, Textron filed a motion to dismiss
the second amended complaint. Case No. 5:12–CV–987, ECF
No. 274.

14. On March 29, 2017, the undersigned judge issued
proposed conclusions of law recommending that the district
court deny Textron's motion to dismiss the Trustee's second
amended complaint, with the exception of reaffirming the
district court's earlier decision that the Trustee is not entitled
to punitive damages for avoidance claims under 11 U.S.C. §§
550 and 544. Case No. 5:12–CV–987, ECF No. 287.

15. On May 30, 2017, the district court accepted the
recommendation that Textron's motion to dismiss be denied.
Case No. 5:12–CV–987, ECF No. 298; Bash v. Textron Fin.
Corp., 575 B.R. 814 (N.D. Ohio 2017).

16. On June 30, 2017, Textron filed its answer to the Trustee's
second amended complaint. Case No. 5:12–CV–987, ECF
No. 299.

17. During the same time that the parties were briefing
Textron's motion to dismiss the second amended complaint,
the undersigned judge established a discovery schedule, with
a goal of completing all fact discovery, all expert discovery,
and all dispositive motion briefing by the end of calendar year
2017. Adv. Pro. 12–5101, ECF No. 139.

18. The scheduling order also provided for mediation
after the close of fact discovery. The parties conducted
mediation in September 2017 with a private mediator that
the parties themselves selected. Despite encouragement from
the undersigned judge that this was the last best chance to
resolve this litigation, the mediation resulted in no consensual
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resolution. See Adv. Pro. 12–5101, ECF No. 200, Transcript
of Record at 32–35.

19. On November 3, 2017, Textron filed a motion for
summary judgment. Case No. 5:12–CV–987, ECF No. 300.
The Trustee also filed his own motion for partial summary
judgment. Adv. Pro. 12–5101, ECF No. 223. Textron also
filed several motions in limine related to potential expert
testimony. Case No. 5:12–CV–987, ECF Nos. 304, 306, 308,
and 310. All of these motions have now been fully briefed.

STATUS OF BANKRUPTCY CASE

*3  20. The underlying bankruptcy case was filed on
February 8, 2010. In December 2015, the Trustee made an
interim distribution totaling $18 million to approximately
5,180 general unsecured creditors, representing a pro rata
distribution of about 8–9 percent. Case No. 10–50494, ECF
No. 2098. With the retirement of Judge Pat E. Morgenstern–
Clarren on May 1, 2017, the underlying bankruptcy case
was reassigned to Judge Jessica E. Price Smith. In October
2017, the bankruptcy court approved a second interim
distribution to general unsecured creditors totaling $5 million,
representing an additional pro rata distribution of about 2–3
percent. Case No. 10–50494, ECF No. 2407.

21. The bankruptcy court has approved seven interim
distributions of attorney's fees to the Trustee's counsel, Baker
& Hostetler LLP, totaling more than $26 million. Case No.
10–50494, ECF No. 2403 at 5–6 and ECF No. 2423 at 3. The
bankruptcy court has also approved another $5.6 million in
attorney's fees for Baker & Hostetler LLP, which have been
held back, for a total of more than $32 million. Case No. 10–
50494, ECF No. 2403 at 4 and ECF No. 2423 at 3. In addition,
the bankruptcy court has approved the reimbursement of more
than $1.3 million in expenses incurred by Baker & Hostetler
LLP. Case No. 10–50494, ECF No. 2403 at 5–6 and ECF No.
2423 at 3.

22. The Trustee's claims against Textron constitute the largest
potential asset in the bankruptcy estate that has yet to be
liquidated.

THE SECOND AMENDED COMPLAINT

23. The second amended complaint consists of four claims for
relief. These claims for relief are largely identical to Counts

I, XVI, XIX, and XXI of the first amended complaint that
were the subject of the district court's 2012 order dismissing
all claims against Textron, as well as the Sixth Circuit's 2016
decision affirming in part and reversing in part the decision
of the district court.

24. The second amended complaint excludes the claims
previously brought against Fortress and Fair Finance SPE,
the dismissed defendants, and includes a few additional
allegations within the same four claims for relief. Case No.
5:12–CV–987, ECF No. 270 (redline attachment).

25. Count I, which is largely identical to Count I of the
first amended complaint, seeks avoidance and recovery of
actual fraudulent transfers from Textron under 11 U.S.C.
§ 544(a) and (b)(1), Ohio Rev. Code § 1336.04(A)(1), 11
U.S.C. § 550(a), and 11 U.S.C. § 551. Unlike Count I of
the first amended complaint, Count I of the second amended
complaint does not include a claim for treble damages under

Ohio Rev. Code § 2307.61.

26. Count II, which is largely identical to Count XVI of the
first amended complaint, seeks damages against Textron for
civil conspiracy.

27. Count III, which is largely identical to Count XIX of the
first amended complaint, seeks equitable subordination of any
filed or scheduled claims of Textron under 11 U.S.C. § 510(c).

28. Count IV, which is largely identical to Count XXI of the
first amended complaint, seeks disallowance of any filed or
scheduled claims of Textron under 11 U.S.C. § 502(d).

THE FEDERAL RULES OF BANKRUPTCY
PROCEDURE APPLY TO THIS PROCEEDING

29. This proceeding remains subject to the Federal Rules of
Bankruptcy Procedure, regardless of whether the proceeding
is being heard by a district judge or a bankruptcy judge. See
Fed. R. Bankr. P. 1001; Fed. R. Civ. P. 81(a)(2); Rosenberg
v. DVI Receivables XIV, LLC, 818 F.3d 1283, 1287 (11th
Cir. 2016) (“Moreover, the Federal Rules of Civil Procedure
provide for the primacy of the Federal Bankruptcy Rules
in bankruptcy proceedings adjudicated in district court.”);

Diamond Mortg. Corp. of Ill. v. Sugar, 913 F.2d 1233,
1240–41 (7th Cir. 1990) (explaining that the Bankruptcy
Rules apply to cases and proceedings before district judges
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or bankruptcy judges); Owens–Ill. v. Rapid Am. Corp.,
(In re Celotex Corp.), 124 F.3d 619, 629–30 (4th Cir. 1997)

(same); Phar–Mor, Inc. v. Coopers & Lybrand, 22 F.3d

1228, 1236–37 (3d Cir. 1994) (same); Redhawk Global,
LLC v. World Projects Int'l, 495 B.R. 368, 374 (S.D. Ohio
2013) (same); VFB LLC v. Campbell Soup Co., 336 B.R.
81, 83 (D. Del. 2005) (applying the bankruptcy rules in a
fraudulent conveyance action that originated in district court);
see also 1987 Advisory Committee Note to Fed. R. Bankr.
P. 9001(4) (“Since a case or proceeding may be before a
bankruptcy judge or a judge of the district court, ‘court or
judge’ is defined to mean the judicial officer before whom the
case or proceeding is pending.”).

BRIEF SUMMARY OF
PERTINENT UNDISPUTED FACTS

*4  30. Given the district court's familiarity with this
litigation, the undersigned judge will dispense with a lengthy
recitation of undisputed facts. In addition, because there are
cross-motions for summary judgment, the district court must
take care in each instance to draw all reasonable inferences
against the party whose motion is under consideration. See
Taft Broad. Co. v. United States, 929 F.2d 240, 248 (6th
Cir. 1991). Accordingly, the undersigned judge will provide
a brief summary of pertinent undisputed facts immediately
below and will address specific material facts in the context
of each party's motion for summary judgment, taking care to
draw all reasonable inferences against the party whose motion
is under consideration.

31. Unless otherwise indicated, the following pertinent facts
are undisputed.

32. The debtor was an Ohio factoring company founded in
1934. Adv. Pro. 12–5101, ECF No. 234 at 2. The debtor would
purchase accounts receivable from merchants at a discount
and collect on the receivables. Id. To finance this business,
the debtor issued debt securities called “V–Notes” to Ohio
investors. Id. at 3. The Debtor was required to apply to and
register with the Ohio Division of Securities to issue the
V–Notes. Case No. 5:12–CV–987, ECF No. 301, Exhibit D
at 23 (Heuerman Dep.). The debtor would prepare offering
circulars and give them to the Ohio Division of Securities for
advance review before the debtor provided them to potential
investors. Id. at 82–84. The offering circulars contained
financial and other information regarding the Debtor and the

V–Note program. Case No. 5:12–CV–987, ECF No. 301,
Exhibit E at 18–19 (Kaffen Dep.).

33. In January 2002, Fair Holdings, Inc. purchased the debtor
from the debtor's prior owners. Case No. 5:12–CV–987, ECF
No. 271 at 4 (Second Amended Complaint). Fair Holdings,
Inc. was wholly owned by DC Investments, LLC, which was
in turn wholly owned by Tim Durham and James Cochran. Id.

34. On January 7, 2002, Textron and another lender, United
Bank (later known as Unizan) entered into a loan and security
agreement (the “2002 Agreement”) with the debtor and Fair
Holdings, Inc. Case No. 5:12–CV–987, ECF No. 301, Exhibit
F. The 2002 Agreement created a revolving line of credit on
which the debtor could draw up to $22 million. Id. at 2.

35. Under the 2002 Agreement, Textron was granted a
security interest in all of the present and future assets of the
debtor and Fair Holdings, Inc. Id. at 6–8. This security interest
was perfected by filing a UCC–1 financing statement with
the Ohio Secretary of State. Case No. 5:12–CV–987, ECF
No. 301, Exhibit N. Paragraph 11(c) of the 2002 Agreement
expressly provided that the 2002 security interest shall extend
to all future obligations of the debtor:

It is Borrower's express intention that
this Agreement and the continuing
security interest granted hereby ...
shall extend to all future obligations
of Borrower to Lenders intended
as replacements or substitutions for
said Obligations, whether or not such
Obligations are reduced or entirely
extinguished and thereafter increased
or reincurred.

Case No. 5:12–CV–987, ECF No. 301, Exhibit F at 7.

36. The Trustee has never alleged that the debtor's grant of a
security interest under the 2002 Agreement or any repayments
of advances under the 2002 Agreement were fraudulent or
avoidable.

37. On January 6, 2004, Textron, the debtor, and Fair
Holdings, Inc. executed the First Amended and Restated
Loan and Security Agreement (the “2004 Agreement”). Case
No. 5:12–CV–987, ECF No. 301, Exhibit H. Under the
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2004 Agreement, the total amount available to be borrowed
at any one time was reduced from $22 million to $17.5
million; however, Textron's own obligation increased from
the previous $12 million. Id. at 4. In connection with the
2004 Agreement, Unizan assigned and Textron purchased
all rights acquired by Unizan under the 2002 Agreement.
Case No. 5:12–CV–987, ECF No. 301, Exhibit P (Unizan
Payoff Letter). The balance that the debtor owed to Textron
in January 2004 remained outstanding. Case No. 5:12–CV–
987, ECF No. 301, Exhibit Q (2004 Loan Ledger Report).

*5  38. No new UCC–1 financing statements were filed in
connection with the 2004 Agreement, and no termination
statement was filed concerning the 2002 UCC–1 until the
borrower/lender relationship between Textron and the debtor
ended in July 2007. Case No. 5:12–CV–987, ECF No. 301,
Exhibit U.

39. Some of the relevant terms of the 2004 Agreement
provided:

• The parties' “desire [was] to amend and restate” the 2002
Agreement, acknowledging that the 2002 Agreement
granted a security interest in Debtor's assets to the
Secured Lender;

• Unlike the 2002 Agreement, which used the term
“Closing Date” to define the date on which the
transaction was closed and funded, the Restatement used
the term “Effective Date.”

Case No. 5:12–CV–987, ECF No. 301, Exhibit H at 1.

40. The 2004 Agreement included as an exhibit a legal
opinion provided by the debtor's counsel, John Egloff, which
stated that:

Neither the making nor performance
of the Loan Documents or the
transactions contemplated thereby will
adversely affect the validity or priority
of the security interests granted to
and obtained by Lender as a result of
the making and performance of the
Original Loan Agreement.

Id. at 30–35.

41. This legal opinion was a condition precedent to Textron
making any loan under the 2004 Agreement. Id at 15.

42. On July 20, 2007, the debtor paid Textron the full
balance due on the loan. Case No. 5:12–CV–987, ECF No.
301, Exhibit I (Fair Payoff Letter). In connection with the
final payoff, the debtor and Fair Holdings, Inc. executed a
“Borrower's Consent and Release.” Id.

43. On July 25, 2007, Textron filed a UCC–3 termination
statement indicating that the 2002 security interest was no
longer in effect. Case No. 5:12–CV–987, ECF No. 301,
Exhibit U.

44. In February 2008, Fortress replaced Textron as a secured
lender. Case No. 5:12–CV–987, ECF No. 271 at 75.

45. The debtor continued operations until the FBI raided the
debtor's office on November 29, 2009. Id. at 76.

46. The Trustee has conceded that there were no innocent
insiders within Fair Finance who had sufficient authority to
stop the fraud had they known of it. See Adv. Pro. 12–5101,
ECF No. 199 at 1 (Letter to Judge Harris from Trustee).
Nevertheless, the Trustee argues that the presence of an
innocent decision maker outside the corporation in the form
of a state regulator might suffice to avoid application of the
sole actor doctrine under Ohio law. See id.

SUMMARY JUDGMENT STANDARD

47. Federal Rule of Civil Procedure 56, made applicable
to bankruptcy proceedings by Federal Rule of Bankruptcy
Procedure 7056, provides that a court “shall grant summary
judgment if the movant shows that there is no genuine
dispute as to any material fact and the movant is entitled to
judgment as a matter of law.” Fed. R. Civ. P. 56(a). Rule
56 was amended in 2010; however, “[t]he commentary to
Rule 56 cautions that the 2010 amendments were not intended
to effect a substantive change in the summary-judgment

standard.” Newell Rubbermaid, Inc. v. Raymond Corp.,
676 F.3d 521, 533 (6th Cir. 2012). “A court reviewing a
motion for summary judgment cannot weigh the evidence

or make credibility determinations.” Ohio Citizen Action
v. City of Englewood, 671 F.3d 564, 569 (6th Cir. 2012)
(citation omitted). “Instead, the evidence must be viewed,
and all reasonable inferences drawn, in the light most
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favorable to the non-moving party.” Id. at 570. “A genuine
issue of material fact exists if the evidence is such that a
reasonable jury could return a verdict for the nonmoving

party.” Yeschick v. Mineta, 675 F.3d 622, 632 (6th Cir.
2012) (citation and internal quotation marks omitted).

*6  [C]ourts may not resolve genuine disputes of fact
in favor of the party seeking summary judgment.... This
is not a rule specific to qualified immunity; it is simply
an application of the more general rule that a “judge's
function” at summary judgment is not “to weigh the
evidence and determine the truth of the matter but to
determine whether there is a genuine issue for trial.”

Anderson [v. Liberty Lobby, Inc., 477 U.S. 242, 249,
106 S.Ct. 2505, 2511, 91 L.Ed.2d 202 (1986) ]. Summary
judgment is appropriate only if “the movant shows that
there is no genuine issue as to any material fact and the
movant is entitled to judgment as a matter of law.” Fed.
Rule Civ. Proc. 56(a). In making that determination, a court
must view the evidence “in the light most favorable to the

opposing party.” Adickes v. S.H. Kress & Co., 398 U.S.
144, 157, 90 S.Ct. 1598, 1608, 26 L.Ed.2d 142 (1970); see

also Anderson [v. Liberty Lobby, 477 U.S. at 255, 106
S.Ct. 2505].

Tolan v. Cotton, ––– U.S. ––––, 134 S.Ct. 1861, 1866, 188
L.Ed.2d 895 (2014) (citations omitted).

48. “The fact that both parties have moved for summary
judgment does not mean that the court must grant judgment
as a matter of law for one side or the other.” Taft, 929 F.2d
at 248. “Rather, the court must evaluate each party's motion
on its own merits, taking care in each instance to draw all
reasonable inferences against the party whose motion is under
consideration.” Id.; accord Craig v. Bridges Bros. Trucking
LLC, 823 F.3d 382, 387 (6th Cir. 2016).

49. In addition, in most situations in which the moving party
seems to have discharged its burden of demonstrating that no
genuine issue of fact exists, the court still has discretion to
deny a Rule 56 motion. See Charles Wright & Arthur Miller,
Federal Practice and Procedure § 2728 n.11–12 (3d ed.
1998). “This is appropriate since even though the summary-
judgment standard appears to have been met, the court should
have the freedom to allow the case to continue when it has any
doubt as to the wisdom of terminating the action prior to a full

trial.” Id.; accord Freeman v. Laventhol & Horwath, 915

F.2d 193, 197 (6th Cir. 1990) (quoting 6 Moore, Taggart, &
Wicker, Moore's Federal Practice ¶ 56.15[8] (2d ed. 1988) ):

The trial court may ... exercise a
sound discretion in denying summary
judgment where, although the movant
may have technically shouldered his
burden, the court is not reasonably
certain that there is no triable issue
of fact; where a portion of an action
may be ripe for summary judgment
but it is intertwined with another claim
that must be tried; and in certain other
situations.

Compare Anderson v. Liberty Lobby, 477 U.S. at 255, 106
S.Ct. 2505 (“Neither do we suggest that the trial courts should
act other than with caution in granting summary judgment
or that the trial court may not deny summary judgment in a
case in which there is reason to believe that the better course

would be to proceed to a full trial.”), with Celotex Corp. v.
Catrett, 477 U.S. 317, 322, 106 S.Ct. 2548, 2552, 91 L.Ed.2d
265 (1986) (“In our view, the plain language of Rule 56(c)
mandates the entry of summary judgment, after adequate time
for discovery and upon motion, against a party who fails to
make a showing sufficient to establish the existence of an
element essential to that party's case, and on which that party
will bear the burden of proof at trial.”).

DISCUSSION

I. TEXTRON'S MOTION FOR SUMMARY JUDGMENT

50. In its motion for summary judgment, Textron first asserts
that it is entitled to summary judgment in its favor on the
Trustee's actual fraudulent transfer claim (Count I). Simply
stated, Textron asserts that the debtor's loan repayments
were made pursuant to a valid lien in 2002 that was never
extinguished until all loan repayments were completed in
2007, and thus the loan repayments are not avoidable transfers
under Ohio law. Textron also asserts that there is no basis
under Ohio law for invalidating its 2002 lien based upon
alleged bad faith in 2004 or anytime later.
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*7  51. As explained more fully below, the undersigned judge
recommends that the district court:

• deny Textron's motion for summary judgment with
respect to the Trustee's theory for actual fraudulent
transfers based on novation; and

• grant Textron's motion for summary judgment with
respect to the Trustee's theories for actual fraudulent
transfers not based on novation.

A. The Trustee's Theory for Actual Fraudulent
Transfers Based on Novation (Count I)

52. In his appeal to the Sixth Circuit, the Trustee argued that
three independent grounds exist for invalidating the lien or
security interest established under the 2002 Agreement.

53. First, the Trustee argued that the 2004 Agreement was a
novation that extinguished the 2002 Agreement and security

interest granted thereunder. Fair Finance, 834 F.3d at 666.

54. Second, the Trustee argued that, even absent the 2004
Agreement being a novation, if the contractual obligations
incurred pursuant to the 2004 Agreement are avoidable
as fraudulent transfers, “then the 2002 lien securing those

contractual obligations becomes a legal nullity.” Id.

55. Third, the Trustee argued that, even absent the 2004
Agreement being a novation, the district court “may use its
equitable powers to subordinate the 2002 security interest
in light of Textron's post-perfection bad faith and that such
subordination would effectively render Textron's [2002] lien

invalid for purposes of the Ohio UFTA.” Id.

56. Because the Sixth Circuit reversed the judgment of the
district court on the Trustee's first theory, it remanded the
case “without examining the merits of the Trustee's other two

arguments.” Id. at 667. The Sixth Circuit indicated:

Our silence as to the two alternative
theories for invalidating the 2002
security interest should in no way
be taken as a comment in favor
of or against the viability of such
arguments going forward; specifically,

our vacatur of the judgment means that
the district court may, in its discretion
and in light of this opinion, revisit
those issues upon remand.

Id.

57. Thus, to prevail on his actual fraudulent transfer claim
(Count I), the Trustee must establish that the security interest
established by the 2002 Agreement

(1) was extinguished by the 2004 Agreement (the Trustee's
novation theory);

(2) is invalid because avoidance of the 2004 Agreement
would render the 2002 security agreement a legal nullity
(the Trustee's second theory); or

(3) can be subordinated based on Textron's post-perfection
bad faith (the Trustee's third theory).

See id. at 666 (“[the Trustee] must show that the assets
or interests in assets conveyed by the Debtor pursuant to the
[2004 Agreement] were not already encumbered by a valid
lien”).

Ohio's Version of the Uniform Fraudulent Transfer Act

58. The version of § 1336.04 of the Ohio Revised Code
applicable to transfers made before March 27, 2013, provides
in pertinent part:

(A) A transfer made or an obligation incurred by a debtor is
fraudulent as to a creditor, whether the claim of the creditor
arose before or after the transfer was made or the obligation
was incurred, if the debtor made the transfer or incurred the
obligation in either of the following ways:

*8  (1) With actual intent to hinder, delay, or defraud
any creditor of the debtor [...]

Ohio Rev. Code Ann. § 1336.04 (2012).

59. Under § 1336.04(A)(1), a plaintiff can prove fraudulent
transfer by showing three elements: “(1) a conveyance or
incurring of a debt; (2) made with actual intent to defraud,
hinder, or delay; (3) present or future creditors.” Nat'l Credit
Union Admin. Bd. v. Zovko, No. 1:13 CV 1430, 2017 WL
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4535070, at *7 (N.D. Ohio Jan. 27, 2017) (Oliver, J.) (quoting
Blood v. Nofzinger, 2005-Ohio-3859, ¶ 36, 162 Ohio App. 3d
545, 558, 834 N.E.2d 358, 367 (Ohio Ct. App. 2005) ).

60. Under Ohio's version of the Uniform Fraudulent Transfer
Act, intent must be established by clear and convincing
evidence. Blood, 834 N.E.2d at 367–68 (“[a] creditor seeking
to set aside a transfer as fraudulent has the ultimate burden
of proving, by clear and convincing evidence, the debtor's
intent pursuant to R.C. 1336.04(A)(1)”). At least this appears
to be the majority view. Compare William D. Mundinger Tr.
U/A 10/13/00 v. Zellers, 473 B.R. 222, 233–34 (N.D. Ohio
2012) (following Blood and requiring clear and convincing

evidence); Slone v. Lassiter (In re Grove–Merritt), 406

B.R. 778, 793 (Bankr. S.D. Ohio 2009) (same); Daneman
v. Stanley (In re Stanley), 384 B.R. 788, 799 (Bankr. S.D.

Ohio 2008) (same); Rieser v. Hayslip (In re Canyon
Sys. Corp.), 343 B.R. 615, 635 (Bankr. S.D. Ohio 2006)
(same), with Kovacs v. Hanson (In re Hanson), 373 B.R.
522, 525 & n.1 (Bankr. N.D. Ohio 2007) (preponderance of
the evidence standard for fraudulent transfer actions brought
under Ohio Rev. Code § 1336.04(A)(1); but recognizing
contrary authority); E. Sav. Bank v. Bucci, 2008-Ohio-6363,
¶¶ 75–76 (Ohio Ct. App. 2008) (“only preponderance of the
evidence is required” to establish intent under Ohio Rev. Code
§ 1336.04(A)(1) ); Millstone Dev. Ltd. v. Berry (May 9, 2002),
10th Dist. No. 01AP–907, ¶ 50 (same); BancOhio Nat. Bank
v. Schiesswohl (Aug. 3, 1988), 9th Dist. Nos. 13224, 13234
(regular civil burden since statutory action, which does not
specify higher standard, as opposed to purely equitable action
to set aside deed due to fraud).

61. The undersigned judge does not believe that the “clear
and convincing” standard applies to the elements of Ohio
Revised Code § 1336.04(A)(1) other than the element of
intent. For example, the decisions cited above in Blood,

Grove–Merritt, Stanley, and Canyon Systems all
expressly require that the element of intent be proved by clear
and convincing evidence, but are silent as to the burden of
proof for the other elements.

62. This intent provision of Ohio law is unlike the federal

counterpart in § 548 of the Bankruptcy Code, where
the preponderance of the evidence standard does apply. See
Lisle v. John Wiley & Sons, Inc. (In re Wilkinson), 196

Fed.Appx. 337, 341 (6th Cir. 2006); Grove–Merritt, 406
B.R. at 794 (comparing the differing standards of proof under

the Bankruptcy Code and Ohio's adoption of the Uniform

Fraudulent Transfer Act); see also Grogan v. Garner,
498 U.S. 279, 286, 111 S.Ct. 654, 112 L.Ed.2d 755 (1991)
(preponderance of the evidence standard is presumed to be
the standard applicable in civil actions). It should be noted
that the district court's earlier summary judgment decision
involving Fortress included an actual fraudulent claim under

§ 548 of the Bankruptcy Code, and thus involved the lower
preponderance of the evidence standard. Adv. Pro. 12–5101,
ECF No. 8 at 113–14.

*9  63. Unlike Ohio's version of the Uniform Fraudulent
Transfer Act, § 548 of the Bankruptcy Code can only reach
back to transfers within two years before the date of the

filing of the petition. 11 U.S.C. § 548(a)(1). The Trustee
has never asserted an actual fraudulent transfer claim under

§ 548 against Textron. In contrast, the debtor's February
12, 2008, loan and security agreement with Fortress fell just
within two years before the filing of the bankruptcy petition
on February 8, 2010, thereby enabling the Trustee to bring

an action against Fortress under § 548. Thus, in Count I
of the second amended complaint, the Trustee instead seeks
avoidance and recovery of actual fraudulent transfers from
Textron under 11 U.S.C. § 544(a) and (b)(1), Ohio Rev. Code
§ 1336.04(A)(1), 11 U.S.C. § 550(a), and 11 U.S.C. § 551.

64. The Sixth Circuit's decision contains extensive discussion
of the Trustee's actual fraudulent transfer claim, and its legal
analysis constitutes law of the case, albeit at the motion to
dismiss stage of this litigation. As such, the Sixth Circuit's
decision provides the appropriate framework for analyzing
this portion of Textron's motion for summary judgment. The
Sixth Circuit explained:

Section 1336.04(A)(1) of the Ohio UFTA provides that
“[a] transfer made or an obligation incurred by a debtor is
fraudulent” and avoidable as to a creditor, “if the debtor
made the transfer or incurred the obligation ... [w]ith [the]
actual intent to hinder, delay, or defraud any creditor of
the debtor.” The Ohio UFTA broadly defines “transfer”
as “every direct or indirect, absolute or conditional, and
voluntary or involuntary method of disposing of or parting
with an asset or an interest in an asset, and includes
payment of money, release, lease, and creation of a lien or
other encumbrance.” § 1336.01(L). And it defines “lien”
to include “a security interest created by agreement.”
§ 1336.01(H). Importantly, however, the Ohio UFTA
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explicitly carves out all “[p]roperty to the extent it is
encumbered by a valid lien” from the statute's definition
of a transferable asset. § 1336.01(B)(1). When read in
concert, these provisions provide that, to state a claim for
relief under the Ohio UFTA, the Trustee must allege facts
plausibly suggesting that the [2004 Agreement], including
its conveyance of a security interest in all of the Debtor's
property, and the payments made pursuant to the [2004
Agreement], constitute transfers under the Ohio UFTA.
That is, he must show that the assets or interests in assets
conveyed by the Debtor pursuant to the [2004 Agreement]
were not already encumbered by a valid lien.

Fair Finance, 834 F.3d at 665–66 (footnote omitted).

Actual Fraudulent Transfers Based on Novation

65. The Sixth Circuit explained Ohio novation law as follows:

“A contract of novation is created where a previous
valid obligation is extinguished by a new valid contract,
accomplished by substitution of parties or of the
undertaking, with the consent of all the parties, and based
on valid consideration.” McGlothin v. Huffman, 94 Ohio
App. 3d 240, 244, 640 N.E.2d 598, 601 [Ohio Ct. App.
1994]. The Ohio Court of Appeals has explained that
“[i]ntent, knowledge and consent are the essential elements
in determining whether a purported novation has been
accepted.” Nat'l City Bank v. Reat Corp., 64 Ohio App.
3d 212, 580 N.E.2d 1147, 1149 [Ohio Ct. App. 1989]

(alteration in original) (quoting Bolling v. Clevepak
Corp., 20 Ohio App. 3d 113, 484 N.E.2d 1367, 1379
[Ohio Ct. App. 1984] ) ). “A party's knowledge of and
consent to the terms of a novation need not be express,

but may be implied from circumstances or conduct.” Id.
“[T]he evidence of such knowledge and consent,” however,
“must be clear and definite, since a novation is never

presumed.” Bolling, 484 N.E.2d at 1379. These basic
principles have routinely been applied in cases involving
contracts delineating financial rights and obligations. See,
e.g., Noland v. Wilmington Sav. Bank (In re D & K Aviation,
Inc.), 349 B.R. 169, 175–77 (Bankr. S.D. Ohio 2006)
(noting that, where a new note has been executed between
existing parties, Ohio law provides for a presumption in
favor of finding a new loan transaction to be “a renewal of
the original debt that retains the same security” as opposed
to a novation; a party may overcome this presumption

by demonstrating that the parties intended for the “new
loan transaction [to] discharge[ ] [the] prior debt and its
corresponding security”); Holland v. Assocs. Fin. (In re
Holland), 16 B.R. 83, 87 (Bankr. N.D. Ohio 1981) (“It is
well settled in Ohio that renewals of notes, or changes in
the form of the evidence of a precedent debt, do not create a
new debt, or operate as a discharge or satisfaction of the old
debt, unless it is expressly agreed between the parties.”).

*10  Id. at 667–68. Accord Williams v. Ormsby, 131 Ohio
St. 3d 427, 431, 966 N.E.2d 255, 259–60 (2012):

“A contract of novation is created
where a previous valid obligation
is extinguished by a new valid
contract, accomplished by substitution
of parties or of the undertaking,
with the consent of all the parties,
and based on valid consideration.”
McGlothin, 94 Ohio App. 3d at 244,
640 N.E.2d 598. A novation can never
be presumed but must be evinced
by a clear and definite intent on
the part of all the parties to the
original contract to completely negate
the original contract and enter into
the second. King Thompson, Holzer–

Wollam, Inc. v. Anderson, [ (Jan. 20,
1994) 10th Dist. No. 93APE08–1155,
1994 WL 14791, *2.]

66. In Fair Finance, the Sixth Circuit then identified
allegations in support of the parties' respective positions
on whether Textron and Fair Finance clearly intended the
2004 Agreement to be a novation that extinguished the 2002
Agreement and security interest. Allegations in support of
Textron's position included:

• the 2004 Agreement provided for a security interest in
the same collateral that was encumbered under the 2002
Agreement;

• the 2004 Agreement reduced the total line of credit
available to the Debtor;
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• the language of the 2002 Agreement covered future
obligations (“It is Borrower's express intention that
this Agreement and the continuing security interest
granted hereby ... shall extend to all future obligations
of Borrower to Lenders intended as replacements or
substitutions for said Obligations, whether or not such
Obligations are reduced or entirely extinguished and
thereafter increased or reincurred.”);

• one of the recitals in the 2004 Agreement “set forth
the parties' ‘desire to amend and restate the Original
Agreement.’ ”

Id. at 668.

67. The Sixth Circuit next identified allegations in support
of the Trustee's position: some based on the text of the 2004
Agreement, and some based on circumstances surrounding
the execution of the 2004 Agreement. Text-based allegations
in support of the Trustee's position included:

• Paragraph 39 expressly sets forth the parties' desire to
have the [2004 Agreement] “supersede[ ] any and all
prior oral or written agreements relating to the subject
matter thereof.” D.C. R. 66 (Redacted VanNiel Decl. Ex.
10, at 23) (Page ID # 3587);

• Paragraph 35 explains that the [2004 Agreement]
“constitutes the entire agreement of Borrowers and
Lender relative to the subject matter hereof.” Id. at 21
(Page ID # 3585);

• in Paragraph 11, the Debtor and [Fair Holdings, Inc.]
agreed to “grant, pledge, convey and assign” a new
security interest in and lien upon their property to
Textron “to secure the prompt and full payment and
complete performance of all obligations of Borrowers to
Lender under [the 2004 Agreement].” Id. at 6–8 (Page
ID # 3570–72); and

• in the conclusion to the [2004 Agreement]'s recitals, the
parties explicitly confirmed that the [2004 Agreement]
was the product of “valuable consideration, the receipt
and sufficiency of which are hereby acknowledged.” Id.
at 1 (Page ID # 3565).

*11  Fair Finance, 834 F.3d at 668.

68. Other allegations in support of the Trustee's position
included:

• “the parties entered into the [2004 Agreement] on the date
the [2002 Agreement] matured”;

• “the parties replaced the 2002 promissory note and
personal guarantees with a new promissory note and new
personal guarantees”;

• “the [2004 Agreement] imposed significant new terms
on both parties, including (1) new interest rate and
fee terms; (2) an increased financial commitment on
the part of Textron; (3) a requirement that the Debtor
and [Fair Holdings, Inc.] deliver to Textron 50% of
the amount required to obtain United's release from the
[2002 Agreement] as well as ‘all accrued interest, fees,
expenses and other charges owed by Borrowers under
the Original Agreement’; and (4) the removal of United
as a lender.”

Id. at 669.

69. The Sixth Circuit concluded that these allegations were
sufficient to survive Textron's Rule 12(b) motion to dismiss:

It is true that any one of these facts, in isolation, might
fail to constitute a clear manifestation of the parties' intent
to have the [2004 Agreement] serve as a novation of the
[2002 Agreement]. However, when examined together,
in conjunction with the relevant provisions of the [2004
Agreement], and in the light most favorable to the Trustee
as the nonmoving party, these facts demonstrate, at the very
least, the existence of an ambiguity as to whether the parties
clearly intended the [2004 Agreement] to extinguish the

[2002 Agreement]. Potti v. Duramed Pharm., Inc., 938
F.2d 641, 647 (6th Cir. 1991) (explaining that, “[u]nder
Ohio law, [while] interpretation of written contract terms
is a matter of law for initial determination by the court,”
“when the relevant contract language is ambiguous ... the
job of interpretation is turned over to the fact finder”). To
be sure, the ambiguity in this case is not so much over
the discrete meaning of a contract term or the elements
of a bargained-for performance. Rather, it derives from
the unique role an ostensible novation plays in setting
the framework for performance. Under the circumstances
here, a “new agreement” does not necessarily require the
creation of a new security interest, but neither does a “new
agreement” foreclose a finding of an intent on the part of
the contracting parties that prior dealings have come to an
end and that a new lien be created.
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Id.

70. Accordingly, the Sixth Circuit concluded that, “for
purposes of withstanding Textron's motion to dismiss,” “the
Trustee has established the existence of an ambiguity as to
whether the parties clearly intended the [2004 Agreement] to
extinguish the [2002 Agreement] and the security interest it

created.” Id. at 669–70.

71. In its motion for summary judgment, Textron asserts
that, with discovery now complete, and after construing
the evidence in a light most favorable to the Trustee,
no reasonable jury court find that the 2004 Agreement
extinguished the security interest granted in the 2002
Agreement.

72. First, Textron argues that the opinion of the debtor's
attorney, John Egloff, which was included as a part of the 2004
Agreement, expressly states that the 2004 Agreement does not
affect the validity or priority of security interests granted in
the 2002 Agreement. Case No. 5:12–CV–987, ECF No. 301,
Exhibit H at 34.

*12  73. Second, Textron argues that the deposition
testimony invariably evidences an intent to continue the
security interest granted in 2002. Case No. 5:12–CV–987,
ECF No. 300 at 8–12, 25–26.

74. Third, Textron asserts that the 2004 Agreement is
consistent with industry custom and practice for amended
and restated loan agreements that retain an existing security
interest. Id. at 26–30.

75. Fourth, Textron asserts that provisions of the 2004
Agreement cited by the Sixth Circuit are boilerplate
provisions found in virtually all agreements, and thus do not
evidence a novation and do not preclude summary judgment
in favor of Textron. Id. at 30–34.

76. In response, the Trustee argues that there is sufficient
evidence for a reasonable jury to conclude that the 2004
Agreement constituted a novation that replaced the 2002
Agreement and security interest granted thereunder. Adv.
Pro. 12–5101, ECF No. 234 at 15–29. For example,
the Trustee notes that even before discovery, the Sixth
Circuit found “extensive evidence” in the 2004 Agreement,
and in the circumstances surrounding its execution, to
support the Trustee's contention that the parties “clearly

and overwhelmingly manifested their intent for the
[2004 Agreement] to constitute a novation of the [2002
Agreement].” Adv. Pro. 12–5101, ECF No. 234 at 1

(quoting Fair Finance, 834 F.3d at 668–69). Additionally,
the Trustee asserts that the Sixth Circuit's determination
regarding the ambiguity of the 2004 Agreement is law of the
case. Adv. Pro. 12–5101, ECF No. 234 at 15–16. Finally, the
Trustee offers specific evidence that supports his novation
theory from circumstances surrounding the 2004 Agreement:

• on September 26, 2003, Textron formally advised
Durham, by certified mail, that the 2002 Agreement
would not be renewed;

• Textron Account Executive Mike Giulioli, in his
deposition, agreed that, ultimately, Textron did enter into
a whole new loan with Fair Finance;

• Ralph Infante, who signed the 2004 Agreement on
behalf of Textron, in his deposition, agreed that the
January 2004 security interest replaced the one that had
previously existed in 2002;

• Textron obtained internal approval for the 2004
Agreement with a “credit approval form” that Textron
used for new loans;

• Textron charged Fair Finance “commitment fees” for
the 2002 and 2004 Agreements, but not for the ten
amendments to the 2004 Agreement;

• Fair Finance issued a corporate resolution authorizing the
grant of a security interest under the 2004 Agreement;

• the 2002 and 2004 Agreements were finalized at “in
person” closings, unlike other amendments to the 2004
Agreement;

• Textron referred only to the 2004 Agreement when it
notified other entities of its security interest; and

• contrary to established practice, the 2004 Agreement
contains no express language that the 2002 lien remains
in effect.

Id. at 16–23.

77. In order for the Trustee to prevail on the novation
theory of his actual fraudulent transfer claim (Count I), the
Trustee must prove that the security interest established by the
2002 Agreement was extinguished by the 2004 Agreement.
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See Fair Finance, 834 F.3d at 666 (“[the Trustee] must
show that the assets or interests in assets conveyed by the
Debtor pursuant to the [2004 Agreement] were not already
encumbered by a valid lien”).

*13  78. The undersigned judge does not believe that the
Trustee must establish all elements of Count I by clear and
convincing evidence. As noted previously, only the intent
to hinder, delay, or defraud requires a heightened burden of
proof, and courts are silent as to the burden of proof for the
other elements. See William D. Mundinger Tr. U/A 10/13/00,
473 B.R. at 233–34 (following Blood and requiring clear

and convincing evidence); Grove–Merritt, 406 B.R. at

793 (same); Stanley, 384 B.R. at 799 (same); Canyon
Systems, 343 B.R. at 635 (same).

79. It is undisputed that in 2002, Fair Finance granted Textron
and another lender a security interest in all of Fair Finance's
present and future assets. See Case No. 5:12–CV–987, ECF
No. 300 at 5. The Trustee has never alleged that the grant
of a security interest in 2002 or any repayments or advances
under the 2002 Agreement were fraudulent or avoidable.
It is also undisputed that when Fair Finance granted the
security interest in 2002, Fair Finance expressly agreed that
the security interest shall extend to all future obligations of
Fair Finance:

It is Borrower's express intention that
this Agreement and the continuing
security interest granted hereby ...
shall extend to all future obligations
of Borrower to Lenders intended
as replacements or substitutions for
said Obligations, whether or not such
Obligations are reduced or entirely
extinguished and thereafter increased
or reincurred.

Case No. 5:12–CV–987, ECF No. 301, Exhibit F at 7.

80. To prevail under his novation theory, the Trustee must
do more than show that the parties intended to create a new
agreement in 2004. The Trustee must establish that the parties
intended to extinguish the 2002 lien. As the Sixth Circuit
explained:

Under the circumstances here, a
“new agreement” does not necessarily
require the creation of a new security
interest, but neither does a “new
agreement” foreclose a finding of an
intent on the part of the contracting
parties that prior dealings have come to
an end and that a new lien be created.

Fair Finance, 834 F.3d at 669. Therefore, it is important
to acknowledge that evidence of an intent to create a new
agreement does not, by itself, create a question of material fact
for the jury. Rather, the question is whether, when considering
the evidence in a light most favorable to the Trustee, there is
sufficient evidence for a reasonable jury to conclude that the
parties intended to extinguish the 2002 lien.

81. In its motion for summary judgment, Textron makes a
compelling case that no reasonable jury could find that the
parties intended the 2004 Agreement to extinguish the valid
2002 lien. In particular, Textron points to the Egloff opinion
letter, which provides in pertinent part:

Neither the making nor performance
of the Loan Documents or the
transactions contemplated thereby will
adversely affect the validity or priority
of the security interests granted to and
obtained by Lender as a result of the
making and performance of [the 2002
Agreement].

Case No. 5:12–CV–987, ECF No. 301, Exhibit H at 34.

82. Both Textron and Fair Finance were represented by
experienced counsel in connection with negotiating and
drafting the 2004 Agreement. Textron was represented by
Ron Cook, who had been practicing law for 34 years as of
2004. And as noted previously, Fair Finance was represented
by John Egloff, who had been practicing law for 26 years
as of 2004. Receipt of Mr. Egloff's opinion was an explicit
condition to Textron's obligation to lend under the 2004
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Agreement. Case No. 5:12–CV–987, ECF No. 301 at Exhibit
H—page 15.

*14  83. Moreover, to the extent that the Egloff opinion letter
constitutes a specific provision regarding the effect of the
2004 Agreement on “the validity or priority of the security
interests granted” under the 2002 Agreement, it would control

over more general provisions. See Monsler v. Cincinnati
Cas. Co., 74 Ohio App. 3d 321, 330, 598 N.E.2d 1203, 1209
(Ohio Ct. App. 1991) (“[a] specific provision controls over

a general one.”); see also BP Chems., Inc. v. First State
Ins. Co., 226 F.3d 420, 426–27 (6th Cir. 2000) (explaining the
principle that “more specific provisions control over general

ones”); Aerel, S.R.L. v. PCC Airfoils, LLC, 448 F.3d 899,
903 (6th Cir. 2006) (affirming Judge Gaughan's district court
ruling that the agreement in question did contain a specific
provision, unambiguous in its terms, that expressly addressed

the issue of post-termination commissions); Royal Ins. Co.
of Am. v. Orient Overseas Container Line Ltd., 525 F.3d 409,
420–21 (6th Cir. 2008) (“Well-founded principles of contract
law establish that ‘specific terms and exact terms are given
greater weight than general language’ and that ‘separately
negotiated or added terms are given greater weight than
standardized terms....’ Restatement (Second) of Contracts §
203 (1981).”) (giving greater weight to choice of law clause
specific to this particular agreement); Envision Waste Servs.,
LLC v. City of Medina, 2017-Ohio-351, ¶ 15, 83 N.E.3d
270, 275–76 (2017) (listing established principles of contract
interpretation under Ohio law).

84. On the other hand, the Egloff opinion letter is merely
an exhibit incorporated into the 2004 Agreement. Case No.
5:12–CV–987, ECF No. 301, Exhibit H at 30. Its lack of
prominence is attested to by the fact that Textron's attorneys
failed to bring this specific language to the attention of the
district court in 2012 or to the attention of the Sixth Circuit
in 2016, even though distinguishing the decision in Official
Comm. of Unsecured Creditors of Tousa, Inc. v. Citicorp
N. Am., Inc. (In re TOUSA, Inc.), No. 09–60589, 2011 WL
1627129 (S.D. Fla. Mar. 4, 2011), was a key part of the
Trustee's argument on appeal. See Appeal No. 15–3854, ECF
No. 27 at 23–24.

85. In holding that the Trustee's actual fraudulent transfer
claim should survive Textron's Rule 12(b)(6) motion to
dismiss, the Sixth Circuit distinguished the present case from
In re TOUSA. The Sixth Circuit explained:

In In re TOUSA, Inc., the district court concluded that the
execution of a Second Amended and Restated Revolving
Credit Agreement did not constitute a new obligation for
the purposes of a fraudulent conveyance claim because a
preexisting security agreement remained in effect. Id. at
*7–8. In determining that the initial security agreement
still bound the plaintiff, the district court relied heavily
on the Second Amended and Restated Revolving Credit
Agreement's explicit statement that “it was the ‘intent of the
parties ... that the security interests and [l]iens granted in the
[c]ollateral under and pursuant to the [o]riginal [s]ecurity
[a]greement shall continue in full force and effect.’ ” Id.
at *1, *7 (alterations in original). No such language exists
in the [2004 Agreement] at issue in this case and that
renders decision of the issue as a matter of law especially
challenging.

Fair Finance, 834 F.3d at 669. The Sixth Circuit, however,
did not have the benefit of the opinion letter, incorporated
into the 2004 Agreement, which provides essentially the
same opinion that the underlying liens granted in the original
2002 Agreement shall continue. While the record on appeal
included the entire 2004 Agreement—along with this opinion
letter as an exhibit to the agreement—no party included or
cited to this language in briefing before the Sixth Circuit. Case
No. 5:12–CV–987, ECF No. 66, Exhibit 10 at 82–87.

In re Tousa, Inc. Remains Instructive

86. Now that Textron has identified language in the 2004
Agreement similar to that contained in the Second Amended
and Restated Revolving Credit Agreement in TOUSA, that
decision is particularly instructive.

*15  87. In January of 2007, Citicorp had become a secured
creditor of TOUSA by virtue of a revolving line of credit (the
“January Revolver”). In re TOUSA, Inc., 2011 WL 1627129
at *1. In July of 2007, the parties entered into a “Second
Amended and Restated Revolving Credit Agreement” (the
“July Revolver”). Id. After TOUSA filed for bankruptcy in
2008, an unsecured creditors committee brought fraudulent
transfer claims under federal and state law against the secured
lender, Citicorp. Id. at *2.

88. The United States Bankruptcy Court for the Southern
District of Florida granted Citicorp's motion to dismiss the
claims based on the July Revolver and later amendments,
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except as to any new collateral pledged after the January
Revolver:

I do not accept the proposition that in respect of existing
collateral, which came into effect prior to ... July 2007, that
a new lien was created by virtue of the entry of the parties
into a new lending agreement, be it in July, October, or
December.

The preexisting liens, which were granted in the October
2006 [R]evolver, as amended in January 2007, carried
forward, and to the extent that the collateral that was
granted under those prior agreements carried forward under
the July amendments, I find that there was no new transfer
that's subject to avoidance as a fraudulent transfer under

[ 11 U.S.C. §] 548.

.... [I]t's clear to me ... that the lending terms, including
default and repayment provisions, were modified in the
three agreements starting in July 2007, but to the extent that
the collateral that had been posted for the prior revolver
remained the same, that flows through and is, in my view,
immune from attack under [§] 548 as set forth in the
[C]ommittee's complaint.

[D.E. 2–34 at 142–45].

Id. at *3–4 (quoting from bankruptcy court's bench ruling).

89. On appeal, U.S. District Judge (now U.S. Circuit Judge)
Jordan affirmed. Judge Jordan reasoned:

As noted earlier, the July Revolver stated that it was the
“intent of the parties ... that the security agreements and
[l]iens granted in the [s]ecurity [a]greement shall continue
in full force and effect.” Similarly, under the July Revolver,
the parties kept all rights and obligations incurred from
the January Revolver. Thus, notwithstanding the general
language in the July Revolver that all prior agreements
were being restated in their entirety, obligations already
incurred were not voided, extinguished, or superseded, and
the Committee's argument therefore fails.

....

Nor can the Committee escape this conclusion by arguing,
as it does, that the post-July 31 liens are the liens it
is attempting to set aside. Nothing was transferred on
July 31, 2007, or afterwards. The fact that Citicorp
filed new financing statements on already-perfected liens
does nothing to change the analysis. The only way the

Committee's argument can logically work is if the July
Revolver wiped all of the previous liens. In that situation, a
bona fide purchaser could theoretically acquire a superior
interest over Citicorp's interest in the small window
between cancellation of the previous liens and perfection
of the new liens. But this, again, logically boils down to the
argument that the July Revolver cancelled all existing liens,
an argument that I have already rejected. The July Revolver
explicitly states the already-existing liens carried forward.
The bankruptcy court, therefore, did not err in its judgment.

Id. at *7–8.

90. Nothing in the Sixth Circuit's decision disputes the
reasoning in TOUSA, other than to distinguish the current
case based on the absence of language in the 2004 Agreement
explicitly stating that it was the parties' intent that the liens
granted under the original security agreement shall continue
in full force and effect.

*16  91. Textron also asserts that the deposition testimony of
individuals involved in negotiating the 2004 Agreement lends
further support for the position taken in the Egloff letter that
the 2004 Agreement was never intended to affect the validity
of the lien granted in the 2002 Agreement. Case No. 5:12–
CV–987, ECF No. 300 at 9–12, 25–26.

92. For example, Cook testified that the 2004 Agreement did
not extinguish and grant anew a security interest. Case No.
5:12–CV–987, ECF No. 301, Exhibit X at 159 (Cook Dep.).
Cook testified that he had discussed the debtor's opinion
with Egloff, and that, based on that opinion, it was mutually
understood that “there was nothing in [the 2004 Agreement]
that affected the security interest that had been granted in the
2002 Agreement.” Id. at 159–60 (testifying that he had not
been satisfied with the original draft of the Debtor's Opinion,
which did not contain this language, and that the final opinion
confirmed that the 2002 security interest “still remained in
effect.”). In addition, both Cook and Egloff testified that the
request for and giving of opinions like the debtor's opinion,
and its assurance of a continuous security interest, is standard
practice. Id. at 162–63; Case No. 5:12–CV–987, ECF No.
301, Exhibit W at 113–14 (Egloff Dep.).

93. Textron also notes that Ralph Infante, who signed the
Restatement on behalf of the Textron, testified that the
security interest “[a]bsolutely” continued from 2002 through
2007, and that “it's the understanding how we do business,
that we always ... carry the security from one to the other by
amending and restating the current document to cover that.”

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 95 of 283



In re Fair Finance Company, Slip Copy (2018)
2018 WL 1069443

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 15

Case No. 5:12–CV–987, ECF No. 301, Exhibit Z at 332–
33 (Infante Dep.). Infante also testified that the purpose of
the 2004 Agreement was simply to “restructure the existing
document,” and that it was “just a renewal.” Id. at 41, 173.
When asked about the Egloff opinion, Infante testified that he
believed it explained “the liens from the original agreement
have been carried forward, they will remain in place.” Id. at
295.

94. On the other hand, Infante also agreed at his deposition
that “the January 2004 security interest replaced the one that
had previously existed in 2002.” Id.

95. As noted earlier, the Trustee asserts that the Sixth Circuit
has already determined that there are sufficient facts for
a reasonable jury to conclude that the parties intended to
extinguish the 2002 lien. See Adv. Pro. 12–5101, ECF No.
234 at 1. For example, the Trustee notes that, at the motion
to dismiss stage, the Sixth Circuit indicated the existence of
“extensive evidence” that supports the Trustee's contention
that there was a novation. Id.

96. In its opinion, the Sixth Circuit said:

there remains extensive evidence that
went unexamined by the district court,
evidence that supports the Trustee's
contention that the parties clearly
and overwhelmingly manifested their
intent for the 2004 ARL & SA to
constitute a novation of the 2002 L
& SA, making it inappropriate to
determine the parties' intent at the
motion to dismiss stage.

Fair Finance, 834 F.3d at 668.

97. In addition, the Trustee asserts that the Sixth Circuit's
finding of ambiguity, see 884 F.3d at 688 n.12, is law of the
case. Adv. Pro. 12–5101, ECF No. 234 at 15–16. This would
enable other evidence to come in interpreting the contract,
such as custom and practice of parties and the industry in
general.

*17  98. Generally, a decision on a motion to dismiss does
not establish the law of the case for purposes of summary

judgment. See McKenzie v. BellSouth Telecomm., Inc.,
219 F.3d 508, 513 (6th Cir. 2000) (a decision “on a motion
to dismiss does not establish the law of the case for
purposes of summary judgment, when the complaint has
been supplemented by discovery”); see also 5 Wright &
Miller, Federal Practice & Procedure, § 1387 (“A party who
challenges the face of the pleading for insufficiency in stating
a claim for relief ought not to forfeit the right to attack the
merits of an opponent's case as not being trial worthy on the
basis of affidavits and other supporting material.”).

99. In the present case, the Sixth Circuit had the benefit of the
2004 Agreement and other documents, which were included
in briefing before the district court and the Sixth Circuit.

Fair Finance, 834 F.3d at 656–57 n.1. The Sixth Circuit
noted that consideration of this evidence did not convert the
motion to dismiss into one for summary judgment under Rule

12(c) made applicable under Bankruptcy Rule 7012. Id.

100. Nevertheless, the Sixth Circuit's decision contains
language, perhaps merely dicta but still directed to the parties
and the district court, that seems to provide more than just a
decision as to the plausibility of allegations in the complaint
for purposes of a Rule 12(b)(6) motion to dismiss. Examples
include:

• “genuine factual disputes surround the issue of the effect
of the [2004 Agreement] on the continuing validity of the
security interest conveyed under the [2002 Agreement]”;

834 F.3d at 667;

• “there remains extensive evidence that went

unexamined”; id. at 668;

• these provisions [of the 2004 Agreement] support
a finding that the parties demonstrated their intent
to “extinguish[ ] their obligations under the prior
agreement” and be bound anew under the terms of the

[2004 Agreement]”; id.;

• “we find additional evidence of the parties' intent to have
the [2004 Agreement operate as a novation of the [2002

Agreement]”; id. at 669; and

• “when examined together ... and in the light most
favorable to the Trustee as the nonmoving party, these
facts demonstrate, at the very least, the existence of an
ambiguity as to whether the parties clearly intended the
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[2004 Agreement to extinguish the [2002 Agreement]”;

id.

Such language is understandable given that the Sixth
Circuit considered documents accompanying the parties'
briefing on Textron's 2012 motion to dismiss. 834 F.3d at 656–
57 n.1.

101. As noted earlier, Textron makes a compelling case
that no reasonable jury could find that the parties intended
the 2004 Agreement to extinguish the valid 2002 lien.
The opinion letter, incorporated into the 2004 Agreement,
contains language almost as explicit as the language in
the “Second Amended and Restated Revolving Credit
Agreement” in TOUSA, which shows that it was the parties'
intent that the liens granted under the original security
agreement shall continue in full force and effect. Compare
Case No. 5:12–CV–987, ECF No. 301, Exhibit H at
34 (“Neither the making nor performance of the [2004
Agreement] will adversely affect the validity or priority of
the security interests granted to and obtained by Lender
as a result of the ... [the 2002 Agreement]”), with In re
TOUSA, Inc., 2011 WL 1627129 at *1, *7 (“it was the
‘intent of the parties ... that the security interests and [l]iens
granted in the [c]ollateral under and pursuant to the [o]riginal
[s]ecurity [a]greement shall continue in full force and effect.’
”) (alterations in original). Nor was a release of the lien ever
filed until the debtor and Textron ended their relationship in
2007.

*18  102. Indeed, were it not for language in the Sixth
Circuit's decision, the undersigned judge would likely
recommend that the district court grant Textron's motion for
summary judgment with respect to the Trustee's theory for
actual fraudulent transfer based on novation.

103. Furthermore, were this bankruptcy court writing on a
clean slate, it would likely recommend granting summary
judgment in favor of Textron with respect to this issue without
having to look beyond the simple fact that Textron never filed
a release of its 2002 lien until 2007.

104. As the Delaware Supreme Court held in a case involving
the purportedly inadvertent filing of a UCC–3 termination
statement, which turned a $1.5 billion secured loan into an
unsecured loan:

[O]ne of the most important roles the
UCC plays is facilitating the efficient
procession of commerce by permitting
parties to rely in good faith on the plain
terms of authorized public filings.
The UCC thus enables the crafting of
contractual arrangements that generate
wealth and the investment of capital in
commercial enterprise because parties
are able to rely on a clear and
predicable set of rules to govern their
transactions.

Official Comm. of Unsecured Creditors of Motors Liquidation
Co. v. JPMorgan Chase Bank, N.A., 103 A.3d 1010, 1016–17
(Del. 2014) (footnotes omitted).

105. Just as the parties were able to rely on the filing of
a termination statement with respect to a secured loan to
General Motors, so too should Textron and other parties be
able to rely on the absence of a termination statement being
filed with respect to the 2002 lien involving Fair Finance until
the borrower/lender relationship ended in 2007. Nevertheless,
the bankruptcy court acknowledges that it is not writing on a
clean slate and is in fact bound by the analysis of the Sixth
Circuit in Fair Finance.

106. The language in the Sixth Circuit's decision cannot
be ignored. When the Sixth Circuit refers to documents
incorporated in the Trustee's first amended complaint and
indicates that there is “extensive evidence” that supports
the Trustee's contention that the parties intended to “replace
and extinguish” the 2002 Agreement, the lower court must
exercise care before choosing to disregard such language.
True, the Sixth Circuit's statement was in the context of a
Rule 12(b)(6) motion to dismiss. But the “extensive evidence”
did not go away. Rather, Textron has simply brought to the
court's attention other evidence that the parties never intended
the 2004 Agreement to extinguish the valid 2002 lien.
Whether this other evidence proves to be more persuasive
than the “extensive evidence” identified by the Sixth Circuit

is ultimately a question for the jury. See Anderson v.
Liberty Lobby, 477 U.S. at 255, 106 S.Ct. 2505 (“Credibility
determinations, the weighing of the evidence, and the drawing
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of legitimate inferences from the facts are jury functions, not
those of a judge ....”).

107. Accordingly, the undersigned judge recommends that the
district court deny Textron's motion for summary judgment
with respect to the Trustee's theory for actual fraudulent
transfer based on novation.

B. The Trustee's Two Other Theories for Actual
Fraudulent Transfers Not Based on Novation

108. In its decision, the Sixth Circuit acknowledged that the
Trustee's actual fraudulent transfer claim encompassed two
other theories for invalidating Textron's 2002 security interest
besides the Trustee's primary argument that the security
interest was extinguished through a novation in 2004:

*19  Next, the Trustee argues
that, if this Court turns first to
the contractual obligations incurred
pursuant to the [2004 Agreement]
and finds them avoidable as incurred
for the purpose of defrauding the
Debtor's creditors, then the 2002 lien
securing those contractual obligations
becomes a legal nullity. Finally,
the Trustee asserts that this Court
may use its equitable powers to
subordinate the 2002 security interest
in light of Textron's post-perfection
bad faith and that such subordination
would effectively render Textron's lien
invalid for purposes of the Ohio
UFTA.

Fair Finance, 834 F.3d at 666. The Sixth Circuit then
clarified that it was remanding the case “without examining
the merits of the Trustee's other two arguments,” and that “the
district court may, in its discretion and in light of this opinion,

revisit those issues upon remand.” Id. at 667.

109. As explained more fully below, the undersigned judge
recommends that the district court grant summary judgment
in favor of Textron with respect to these two other arguments.

110. The Trustee's first alternative argument is that, even if
there was no novation, he can still avoid the 2004 Agreement
as a fraudulently incurred obligation. This theory has received
only minimal briefing to date. Adv. Pro. 12–5101, ECF No.
234 at 29–31; Case No. 5:12–CV–987, ECF No. 314 at 10–
12.

111. Nevertheless, to the extent the Trustee is attempting
to argue that, even absent a novation, avoidance of the
2004 Agreement would render the 2002 lien a legal nullity,
this argument is without merit. This is because the 2002
Agreement expressly and unambiguously provides for the
lien to continue to apply to future advances:

It is Borrower's express intention that
this Agreement and the continuing
security interest granted hereby ...
shall extend to all future obligations
of Borrower to Lenders intended
as replacements or substitutions for
said Obligations, whether or not such
Obligations are reduced or entirely
extinguished and thereafter increased
or reincurred.

Case No. 5:12–CV–987, ECF No. 301, Exhibit F at 7. And,
absent a novation in 2004 that extinguished the 2002 lien,
the 2002 lien does not become a legal nullity, but instead
continues to apply to future advances.

112. The Trustee's other alternative argument is that the
district court can use its equitable powers to subordinate the
2002 security interest in light of Textron's post-perfection bad
faith and that such subordination would effectively render
Textron's lien invalid for purposes of the Ohio Uniform

Fraudulent Transfer Act. Fair Finance, 834 F.3d at 666.

113. The district court previously rejected the Trustee's
argument that Textron's alleged bad faith could invalidate its
previously perfected lien:

[T]o the extent that the Trustee is arguing that Textron's
“lack of good faith” renders the 2002 security interest
“invalid,” the Court rejects the argument. While the Trustee
may be correct that the Court could subordinate claims
in a preference action, this Court rejects the Trustee's
suggestion that the bad faith of a secured party renders
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the lien itself invalid. Ohio law defines “valid lien” as
a “lien that is effective against the holder of a judicial
lien subsequently obtained by legal or equitable process
or proceedings.” The Trustee provides the Court with no
case in which a perfected security interest was deemed
“invalid” under Ohio law as a result of the alleged bad
faith of the lender, where the bad faith allegedly arose long
after the perfection of the security interest. Rather, the case
law cited by Textron demonstrates that “bad faith” does
not invalidate the lien for purposes of fraudulent transfer

claims. See Melamed v. Lake Cnty. Nat'l Bank, 727 F.2d
1399 [ (6th Cir. 1984) ] (although not discussing it directly,
finding that transfers made pursuant to a valid security
interest in accounts receivable could not form the basis of
a fraudulent transfer claim even in the face of misconduct
on the part of the lender).

*20  Bash v. Textron Financial, 483 B.R. at 648–49.

114. Nothing in the Sixth Circuit's decision or in the Trustee's

current briefing, see Fair Finance, 834 F.3d at 664, 667;
Adv. Pro. 12–5101, ECF No. 234 at 31–34, provides a reason
for the district court to change its prior determination that
subsequent bad faith cannot invalidate a perfected security
interest under Ohio law.

115. Ohio's version of the Uniform Fraudulent Transfer Act
expressly excludes from the definition of “asset” “property to
the extent it is encumbered by a valid lien.” Ohio Rev. Code
Ann. § 1336.01(B). “ ‘Valid lien’ means a lien that is effective
against the holder of a judicial lien subsequently obtained by
legal or equitable process or proceedings.” Ohio Rev. Code
Ann. § 1336.01(M).

116. Under a plain reading of these provisions, the expression
“effective against the holder of a judicial lien subsequently
obtained ...” refers to whether the lien has been properly
perfected. The Trustee has cited no case law interpreting
Ohio's version of the Uniform Fraudulent Transfer Act that
interprets this definition in a manner that would allow a lien,
valid at the time of perfection, to be invalidated as a result of
bad faith or some other misconduct at some later period of
time.

117. This plain reading of Ohio Revised Code § 1336.01 is
also consistent with Comment 2 of the Uniform Fraudulent
Transfer Act (1984), which provides in pertinent part:

Subparagraphs (i), (ii), and (iii) [of
the definition of “asset”] provide
clarification by excluding from the
term not only generally exempt
property but also an interest in a
tenancy by the entirety in many
states and an interest that is generally
beyond reach by unsecured creditors
because subject to a valid lien.
This Act, like its predecessor and
the Statute of 13 Elizabeth, declares
rights and provides remedies for
unsecured creditors against transfers
that impede them in the collection
of their claims. The laws protecting
valid liens against impairment by
levying creditors, exemption statutes,
and the rules restricting levyability
of interest in entireties property
are limitations on the rights and
remedies of unsecured creditors, and
it is therefore appropriate to exclude
property interests that are beyond the
reach of unsecured creditors from the
definition of “asset” for the purposes
of this Act.

Definitions, Uniform Fraudulent Transfer Act § 1.

118. Accordingly, the undersigned judge recommends that the
district court grant Textron's motion for summary judgment
with respect to the Trustee's two theories for actual fraudulent
transfers not based on novation.

C. The Trustee's Civil Conspiracy Claim—Count II

119. Unlike in its earlier motion to dismiss, Textron is not
asserting in its current summary judgment motion that the
record fails to establish the elements of a civil conspiracy
under Ohio law. Rather, Textron asserts two independent,
affirmative defenses for establishing summary judgment in
its favor on the Trustee's claim of civil conspiracy: (1) the
debtor's express release of Textron from all causes of action
in 2007; and (2) the doctrine of in pari delicto.
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*21  120. As explained more fully below, the undersigned
judge recommends that the district court grant summary
judgment in favor of Textron on the Trustee's civil conspiracy
claim based on the defense of in pari delicto. Because the
in pari delicto defense is dispositive, fully-developed, and
straightforward, the district court need not decide or even
address Textron's alternative defense of release, which has
had only minimal briefing and is problematic.

121. The undersigned judge will address the in pari delicto
defense first.

In Pari Delicto

122. The Sixth Circuit's decision contains extensive
discussion of the affirmative defense of in pari delicto, and
its legal analysis constitutes law of the case. As such, the
Sixth Circuit's decision provides an appropriate framework
for analyzing this portion of Textron's motion for summary
judgment.

123. In addressing the Trustee's civil conspiracy claim, the
Sixth Circuit first rejected Textron's argument that the Trustee
lacked standing to bring such a claim. The Sixth Circuit
emphasized that the Trustee does have standing to bring a civil
conspiracy claim alleging injury to the debtor, as opposed to

injury suffered by the debtor's investors. Fair Finance, 834
F.3d at 675–76.

124. Next, the Sixth Circuit discussed the in pari delicto
defense.

As Textron asserted and the district court concluded, the
Trustee's civil conspiracy claim is likely barred by the
common law in pari delicto defense, which “derives from
the Latin, in pari delicto potior est conditio defendentis,”
meaning “[i]n a case of equal or mutual fault ... the
position of the [defending] party ... is the better one.”

Bateman Eichler, Hill Richards, Inc. v. Berner, 472 U.S.
299, 306, 105 S. Ct. 2622, [2626 (1985) ] (alterations in
original) (quoting Black's Law Dictionary 711 (5th ed.
1979) ). This equitable defense is used to bar a plaintiff's
recovery when the plaintiff “bears at least substantially
equal responsibility for the underlying illegality” upon

which the claim is based, Pinter v. Dahl, 486 U.S. 622,
635–36, 108 S. Ct. 2063, [2072 (1988) ], in light of “the
policy that ‘no Court will lend its aid to a man who founds

his cause of action upon an immoral or illegal act[.]’ ”
Downie–Gombach v. Laurie, 41 N.E.3d 858, 865 (Ohio
Ct. App. 2015) (quoting In re Dow, 132 B.R. 853, 860
(Bankr. S.D. Ohio 1991) ). The in pari delicto defense
has repeatedly been used to bar the actions of “bankruptcy
trustee[s] against third parties who participated in or

facilitated wrongful conduct of the debtor[s].” Mosier
v. Callister, Nebeker & McCullough, 546 F.3d 1271, 1276
(10th Cir. 2008) (collecting cases).

Id. at 676.

125. The Sixth Circuit then noted that the Trustee “stands in
the shoes of the Debtor and that the in pari delicto defense
may be raised against a bankruptcy trustee to the same extent
it could have been raised against a debtor prior to the filing

of bankruptcy.” Id. Thus, whether the defense may be
raised against the Trustee depends on whether the fraudulent
conduct of the debtor's officers and directors should be

imputed to the debtor. Id.

126. The Sixth Circuit next explained that, under Ohio law,
“[a] principal is generally charged with the knowledge of and
conduct undertaken by its agent operating within the scope of

his employment.” Id. (citing First Nat'l Bank of New
Bremen v. Burns, 88 Ohio St. 434, 438, 103 N.E. 93, 94 (1913)
).

127. “Such knowledge and conduct, however, will not be
imputed to a principal if its agent is engaged in committing an
independent fraudulent act on his own account, and the facts
to be imputed relate to this fraudulent act.... This principle is

known as the adverse interest exception.” Id. at 676–77
(internal quotations and citations omitted).

*22  128. The Sixth Circuit then noted:

The adverse interest exception is not absolute, however.
Pursuant to the sole actor doctrine, if the agents responsible
for the adverse conduct are the officers or directors of
the principal and those officers or directors “so dominated
and controlled the [principal] that the [principal] had no
separate mind, will, or existence of its own,” then the
officers and directors are deemed the “alter egos” of the
principal and “any malfeasance on their parts is directly

attributable to the [principal].” [ Terlecky v. Hurd (In re
Dublin Sec.) ], 133 F.3d 377, 380 (6th Cir. 1997).
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Id. at 677.

129. The Sixth Circuit explained:

“The innocent insider exception is a corollary to the
sole actor rule.... The touchstone of the innocent insider
exception is control. If an innocent person inside the
corporation had the power to stop the fraud, the agent and
the company are not mere alter egos, so the sole actor

rule cannot apply.” Unencumbered Assets, Tr. v. Great
Am. Ins. Co., 817 F.Supp.2d 1014, 1036 (S.D. Ohio 2011)

(quoting McHale v. Citibank, N.A. ( In re 1031 Tax Grp.,
LLC ), 420 B.R. 178, 202 (Bankr. S.D.N.Y. 2009) );

Id. at 677.

130. The Sixth Circuit then ventured its “Erie guess” that
the Ohio Supreme Court would adopt the innocent insider
exception to the sole actor doctrine:

[W]e conclude that the Ohio Supreme Court would adopt
the innocent insider exception to the sole actor doctrine.
Ohio has long followed the sole actor doctrine. See

First Nat'l Bank of New Bremen, 103 N.E. at 96.
Although no Ohio court appears to have decided whether
to apply the innocent insider exception to that doctrine,

see Unencumbered Assets, Tr. [ 817 F.Supp.2d at 1036],
the innocent insider exception is a corollary that flows
ineluctably from the agency principles that underlie the
sole actor doctrine.

The United States District Court for the Southern District
of New York has described why this is the case. The
adverse interest exception to the in pari delicto doctrine
applies “the fiction of imputation” by asking “whether the
knowledge of the agent that is to be imputed to the principal
was gained within, or outside of, the scope of agency.”

[ Ernst & Young v. Bankr. Servs., Inc. (In re CBI Holding
Co.) ], 311 B.R. 350, 373 (S.D.N.Y. 2004), aff'd in part

and rev'd in part, 529 F.3d 432 (2d Cir. 2008). “Even
when an agent is defrauding his principal, unless the agent
has totally abandoned the interests of the principal and is
acting entirely in his own, or another person's, interest,

that agent is acting within the scope of his agency.” Id.
The sole actor doctrine is based on the recognition that,
when a particular agent or set of agents “are one and the

same” as the principal, “it would be nonsensical to refrain
from imputing the agent's acts of fraud to the corporation,
despite the agent's total abandonment of the corporation's
interests, because the agent is identical to the corporation.”

Id. (internal quotation marks omitted). But, “when the
innocent insiders possessed authority to stop the fraud, the
‘sole actor rule’ does not apply, because the culpable agents
who had totally abandoned the interests of the principal,
and were thus acting outside the scope of their agency, were

not identical to the principal.” Id. In other words, a set of
agents cannot be said to be the sole actor who is one and the
same as the principal when others exist within the principal
who had sufficient authority to stop the fraud had they
known of it. Accordingly, we hold that the Ohio Supreme
Court, if given the chance, would apply the innocent insider
exception to the sole actor doctrine.

*23  Id. at 678–79.

131. When the evidence is viewed in a light most favorable
to the nonmoving party—the Trustee—there can be no doubt
that Durham and Cochran dominated the debtor. As the Sixth
Circuit noted in its opinion:

On appeal, the Trustee does not take issue with the district
court's conclusion that Durham and Cochran dominated the
Debtor. Appellant's Opening Br. 43. Rather, the Trustee
reiterates that, “even if the ‘sole actor’ doctrine might
otherwise apply here, it is subject to the ‘innocent insider’
exception, which exists if the company had at least one
innocent decision-maker who could have stopped the

wrongdoing if he or she had known of it.” Id.

Id. at 677.

132. In its brief, Textron notes that the Trustee himself
has testified that Fair Finance was a party to the alleged
conspiracy. Case No. 5:12–CV–987, ECF No. 314 at 15; see
also Case No. 5:12–CV–987, ECF No. 301, Exhibit DD at
11. And while this statement does not constitute a judicial

admission, see MacDonald v. Gen. Motors Corp., 110 F.3d
337, 340 (6th Cir. 1997) ), the record in this case is replete with
statements by the Trustee and his attorneys acknowledging
Durham and Cochran's complete domination of the debtor.

See Bash v. Textron Financial, 483 B.R. at 651 (“[T]he
Trustee acknowledges that the ‘complaint avers that Durham
controlled all aspects of the Debtor's operations.’ ” (quoting

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 101 of 283



In re Fair Finance Company, Slip Copy (2018)
2018 WL 1069443

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 21

Plaintiff's brief) ); Fair Finance, 834 F.3d at 677 (“[T]he
Trustee does not take issue with the district court's conclusion
that Durham and Cochran dominated the Debtor.”)

133. Rather, the Trustee's sole argument before the Sixth
Circuit to avoid application of the in pari delicto defense was
the assertion that an innocent person inside the corporation
had the power to stop the fraud and that the Trustee was under
no duty to plead facts in his complaint necessary to defeat an
affirmative defense. Appeal No. 15–3854, ECF No. 23 at 43–
46.

134. In his opposition brief, the Trustee insists that questions
of fact remain as to whether Durham and Cochran were “sole
actors” within the meaning of Ohio law when they committed
their fraud and treated the debtor as their personal piggy bank.
See Adv. Pro. 12–5101, ECF No. 234 at 39–40. For example,
the Trustee notes that Fair Finance was a successful business
with legitimate owners for nearly seventy years before it was
acquired by Durham and Cochran. Id. at 39.

135. This argument is without merit. Now that discovery
has been completed, the Trustee concedes that Durham and
Cochran dominated the company they owned and controlled
such that no innocent person inside the corporation had the
power to stop the fraud. See Adv. Pro. 12–5101, ECF No.
199 at 1. Nothing further is required. Accord In re Derivium
Capital LLC, 716 F.3d 355, 368 (4th Cir. 2013) (noting
that “the sole actor rule is a well-established principle of
agency law” and that the “rationale underpinning this rule
is that ‘the sole agent has no one to whom he can impart
his knowledge, or from whom he can conceal it, and that
the corporation must bear the responsibility for allowing an

agent to act without accountability.’ ” (quoting Official
Comm. of Unsecured Creditors v. R.F. Lafferty & Co., 267

F.3d 340, 359 (3d Cir. 2001) ) ); Unencumbered Assets Tr.,
817 F.Supp.2d at 1034–37 (applying Ohio law and holding at
the summary judgment phase that adverse interest exception
is overcome by sole actor rule and that the fraudulent conduct
of the debtor's principals must be attributed to the debtor and
rejecting the plaintiff's innocent insider argument).

*24  136. Rather, the Trustee is left with a thin reed of
an argument. Relying on the Sixth Circuit's citation to an
unreported decision from an intermediate state appellate court
in Michigan, the Trustee maintains that the presence of an
innocent decision maker outside the corporation in the form
of a state regulator might suffice to avoid application of the

sole actor doctrine under Ohio law. This argument is a bridge
too far.

137. In his briefing before the Sixth Circuit, the Trustee never
asserted that the “innocent insider” exception extended to
regulators outside the corporation. Rather, the Trustee argued
on appeal that the Rule 12(b)(6) record revealed “at least nine
officer-level Fair Finance employees who may not have been
complicit in Durham and Cochran's scheme.” Appeal No. 15–
3854, ECF No. 23 at 43–45 and ECF No. 31 at 19–20.

138. In its decision, the Sixth Circuit cited Midwest
Mem'l Grp. LLC v. Citigroup Global Mkts. Inc., No. 322338,
2015 WL 5519398 (Mich. Ct. App. Sept. 17, 2015), an
unpublished decision from the Michigan Court of Appeals,
among a string of six cases acknowledging the innocent
insider exception as a corollary to the sole actor rule. In

citing Midwest Memorial, the Sixth Circuit included the
following parenthetical:

(“For the existence of an innocent decision-maker to
preclude application of the sole actor rule, there must
exist[ ] at least one innocent decision maker who, if
he had been alerted to the fraud, could have stopped
it.” (alteration in original) (internal citation and quotation
marks omitted) ).

Fair Finance, 834 F.3d at 677.

139. Now that the Trustee has conceded that there were no
“innocent insiders” within Fair Finance, the Trustee asserts
that the district court should apply the expansive definition of
“innocent decision maker” contained in the majority opinion

in Midwest Memorial, something not addressed by the
Sixth Circuit's decision or in any briefing before the Sixth
Circuit.

140. Midwest Memorial involved the application of

Michigan law, and the majority opinion in Midwest
Memorial emphasized the sui generis nature of its holding
that the cemetery commissioner could constitute an innocent
decision maker: “On the unique fact of this case, we
find the sole actor rule inapplicable given the cemetery
commissioner's statutory authority and obligation to act for
the protection of the cemeteries and the interests of the

public.” Midwest Mem'l Grp. LLC, 2015 WL 5519398 at
*11 (footnote omitted).
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141. In his dissenting opinion, Judge O'Connell
acknowledged the concept of an innocent decision maker as
an exception to the sole actor exception. But he took issue
with the majority expanding the exception beyond persons
making decisions as part of the corporation:

Here, Smart was the sole shareholder of Summerfield.
Under those auspices, Smart looted Summerfield of its
assets. The sole actor rule is precisely on point. However,
plaintiffs attempt to squeak past the sole actor rule by
relying on the “innocent decision maker exception,” an
exception to the exception to the exception to the wrongful
conduct rule.

....

Even if [the innocent decision maker] exception was
applicable, it only applies in cases where the innocent
decision maker makes decisions as part of the corporation.

In [ In re Sharp Int'l Corp., 278 B.R. 28 (Bankr.
E.D.N.Y. 2002) ], the “innocent decision maker” was a 13%
shareholder who regularly visited the offices, consulted
with the corporation, and received and reviewed financial

statements. Sharp, 278 B.R. at 37. The innocent
decision maker did not have a controlling share, but was
part of the decision making process. The Court relied on the
fact that the shareholder reviewed financial statements and
could have stopped the fraud while it was occurring. See

id. at 39 (stating that the shareholder could have ended
the fraudulent activity).

*25  There is no evidence that this is the case here.
In this case, neither Paskin, nor Funk, nor the cemetery
commissioner held shares in Summerfield or exercised any
level of control over the corporation at the time of the
fraudulent investment decisions. The majority recognizes
that there is no evidence that, while innocent, any of
these parties were decision makers. I cannot conclude
that the innocent decision maker exception applies, even
presuming it is the law in Michigan.

Id. at *16.

142. The majority opinion's expansive definition of innocent

decision maker in Midwest Memorial would also be
inconsistent with the principal and agent relationship
recognized by the Ohio Supreme Court in its 1913 decision

in First Nat'l Bank of New Bremen and followed by the

Sixth Circuit in Fair Finance. As explained by the Ohio
Supreme Court, the test is essentially whether the principal
and agent are alter egos. When an agent is the alter ego of
the principal, “his acts and knowledge ipso facto become the

knowledge and acts of the principal.” First Nat'l Bank of

New Bremen, 103 N.E. at 95. Accord Fair Finance, 834

F.3d at 676 (following First Nat'l Bank of New Bremen ).

143. Under the Trustee's expansive definition, even if a
corporation were completely dominated by a corrupt, sole
owner, such that the corporation and its owner were alter
egos, a bankruptcy trustee or other successor in interest could
successfully avoid an in pari delicto defense so long as some
regulator outside the corporation was in a position to take
action against the improper activity. This interpretation would
swallow up the sole actor doctrine.

144. The Trustee's interpretation would also seemingly run
counter to language in the Sixth Circuit's decision that
“innocent insider” necessarily means someone inside the
corporation:

[A] set of agents cannot be said to
be the sole actor who is one and the
same as the principal when others exist
within the principal who had sufficient
authority to stop the fraud had they
known of it.

Id. at 679 (emphasis added).

145. As the Sixth Circuit acknowledged in 2016, “the
Trustee's civil conspiracy claim is likely barred by the

common law in pari delicto defense.” 834 F.3d at 676.
Now that discovery is complete, that acknowledgment can
be confirmed. Accordingly, because the Trustee has conceded
that there was no innocent person inside Fair Finance who
had the power to stop the fraud, the undersigned judge
recommends that the district court grant summary judgment
in favor of Textron on the Trustee's civil conspiracy claim—
Count II of the second amended complaint—as barred by the
affirmative defense of in pari delicto.
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Release

146. In contrast with the defense of in pari delicto, which
Textron first raised shortly after this action was filed in 2012
and which has been the subject of extensive briefing before
the bankruptcy court, the district court, and the Sixth Circuit,
the affirmative defense of release was never raised until
Textron filed its motion for summary judgment on November
3, 2017.

147. Textron asserts that the broad release that the debtor
signed in 2007 constitutes a complete defense to the Trustee's
civil conspiracy claim. In response, the Trustee asserts that
Textron has waived the affirmative defense of release by
failing to raise this affirmative defense in Textron's answer
to the Trustee's second amended complaint. The Trustee also
asserts that the release itself may be invalid or constitute a
voidable transfer.

148. It is undisputed that when Textron and the debtor
agreed to sever their lender/borrower relationship in 2007, the
debtor signed a release stating that it “forever releases and
discharges” Textron from “any and all claims, suits or causes
of action [the debtor] may have against [Textron] ... arising
out of the [2004 Agreement].” Case No. 5:12–CV–987, ECF
No. 301, Exhibit I at 4.

*26  149. The Trustee's civil conspiracy claim arises out
of the 2004 Agreement because it is premised entirely on
the lending relationship between Textron and the debtor.

See Ingram Corp. v. J. Ray McDermott & Co., 698 F.2d
1295, 1310–11 (5th Cir. 1983) (release of claims “arising
out of” certain agreements barred antitrust conspiracy claim);

Solits v. J.C. Penney Corp., 635 Fed.Appx. 245, 248 (6th
Cir. 2015) (noting the “expansive language” of a release using
the terms “any and all claims” and “arising out of”); Mackey
v. Judy's Foods, Inc., 654 F.Supp. 1465, 1468, 1472–73 (M.D.
Tenn. 1987) (release from “all claims ... arising out of any
agreement with [Defendant]” barred tort claims).

150. The Trustee, in bringing his conspiracy claim, is bringing
it in the “shoes of the debtor,” and only “has standing to
bring any action that the [debtor] could have brought had [the

debtor] not filed a petition for bankruptcy.” Fair Finance,

834 F.3d at 675 (quoting Cannon v. J.C. Bradford & Co.
(In re Cannon), 277 F.3d 838, 853 (6th Cir. 2002) ). Because

the debtor released any such conspiracy claim against Textron
in 2007, it follows that the Trustee cannot assert the claim in
this proceeding, provided the affirmative defense has not been
waived and the release itself is valid.

151. Under Rule 8(c) of the Federal Rules of Civil Procedure,
made applicable to this proceeding by Bankruptcy Rule 7008,
release is an affirmative defense. “As a general rule, failure
to plead an affirmative defense results in [forfeiture] of that
defense.” Old Line Life Ins. Co. of Am. v. Garcia, 418
F.3d 546, 550 (6th Cir. 2005). However, failure to plead an
affirmative defense does not always result in waiver. See

Rogers v. IRS, 822 F.3d 854, 856 (6th Cir. 2016); Smith

v. Sushka, 117 F.3d 965, 969 (6th Cir. 1997); Moore, Owen,
Thomas & Co. v. Coffey, 992 F.2d 1439, 1445 (6th Cir. 1993).

152. In Rogers, the Sixth Circuit held that a defendant may
raise an affirmative defense for the first time in a motion for
summary judgment if doing so does not result in surprise or

prejudice to the plaintiff.” 822 F.3d at 856.

153. In Sushka, the Sixth Circuit held that failure to raise
an affirmative defense before a second motion for summary
judgment was not fatal. The Sixth Circuit explained:

The purpose of Rule 8(c) of the
Federal Rules of Civil Procedure is to
give the opposing party notice of the
affirmative defense and a chance to

respond. Ibid. While we agree that
Sushka should have been more diligent
in raising these defenses, we do not
believe that the district court abused
its discretion by permitting them to
be raised in the second motion for
summary judgment. Sushka's failure to
raise either affirmative defense did not
result in surprise or unfair prejudice
to Smith, especially since the district
court extended the trial date in order
to give Smith the opportunity to fully
respond to and brief the issues.

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 104 of 283



In re Fair Finance Company, Slip Copy (2018)
2018 WL 1069443

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 24

117 F.3d at 969. Accord Huss v. King Co., 338 F.3d 647,
651–52 (6th Cir. 2003) (“If a plaintiff receives notice of an
affirmative defense by some means other than pleadings, the
defendant's failure to comply with Rule 8(c) does not cause

the plaintiff any prejudice.” (citing Moore, Owen, Thomas
& Co., 992 F.2d at 1445) ).

154. It is undisputed that Textron took a long time over the
course of this litigation to raise the affirmative defense of
waiver.

• Textron could have raised, but was not required to raise,
this defense in its motion to dismiss filed on April 20,
2012;

*27  • Textron could have raised, but was not required
to raise, this defense as an alternative ground to affirm
dismissal of the conspiracy count in its briefing before
the Sixth Circuit in 2016;

• Textron could have raised, but was not required to raise,
this defense in its motion to dismiss the second amended
complaint filed on December 19, 2016;

• Textron could have raised this defense in its answer filed
on June 30, 2017; or

• Textron could have moved for leave to file an amended
answer under Bankruptcy Rule 7015 and Civil Rule
15(a)(2) to include this defense at any time after June 30,
2017.

Instead, Textron did not raise the affirmative defense of
waiver until it filed its motion for summary judgment on
November 3, 2017.

155. Both the Trustee and Textron are represented by many
skilled and well-paid attorneys. Ironically, Textron's attorneys
now assert that there can be no prejudice to the Trustee since
the evidence of a complete release has been hiding in plain
sight for at least six years, and the Trustee's attorneys should
have anticipated this affirmative defense that Textron's own
lawyers failed to raise until just recently.

156. The district court has broad discretion, and might well
be within its sound discretion if it allows Textron to raise the
affirmative defense or deems the affirmative defense waived.

See Sushka, 117 F.3d at 969.

157. While Textron could have raised this affirmative defense
as early as 2012, it was not required to do so under Bankruptcy
Rule 7008 and Civil Rule 8(c) until it filed its answer on
June 30, 2017, a little more than four months before it first
raised the affirmative defense of release in its motion for
summary judgment on November 3, 2017. Moreover, unlike
at least one other circuit court, the Sixth Circuit does not insist
that a party first move for leave to amend its answer before
considering the merits of a previously unraised affirmative

defense. Compare, e.g., Sushka, 117 F.3d at 969, with

Harris v. Sec'y, United States Dep't of Veterans Affairs,
126 F.3d 339, 345 (D.C. Cir. 1997) (“In order to preserve the
notice purpose of Rule 8(c) and the discretionary structure
of Rule 15(a), we hold that Rule 8(c) means what it says: a
party must first raise its affirmative defenses in a responsive
pleading before it can raise them in a dispositive motion....”).

158. Unlike the affirmative defense of in pari delicto, which
has been fully developed and the subject of extensive briefing,
the affirmative defense of release has had only minimal
briefing, particularly when it comes to questions such as
prejudice to the Trustee and whether the release is valid or
subject to avoidance.

159. Whether the Trustee has been prejudiced by the delay in
raising the affirmative defense of release is unclear. Unlike

in Rogers, where the validity of the release itself was
undisputed, here the validity of the release remains a point of
contention. For example, the Trustee argues that the release is
invalid because it was a part of the civil conspiracy to damage
Fair Finance or was done without adequate consideration, or
is itself avoidable as a fraudulent transfer. Ohio's Uniform
Fraudulent Transfer Act includes “release” in its definition of
“transfer.” Ohio Rev. Code Ann. § 1336.01(L).

*28  160. The undersigned judge does not believe that
these issues warrant additional discovery, as these issues are
already a part of the Trustee's extensive civil conspiracy
allegations. Nevertheless, should the district court determine
that the separate affirmative defense of in pari delicto is not
dispositive, the district court might benefit from additional

briefing on the affirmative defense of release. See Sushka,
117 F.3d at 969 (district court delayed trial date in order to
respond to and brief affirmative defense); Hawkins v. Ctr. for
Spinal Surgery, 2015 WL 1096970, at *2 (M.D. Tenn. March
11, 2015) (court reopened discovery).
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161. Moreover, if the district court decides that it would
benefit from additional briefing on the affirmative defense
of release, the district court might also invite briefing
on the issue of whether the Trustee, as successor to
the debtor, has waived the right to a jury trial on
the civil conspiracy claim by virtue of the broad jury
trial waiver contained in the 2004 Agreement. See Case
No. 5:12–CV–987, ECF No. 301, Exhibit H at 22
(“THE PARTIES HERETO HEREBY WAIVE TRIAL
BY JURY IN ANY ACTION, PROCEEDING, CLAIM
OR COUNTERCLAIM, WHETHER IN CONTRACT OR
TORT, AT LAW OR IN EQUITY WITH RESPECT TO,
IN CONNECTION WITH, OR ARISING OUT OF THIS
AGREEMENT OR ANY OTHER LOAN DOCUMENTS ...
OR ANY OTHER CLAIM OR DISPUTE HEREUNDER
OR THEREUNDER.”). Litigants may waive their Seventh
Amendment right to a jury, provided the waiver is “knowing

and voluntary.” K.M.C. Co. v. Irving Trust Co., 757 F.2d
752, 756 (6th Cir. 1985).

162. Accordingly, the undersigned judge recommends that
the district court grant summary judgment in favor of
Textron on the Trustee's civil conspiracy claim based
on the defense of in pari delicto. As this affirmative
defense is dispositive, the district court need not address
Textron's alternative affirmative defense of release. Indeed,
the Trustee's arguments for invalidating the release—e.g.,
that the release is itself avoidable as a fraudulent transfer
or invalid as an act in furtherance of the civil conspiracy
—only reinforce Textron's contention that the Trustee's civil
conspiracy claim is barred under the defense of in pari delicto.

D. The Trustee's Claims for Equitable
Subordination or Disallowance of Any Potential

Textron Proof of Claim—Counts III and IV

163. Count III of the second amended complaint seeks
equitable subordination of any filed or scheduled claims
of Textron under 11 U.S.C. § 510(c). Count IV seeks
disallowance of any filed or scheduled claims of Textron
under 11 U.S.C. § 502(d). As Textron has yet to file a proof
of claim, these counts are relevant only if (1) the Trustee wins
a judgment on Count I of the second amended complaint, and
(2) Textron files a proof of claim as an unsecured creditor
within 30 days after that judgment has become final. See
Bankruptcy Rule 3002(c)(3).

164. If, as the undersigned judge recommends, the district
court denies Textron's motion for summary judgment with
respect to Count I of the second amended complaint, then
Counts III and IV will remain pending until after the judgment
on Count I has become final. See Bankruptcy Rule 3002(c)(3).
Should the district court instead grant summary judgment in
favor of Textron on Count I of the second amended complaint,
then Counts III and IV can be dismissed as moot.

II. THE TRUSTEE'S MOTION FOR
PARTIAL SUMMARY JUDGMENT

165. The Trustee's motion for partial summary judgment
seeks summary judgment only on a narrow issue with respect
to his actual fraudulent transfer claim (Count I). Specifically,
the Trustee seeks summary judgment on whether the debtor's
transfers and obligations under the 2004 Agreement with
Textron were in furtherance of a Ponzi scheme and thus
made with the actual intent to hinder, delay, or defraud the
debtor's creditors under Ohio Revised Code § 1336.04(A)
(1). Adv. Pro. 12–5101, ECF No. 223 at 1. The Trustee does
not seek summary judgment on any theory of liability other
than what is commonly referred to as the “Ponzi scheme
presumption.” For example, the Trustee is not seeking to
establish, through summary judgment, an actual intent to
hinder, delay, or defraud creditors based on an “all relevant
factors/badges of fraud” analysis under Ohio Revised Code §
1336.04(B).

*29  166. As noted above, the undersigned judge
recommends that the district court deny Textron's own motion
for summary judgment with respect to the Trustee's theory
for actual fraudulent transfers based on novation. Should
the district court instead decide to grant Textron's motion
for summary judgment with respect to the Trustee's actual
fraudulent transfer claim in its entirety—e.g., on all three
theories for liability under Count I—then the Trustee's motion
for partial summary judgment can be denied as moot.

167. As will be explained more fully below, the undersigned
judge recommends that the district court deny the Trustee's
motion for partial summary judgment. In short, while there
is extensive and perhaps even compelling evidence that the
debtor was operating as a Ponzi scheme as of January 6, 2004,
a reasonable jury could find that the Trustee has failed to
establish this by clear and convincing evidence.
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Ohio's Version of the Uniform Fraudulent Transfer Act

168. As noted earlier:

Under Section 1336.04(A)(1) of the Ohio Revised Code,
a plaintiff can prove fraudulent transfer by showing three
elements: “(1) a conveyance or incurring of a debt; (2)
made with actual intent to defraud, hinder, or delay; (3)
present or future creditors.” Blood [ 834 N.E.2d at 367].”

Nat'l Credit Union Admin. Bd., 2017 WL 4535070 at *7.

169. Under Ohio's version of the Uniform Fraudulent Transfer
Act, intent must be established by clear and convincing
evidence. Blood, 834 N.E.2d at 367–68 (“creditor seeking to
set aside a transfer as fraudulent has the ultimate burden of
proving, by clear and convincing evidence, the debtor's intent
pursuant to R.C. 1336.04(A)(1)”). See also ¶¶ 60–62 above.

The Ponzi Scheme Presumption

170. The district court's 2015 decision contains extensive
discussion of the Trustee's actual fraudulent transfer claims
against Fortress and the Ponzi scheme presumption. The
district court's legal analysis constitutes law of the case, at
least with respect to claims under Ohio's Uniform Fraudulent
Transfer Act. As such, the district court's decision provides
an appropriate framework for analyzing the Trustee's motion
for partial summary judgment.

171. The district court explained:

“Actual fraudulent conveyance claims ... turn on the intent
of the debtor in making the transfer; the state of mind of

the transferee is irrelevant.” In re Bayou Group, LLC,
439 B.R. 284, 304 (S.D.N.Y. 2010). “With respect to Ponzi
schemes, transfers made in furtherance of the scheme are
presumed to have been made with the intent to defraud for

purposes of recovering payments under §§ 548(a) and

544(b).” Perkins v. Haines, 661 F.3d 623, 626 (11th Cir.

2011); see also Conroy v. Shott, 9 Ohio Misc. 117, 363
F.2d 90, 92 (6th Cir. 1966) (“it will be immediately noted
that an intent to defraud on the part of [the debtor] must
first be presumed to have existed [in that the debtor was
operated as a Ponzi scheme.]”). This is so because a Ponzi
scheme will eventually collapse. Thus, intent is presumed

because the debtor undeniably knows that “future investors
will not be paid,” thus evidencing an intent to defraud

creditors. In re Independent Clearing House Co., 77
B.R. 843 (D. Utah 1987).

Thus, to the extent the Trustee is able to establish that
Fair Finance constituted a Ponzi scheme, fraudulent intent
will be inferred. The parties dispute the requirements

of establishing the existence of the Ponzi scheme. In
[Canyon Systems], 343 B.R. 615, 630 (Bankr. S.D. Ohio
2006), the court enunciated a four-part test used to
determine whether a Ponzi scheme exists:

*30  To prove that [Debtor] engaged in a Ponzi scheme,
the Trustee must establish that: (1) deposits were made by
investors; (2) the Debtor conducted little or no legitimate
business operations as represented to investors; (3) the
purported business operations of the Debtor produced little
or no profits or earnings; and (4) the source of payments to
investors was from cash infused by new investors.

The bankruptcy court recommends that the Court find
that this test is too narrow and runs “counter to the great
weight of authority analyzing Ponzi schemes.” According
to the Trustee and the bankruptcy court, a Ponzi scheme
is “any sort of fraudulent arrangement that uses later
acquired funds or products to pay off previous investors.”

In re Bullion Reserve of North America, 836 F.2d
1214 (9th Cir. 1988); see also, In re Bayou Group,
LLC, 362 B.R. 624, 634 (Bkrtcy. S.D.N.Y. 2007) (“label
‘Ponzi scheme’ has been applied to any sort of inherently
fraudulent arrangement under which the debtor-transferor
must utilize after-acquired investment funds to pay off
previous investors in order to forestall disclosure of the
fraud”). On the other hand, Fortress asks that the Court

adopt the four-part test set forth in Canyon Systems.

Upon review, the Court accepts the bankruptcy court's
recommendation that the Ponzi scheme presumption is

not limited to the test set forth in Canyon Systems.
The Court finds, however, that the elements set forth in

Canyon Systems may be relevant as factors to assess
in determining whether a Ponzi scheme exists. No one
factor, however, is controlling. In addition to these factors,
other factors may be relevant including the collapse of the
business upon the loss of investors and the lavish lifestyle
of the individuals operating the scheme. See, e.g., In re
Marroquin, 441 B.R. 586, 599 (Bankr. N.D. Ohio 2010).
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Bash v. Textron Financial, 524 B.R. at 756–57.

172. The district court must now consider the same factors it
identified in its 2015 decision to determine whether the debtor
was operating as a Ponzi scheme as of January 6, 2004. Or, to
put it in the context of a summary judgment ruling, the district
court must determine whether a reasonable jury could find
that the Trustee has failed to establish by clear and convincing
evidence that the debtor was operating as a Ponzi scheme as
of January 6, 2004.

173. The Trustee makes a compelling case that the debtor
was operating as a Ponzi scheme as of January 6, 2004. The
Trustee emphasizes three core facts that the district court
identified in its 2015 decision, which addressed the debtor's
condition as of the time that Fortress entered into a revolving
loan agreement with the debtor in February of 2008. The
Trustee asserts that these three core facts were equally true as
of January 6, 2004. Adv. Pro. 12–5101, ECF No. 223 at 17.

174. According to the Trustee, the three core facts are:

(1) Durham and Cochran were removing cash from Fair
Finance at exorbitant speeds to fund lavish lifestyles and
related-party loans;

(2) From 2002 through 2004, Fair Finance dramatically
increased the amount of V–Notes sold over time, while
lulling investors into holding onto their investments with
rate increases; and

(3) At least as of December 3, 2004, through the FBI raid,
Fair Finance could only pay all of the interest and principal
owed to the V–Noteholders by using the proceeds from the
sale of new V–Notes to new V–Noteholders.

*31  Adv. Pro. 12–5101, ECF No. 223 at 17.

175. In response, Textron cites several facts which suggest
that the debtor was actually a “solvent” business as of
January 6, 2004, and notes that the district court's 2015
decision actually identified six relevant factors—the four

from Canyon Systems, plus two addition factors—and
indicated that no one factor is controlling. Bash v. Textron
Financial, 524 B.R. at 757; Adv. Pro. 12–5101, ECF No. 230
at 32–35.

176. The evidence with respect to these factors is discussed
below.

177. While the factual record, including expert reports, is
much more extensive and nuanced than this brief summary, it
is important to remember that the evidence must be construed
in a light most favorable to Textron, the nonmoving party.
Furthermore, if a genuine issue of material fact exists, the
presence of other evidence in favor of the movant should not
change the analysis regarding the Trustee's motion for partial
summary judgment.

(1) Deposits Were Made by Investors

178. Textron concedes that deposits were made by investors
in the form of V–Notes. Adv. Pro. 12–5101, ECF No. 230 at
33. However, Textron is quick to add that the debtor used V–
Notes to fund the company's factoring business even before
Durham and Cochran acquired the business.

(2) The Debtor Conducted Little or No Legitimate
Business Operations as Represented to Investors

179. Textron insists that the debtor did conduct legitimate
business operations. Adv. Pro. 12–5101, ECF No. 233 at
33. For example, the debtor's former president, John Head,
testified that the factoring business was “growing” at least
through 2005 and was “[h]ighly profitable” through 2008.
Adv. Pro. 12–5101, ECF No. 232, Exhibit A at 49–50 (Head
Dep.); see also Adv. Pro. 12–5101, ECF No. 233, Exhibit A
at 25–26 (Declaration of Rebekah A. Smith). According to
Smith's report, revenue from the debtor's consumer account
receivables grew from just under $13 million in 2002 to just
over $14 million in 2006. Adv. Pro. 12–5101, ECF No. 233,
Exhibit A at 26.

(3) The Purported Business Operations
Produced Little or No Profits or Earnings

180. Textron maintains that the debtor's business operations
generated profits through at least 2004. Expert opinions from
both parties suggest that the debtor was generating net income
through at least the end of 2004. Adv. Pro. 12–5101, ECF
No. 233, Exhibit A at 27–28; Adv. Pro. 12–5101, ECF No.
223, Exhibits 7–8 (Expert Report of Howard Klein). Copies
of Klein's August 31, 2017, expert report are also included in
the record at Adv. Pro. 12–5101, ECF No. 214 at Exhibit A,
and Case No. 5:12–cv–987, ECF No. 305 at Exhibit A.
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181. These statements contrast with the district court's
holding regarding the debtor's operations in 2008, when the
debtor's non-V–Note proceeds “could by no means sustain the
amounts due investors.” Bash v. Textron Financial, 524 B.R.
at 758.

(4) The Source of Payments to Investors
Was Cash Infused by New Investors

182. The “defining feature” of a Ponzi scheme is that it
“operate[s] strictly by paying earlier investors with money

tendered by later investors.” United States v. Gold
Unlimited, Inc., 177 F.3d 472, 475 (6th Cir. 1999).

*32  183. Textron's expert, Rebekah Smith, opines that “at
least [through the end of 2004], Fair Finance was generating
enough proceeds [from its factoring business] to not only
cover V–Note interest and pay down the Revolver but had
excess proceeds sufficient to cover at least some V–Note
principal obligations.” Adv. Pro. 12–5101, ECF No. 233,
Exhibit A at 29. Howard Klein, one of the Trustee's experts,
conceded that, through the end of 2003, the debtor's factoring
business had “sufficient income” to cover V–Note interest
payments. See Adv. Pro. 12–5101, ECF No. 232, Exhibit
DDDD at 117–18 (Klein Dep.).

184. Rebekah Smith also opines that under any of the
three generally accepted accounting tests for evaluating a
company's solvency—the “Balance Sheet Test,” the “Cash
Flow Test,” and the “Capital Adequacy Test”—“Fair Finance
was solvent, and not in imminent danger of becoming
insolvent, through at least December 31, 2004.” Adv. Pro. 12–
5101, ECF No. 233, Exhibit A at 2, 6–23. Smith based her
findings on the collateral analyses performed in 2004 by the

debtor's auditors, BGBC Partners and Somerset CPAs. Id.
at 37–41.

185. In addition, the Trustee's own expert, Howard Klein, has
stated under penalty of perjury that:

At least as of December 31, 2004
through the FBI raid, Fair Finance
could only pay all of the interest and
principal owed to V–Noteholders by

using the proceeds from the sale of
new V–notes to new V–Noteholders.

Adv. Pro 12–5101, ECF No. 232, Exhibit FFFF at 15.
Construing this evidence in a light most favorable to Textron,
the sworn statement of the Trustee's own expert provides
evidence that the debtor was not operating as a Ponzi scheme
as of January 6, 2004.

186. Klein now opines something different in his expert
report:

OPINION 4

122. From at least October, 31, 2003 through 2009, Fair
Finance exhibited the characteristics of a Ponzi scheme.

Adv. Pro. 12–5101, ECF No. 223, Exhibit 7 at 3. See generally
id. at 65–87 (detailing the bases and reasons supporting
Opinion 4 of Klein's expert report).

187. In his reply brief, the Trustee asserts that Klein is not
contradicting his earlier opinion that used a date of “no later
than December 31, 2004.” Adv. Pro. 12–5101, ECF No.
243 at 12 (noting that “that time period was not relevant to
the Trustee's claim against Fortress”). But Fortress did not
become a secured lender of the debtor until February of 2008,
which suggests that Klein had no reason to pick a date three
years before Fortress ever began loaning money to the debtor
unless that date had some particular relevance.

188. Indeed, the text of Klein's 2013 sworn statement
immediately preceding his use of the “no later than December
31, 2004” language provides appropriate context. It suggests
that Klein believed Fair Finance to be profitable through the
end of 2004:

Excluding the accrued interest income
that was not actually paid by
[Fair Holdings, Inc.] and the related
party loan borrowers and before any
expense for the write-off of any
related party loans, Fair Finance's
income statements reflect a profit of
approximately $0.4 million for the
year ending December 31, 2004, and
losses of $2 million for the year ending
December 31, 2005, $4 million for the
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year ending December 31, 2006, $10.2
million for the year ending December
31, 2007, $18.6 million for the year
ending December 31, 2008, and $13.2
million as of September 30, 2009. At
least as of December 31, 2004 through
the FBI raid, Fair Finance could only
pay all of the interest and principal
owed to V–Noteholders by using the
proceeds from the sale of new V–
Notes to new V–Noteholders.

*33  Adv. Pro 12–5101, ECF No. 232, Exhibit FFFF at 15.

189. In any event, questions of credibility and the weighing of
the evidence are jury functions, not those of a judge deciding
a motion for summary judgment.

(5) The Collapse of the Business Upon the Loss of Investors

190. Textron concedes that the debtor collapsed in late 2009,
but insists that this fact says nothing about when the Ponzi
scheme began.

(6) The Lavish Lifestyle of the
Individuals Operating the Scheme

191. Textron does not dispute that Durham and Cochran lived
lavish lifestyles, but essentially argues that the evidence of
lavish lifestyles for the period before January 6, 2004, pales
in comparison to the evidence for the period after that date.
Adv. Pro. 12–5101, ECF No. 230 at 35. For example, Textron
notes that Durham only owned 11 cars as of September 2003,
a number which later grew to 63. On the other hand, one of
those 11 cars was a 1929 Duesenberg valued at $800,000.
Adv. Pro. 12–5101, ECF No. 223, Exhibit 7 at 39. Klein's
Report also indicates that in October 2003 Durham purchased

a 98–foot yacht for over $5.5 million. Id. at 38.

Other Factors, Including Criminal Convictions

192. Textron does challenge the Trustee's assertion that
“Durham's and Cochran's criminal convictions provide
additional, irrefutable evidence of the Ponzi scheme and Fair

Finance's fraudulent intent.” Adv. Pro. 12–5101, ECF No. 223
at 27. Textron specifically notes that the criminal case did
not concern activity that occurred before January 6, 2004.
Rather, the superseding indictment stated that the “scheme
to defraud” occurred “[b]etween approximately February
2005 ... through the end of November 2009.” Adv. Pro. 12–
5101, ECF No. 232, Exhibit HHHH at 4.

193. Furthermore, the superseding indictment specifically
charged that the scheme to defraud investors occurred
“[b]etween approximately February 2005, the exact date
being unknown to the Grand Jury,” and “the end of November
2009.” Id. at ¶ 15. Thus, the indictment, when construed in
a light most favorable to Textron, actually supports Textron's
assertion that the debtor was not operating as a Ponzi scheme
as of January 6, 2004.

194. True, there are other portions of the superseding
indictment that support the Trustee's claim that the debtor
acted with an intent to hinder, delay, or defraud investors prior
to February 2005. For example, the superseding indictment
states:

18. Shortly after purchasing Fair, DURHAM and
COCHRAN began to alter Fair's business. Instead of using
the majority of the money that Fair raised from investors
through the sale of investment certificates for Fair's
consumer finance business, DURHAM and COCHRAN
began using investor money to make loans to themselves, to
their family, friends, and acquaintances, and to businesses
they owned or controlled.

....

22. The loans that DURHAM and COCHRAN made to
businesses that later failed and were never repaid, and the
regular infusions of Fair investor money used to support
DURHAM and COCHRAN's lifestyles, personal expenses,
and the businesses they owned or controlled, caused Fair's
financial condition to steadily and substantially deteriorate.

*34  Adv. Pro. 12–5101, ECF No. 23, Exhibit HHHH at 5–
6. Nevertheless, the superseding indictment and the criminal
convictions of Durham, Cochran, and Snow are, at best, bits
of evidence for a civil jury to weigh among all other evidence
in deciding whether the Trustee has established the element
of fraudulent intent by clear and convincing evidence.

195. There may be little doubt that Durham and Cochran
intended to hinder, delay, or defraud the debtor's investors and

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 110 of 283



In re Fair Finance Company, Slip Copy (2018)
2018 WL 1069443

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 30

other creditors as of January 6, 2004; however, the only theory
at issue for the Trustee's motion for partial summary judgment
is whether the debtor was operating as a Ponzi scheme as of
January 6, 2004.

196. This latter determination presents a challenge when, as
is the case here, someone takes over a legitimate business,
siphons money, and ultimately needs to rely on new investors
to pay existing investors as opposed to relying on profits
from the legitimate business. At what point precisely does the
business become a Ponzi scheme?

197. The undersigned judge does not believe that the debtor
should be deemed to be “operating as a Ponzi scheme” at
a time when the legitimate business had enough profits to
pay existing investors in full. If, hypothetically, Durham and
Cochran died in a plane crash on January 6, 2004, and the
debtor would have been able to pay all existing investors in
full from legitimate business profits, would it be appropriate
to say that the debtor was operating as a Ponzi scheme at that
time?

198. Put another way, if by its nature a Ponzi scheme is
destined to collapse, and if the debtor was still in a position to
pay existing investors in full from legitimate business profits
as of January 6, 2004, then how could the debtor be deemed
to be operating as a Ponzi scheme at that time?

199. The Sixth Circuit decision in Conroy, 363 F.2d at

90, is instructive. In Conroy, the Sixth Circuit quoted
extensively from and generally adopted the ruling of the
district court that had granted summary judgment to the
bankruptcy trustee on a case involving a Ponzi scheme.

“Stickler's scheme was the essence of simplicity, not to
say of stupidity. At its inception he borrowed from A,
then borrowed from B to repay A. The inducement to B
was a high rate of interest on a short term, whereupon
it became necessary to borrow from C to repay B. This
operation continued, with ever increasing rates of interest
and shortening of the loan periods until hundreds of
transactions involving millions of dollars had been entered
into by Stickler. However, since he was insolvent from the
moment of the making of the first loan, and since there
has never been a suggestion that any source of income
existed except new loans (if such may be considered ‘a
source of income’), the question of intent to defraud is not
debatable.”

Id. at 92 (quoting from the district court's decision).

200. In Conroy, there was no “suggestion that any source

of income existed except the new loans.” Id. In the
present case, however, it is undisputed that debtor's legitimate
factoring business generated income. What is disputed is the
date that the income from the debtor's legitimate factoring
business was no longer sufficient to pay the debtor's ever-
increasing obligations to its V–Noteholders.

201. Again, a negative answer as to the Ponzi scheme
presumption at the summary judgment phase does not
necessarily mean that Durham and Cochran lacked an intent
to hinder, delay, or defraud creditors as of January 6, 2004. It
simply means that the Trustee has yet to establish the Ponzi
scheme presumption as a matter of law.

*35  202. After construing the evidence of the factors that
the district court identified in its 2015 decision in a light most
favorable to Textron, the undersigned judge recommends
that the district court deny the Trustee's motion for partial
summary judgment. While there is extensive and perhaps
even compelling evidence that the debtor was operating as a
Ponzi scheme as of January 6, 2004, whether the Trustee can
meet his burden of proof on this issue is ultimately a question

for the jury. Anderson v. Liberty Lobby, 477 U.S. at 255,
106 S.Ct. 2505 (“Credibility determinations, the weighing of
the evidence, and the drawing of legitimate inferences from
the facts are jury functions, not those of a judge ....”).

“In Furtherance of” the Ponzi Scheme

203. As noted above, the undersigned judge recommends
that the district court let a jury decide whether the Trustee
can establish by clear and convincing evidence that the
debtor operated as a Ponzi scheme as of January 6, 2004.
If the district court agrees, then the district court need not
decide at this summary judgment phase whether the transfers
and obligations to Textron in the 2004 Agreement were “in
furtherance of” a Ponzi scheme.

204. Nevertheless, should the district court decide as a matter
of law that the debtor operated as a Ponzi scheme as of
January 6, 2004, then the district court will need to determine
whether, as a matter of law, the transfers and obligations to
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Textron in the 2004 Agreement were “in furtherance of” a
Ponzi scheme.

205. Again, the district court's 2015 decision provides an
appropriate framework for analyzing whether such transfers
and obligations were “in furtherance of” a Ponzi scheme.

206. The district court explained:

Fortress argues that the Trustee cannot show that the
Fortress transfers were made “in furtherance” of the Ponzi
scheme. The Court finds that the “in furtherance of”
element does not pose a difficult hurdle once a Ponzi
scheme is established. This is because, by its very nature,
Ponzi schemes are destined to collapse. Thus, unless the
transfers are wholly apart from the Ponzi scheme, the
transfer will in all likelihood contribute to the scheme in
some fashion. Again, Fortress argues that the transfers
were not “in furtherance” of the Ponzi scheme, but instead,
furthered Fair Finance's legitimate receivables business.
According to Fortress, Finance commingled funds and,
therefore, there is a question of fact as to whether
proceeds from the sales of the Customer Accounts were
“in furtherance” of the Ponzi scheme. Fortress also claims
that there is simply no connection between its loan to
Fair Finance SPE and the fraud on the investors. The
Trustee argues that without the Fortress loan, the Ponzi
scheme would have collapsed much earlier. Thus, all
transfers related to the Fortress loan were necessarily
“in furtherance” of the Ponzi scheme. According to the
Trustee, if Fair Finance SPE had not made repayments on
the loan, then the funding would have been cut off and the
Ponzi scheme discovered.

Upon review, the Court finds that, as a matter of law, the
transfers made to Fortress were done “in furtherance” of the
Ponzi scheme. The Trustee points to evidence showing that,
not only was the existence of Fair Finance dependant on the
Fortress loan, but absent the proceeds from the loan, Fair
Finance would have been unable to pay back its investors ...
Based on this alone, the Court finds that maintaining the
relationship with Fortress, including making the transfers
at issue in the case were done to further the Ponzi scheme....
In all, the Court finds that the transfers to Fortress were “in
furtherance” of the Ponzi scheme.

Bash v. Textron Financial, 524 B.R. at 758–59.

*36  207. Should the district court decide as a matter of
law that the debtor operated as a Ponzi scheme by January

6, 2004, then the undersigned judge recommends that the
district court also decide, as a matter of law, that the transfers
and obligations to Textron in the 2004 Agreement were “in
furtherance of” a Ponzi scheme.

208. If the debtor was operating as a Ponzi scheme as of
January 6, 2004, then the debtor's transfers and obligations
to Textron are essentially no different from the debtor's later
transfers and obligations to Fortress, which the district court
has already determined were “in furtherance of a Ponzi
scheme” as a matter of law. See Bash v. Textron Financial,
524 B.R. at 758–59.

The District Court Should Not Bifurcate Trial or Otherwise
Defer a Ruling on the Issue of Actual Fraudulent Intent

209. In its brief opposing the Trustee's motion for partial
summary judgment, Textron seems to suggest that the district
court defer any ruling on the issue of actual fraudulent intent
until after the district court renders a decision on whether
there was a novation in 2004 that extinguished the 2002
lien, thereby creating a transfer within the meaning of Ohio's
version of the Uniform Fraudulent Transfer Act. Adv. Pro.
12–5101, ECF No. 230 at 22–24.

210. While it is true that Trustee cannot prevail under his
novation theory for Count I without such a determination,
the undersigned judge strongly advises against a bifurcated
trial. As the Fair Finance bankruptcy case begins its ninth
year, general unsecured creditors deserve finality, whether
that means recovering some additional money on their claims
or recovering nothing further. A bifurcated trial might require
yet another appeal and remand, further delaying any final
determination on these claims.

211. Both the Trustee and Textron had an opportunity to seek
a determination of “no just reason for delay” under Civil
Rule 54(b) and Bankruptcy Rule 7054 when the district court
dismissed all claims against Textron in 2012, but did not do
so. Instead, these dismissed claims sat dormant until July
of 2015, when all claims against the remaining defendants
were finally decided, and the Sixth Circuit reinstated these
dismissed claims in August 2016.

212. A firm trial date on all remaining claims is the best
way to bring finality both to this litigation and to the
underlying bankruptcy case. Accordingly, the undersigned
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judge recommends that the district court deny the Trustee's
motion for partial summary judgment.

III. TEXTRON'S MOTIONS IN LIMINE

213. In conjunction with the summary judgment briefing,
Textron has moved to preclude the testimony of several
witnesses that the Trustee has identified as experts pursuant
to Civil Rule 26(a)(2) and Bankruptcy Rule 7026. Depending
on the district court's disposition of the pending summary
judgment motions, some or all of these motions in limine
may be moot. As explained more fully below, the undersigned
judge recommends that the district court defer ruling on the
motions in limine until after the district court has conducted a
preliminary hearing under Evidence Rule 104 shortly before
commencing a jury trial.

214. In November 2017, Textron filed motions to preclude the
testimony of four of the Trustee's expert witnesses:

• Motion to preclude certain testimony of Howard Klein
(Case No. 5:12–CV–987, ECF No. 304);

*37  • Motion to preclude the testimony of Thomas Geyer
(Case No. 5:12–CV–987, ECF No. 306);

• Motion to preclude the testimony of Richard Palmieri
(Case No. 5:12–CV–987, ECF No. 308); and

• Motion to preclude the testimony of Charles Heflin (Case
No. 5:12–CV–987, ECF No. 310).

The Trustee filed responses in opposition to all of these
motions (Adv. Pro. 12–5101, ECF Nos. 235, 236, and 237).
Textron filed replies in support of its motions (Case No. 5:12–
CV–987, ECF Nos. 317, 318, and 319).

A. Summary of Opinion Testimony Sought to be Excluded

Mr. Klein

215. Mr. Klein is a certified insolvency and reorganization
accountant and a certified fraud examiner. In his report, he
offers a number of opinions, including opinions on Textron's
lack of due diligence and the inappropriateness of certain
actions taken by Textron in light of alleged warning signs of
fraud during the course of Textron's lending relationship with
the debtor. Adv. Pro. 12–5101, ECF No. 223, Exhibit 7 at 3–4.

Textron argues that Mr. Klein is not qualified to opine on these
particular issues. Case No. 5:12–CV–987, ECF No. 304 at 3.

216. Klein's opinions on these issues have no bearing on either
Textron's motion for summary judgment or the Trustee's
motion for partial summary judgment, although they may well
be relevant to issues to be decided at trial.

Mr. Geyer

217. Mr. Geyer is a securities law attorney who has worked
for private law firms, the Ohio Division of Securities (1994–
2000), and the Ohio Department of Commerce. In his
report, he offers his opinion on what the Ohio Division of
Securities would have done if it had known what Textron
knew regarding Fair Finance's operations and finances. Adv.
Pro. 12–5101, ECF No. 234, Exhibit RRRR at 7, 11–12.
Textron argues that this testimony is inadmissible because it
is speculation as to “what a third party would have done under
a hypothetical set of facts.” Case No. 5:12–CV–987, ECF No.
306 at 3.

218. Mr. Geyer's opinion testimony is potentially relevant
only to Textron's in pari delicto affirmative defense. Even
then, his opinion testimony would only be relevant if the
district court were to accept the Trustee's meritless contention
that a state regulator outside the corporation could constitute
an innocent insider sufficient to avoid application of the sole
actor doctrine under Ohio law. Therefore, his opinion has
no bearing on the undersigned judge's recommendation as to
either of the pending motions for summary judgment.

Mr. Palmieri

219. Mr. Palmieri has over 45 years of experience in
asset-based lending, including serving as director of the
Commercial Finance Association. In his report, he offers
his opinion on whether the revolving line of credit that
Textron provided to Fair Finance from 2002 to 2007 was in
accordance with industry custom and practice. Adv. Pro. 12–
5101, ECF No. 234, Exhibit WWW at 4–16. In addition, Mr.
Palmieri would testify that the parties' 2004 Agreement was
actually a new agreement rather than a renewal. Id. at 16–17.

220. Textron argues that the Trustee has not shown that Mr.
Palmieri's testimony will be relevant and reliable. In addition,
Textron argues that Mr. Palmieri is not qualified to testify
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regarding whether the 2004 Agreement constituted a new loan
or a novation. Case No. 5:12–CV–987, ECF No. 308 at 3.

*38  221. Mr. Palmieri's opinion testimony is potentially
relevant only to the portion of Textron's motion for summary
judgment addressing the Trustee's theory for actual fraudulent
transfers based on novation. Nevertheless, his opinion has
no bearing on the undersigned judge's recommendation to
deny Textron's motion for summary judgment as to the
Trustee's theory based on novation. The facts underlying
Mr. Palmieri's opinions are already a part of the evidentiary
record, regardless whether his opinion testimony is permitted
or excluded. Plus, unless the evidence as to whether Textron's
actions in connection with the 2004 Agreement were in
accordance with industry custom and practice is “clear

and definite,” see 834 F.3d at 667, it adds little to
the question whether the 2004 Agreement extinguished the
security interest granted in the 2002 Agreement.

Mr. Heflin

222. Mr. Heflin has over 30 years of combined experience in
asset-based lending, banking, and factoring, including being
the president and CEO of a small bank. In his report, he offers
his opinion on Textron's adherence to industry standards and
commonly accepted industry practices and procedures in the
field of asset based lending. Adv. Pro. 12–5101, ECF No.
234, Exhibit XXX at 2. In addition, he states that Textron
treated the 2004 Agreement as a new loan and not a renewal
of the original 2002 Agreement. Id. at 9. Textron argues that
the Trustee has not shown that Mr. Heflin is qualified to
offer opinion testimony and has not shown that Mr. Heflin's
testimony will be relevant and reliable. Case No. 5:12–CV–
987, ECF No. 310 at 3.

223. As with Mr. Palmieri's opinion testimony, Mr. Heflin's
opinion testimony is potentially relevant only to the portion
of Textron's motion for summary judgment addressing the
Trustee's theory for actual fraudulent transfers based on
novation. Similarly, Mr. Heflin's opinion has no bearing on
the undersigned judge's recommendation to deny Textron's
motion for summary judgment as to the Trustee's theory
based on novation. Nor would the undersigned judge's
recommendation be altered by the presence or absence of
Mr. Heflin's opinion that Textron treated the 2004 loan as
a new loan and not a renewal of the original 2002 loan.
Moreover, the facts underlying Mr. Heflin's opinions are
already a part of the evidentiary record regardless whether

his opinion testimony is permitted or excluded. Plus, unless
the evidence as to whether Textron's actions in connection
with the 2004 Agreement were in accordance with industry

custom and practice is “clear and definite,” see 834
F.3d at 667, it adds little to the question whether the 2004
Agreement extinguished the security interest granted in the
2002 Agreement.

B. Standard for Admissibility of Opinion Testimony

224. Rule 702 of the Federal Rules of Evidence governs
admissibility of expert testimony and provides:

A witness who is qualified as an expert by knowledge, skill,
experience, training, or education may testify in the form
of an opinion or otherwise if:

(a) the expert's scientific, technical, or other specialized
knowledge will help the trier of fact to understand the
evidence or to determine a fact in issue;

(b) the testimony is based on sufficient facts or data;

(c) the testimony is the product of reliable principles and
methods; and

(d) the expert has reliably applied the principles and
methods to the facts of the case.

225. Under Daubert v. Merrell Dow Pharm. Inc., 509
U.S. 579, 597, 113 S.Ct. 2786, 125 L.Ed.2d 469 (1993), the
trial judge serves as a “gatekeeper” to determine whether an
expert's testimony is reliable and relevant. “The trial judge has
considerable leeway in deciding how to go about determining
whether particular expert testimony is reliable.” United States
v. Sanders, 59 Fed.Appx. 765, 767 (6th Cir. 2003) (citing

Kumho Tire Co., Ltd. v. Carmichael, 526 U.S. 137, 119
S.Ct. 1167, 143 L.Ed.2d 238 (1999) ). The gatekeeping
function applies not only to scientific testimony, but to all
expert testimony involving technical or other specialized

knowledge. See Kumho Tire, 526 U.S. at 147, 119 S.Ct.
1167; see also Steigerwald v. BHH, LCC, No. 1:15 CV
741, 2016 WL 6962593, at *1 (N.D. Ohio Nov. 29, 2016)
(Gaughan, J.).

*39  226. Pursuant to Federal Rule of Evidence 104(a), the
trial judge must decide if the expert testimony is admissible
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under Rule 702. Daubert, 509 U.S. at 592, 113 S.Ct. 2786.
This determination requires a “preliminary assessment,”
but the Supreme Court did not explicitly require that the

determination occur at a pretrial hearing. Id.

227. The nature of motions in limine is such that many of
the issues presented in such a motion are context-specific.
A court's determination of the propriety of an objection
often may be made only in the framework of a trial. In re
Commercial Money Ctr., Inc., 737 F.Supp.2d 815, 822 (N.D.
Ohio 2010) (O'Malley, J.). Rulings on motions in limine
frequently should be deferred to the trial stage:

The court has the power to exclude
evidence in limine only when evidence
is clearly inadmissible on all potential
grounds.... Unless evidence meets
this high standard, evidentiary rulings
should be deferred until trial so that
questions of foundation, relevancy and
potential prejudice may be resolved in
proper context.

Id. (quoting Ind. Ins. Co. v. GE, 326 F.Supp.2d 844, 846 (N.D.
Ohio 2004) (Katz, J.) ).

228. “Ultimately, whether a motion in limine is granted or
overruled is a matter left to the sound discretion of the trial
court.” Id. (quoting Corporate Commc'n. Servs. of Dayton,
LLC v. MCI Commc'ns. Servs., 2009 WL 4680507, *2 (S.D.
Ohio Dec. 3, 2009) ).

229. The undersigned judge recommends that the district
court set a firm trial date and hold a preliminary hearing under
Evidence Rule 104 addressing the motions in limine shortly
before the trial.

230. This strategy promotes judicial economy for several
reasons. First, if the undersigned judge were to make

recommendations on the merits of the Daubert issues at
this stage without knowing how the district judge will decide
the summary judgment issues, the parties would be required
to file objections and responses on the merits of motions in
limine that might well become moot. Second, the district court

is well versed in the Daubert standards, so that the views

of the undersigned judge are likely to add little value beyond
the parties' briefing, which is now complete. Third, the district
court will be able to evaluate the witnesses while immersed in
the evidentiary issues and with knowledge of exactly which
claims and defenses are going forward at trial. Fourth, the
preliminary hearing under Rule 104 may be unnecessary if the
parties settle this dispute knowing that a jury trial is imminent.

231. As U.S. District Judge (now U.S. Circuit Judge) Thapar
indicated in Douglas v. United States, No. CIV. 10–26, 2011
WL 2633612 (E.D. Ky. July 5, 2011):

[T]his is just the summary judgment state of the case. As the

First Circuit has cautioned, “the Daubert regime should
be employed only with great care and circumspection at the
summary judgment stage.” Cortes–Irizarry v. Corporacion
Insular De Seguros, 111 F.3d 184, 188 (1st Cir. 1997).
That is because “[a] trial setting normally will provide
the best operating environment for the ... complex factual

inquiry required by Daubert.” Id. Thus, “in all but the
most clear cut cases,” it will be difficult for a court to
adequately gauge the reliability of an expert's testimony
based on the “truncated record” that is present at the
summary judgment stage. Id. The Sixth Circuit feels the

same way. See Jahn v. Equine Servs., 233 F.3d 382,
393 (6th Cir. 2000) (“A district court should not make a

Daubert ruling prematurely, but should only do so when
the record is complete enough to measure the proffered
testimony against the proper standards of reliability and
relevance.”).

*40  Id. at *7.

232. Moreover, the opinion testimony that is the subject of
these motions in limine will not alter undersigned judge's
recommendation as to the disposition of the pending motions
for summary judgment. See ¶¶ 216, 218, 221, and 223 above.

233. Accordingly, the undersigned judge recommends that the
district court defer ruling on the motions in limine until after
the district court has conducted a preliminary hearing under
Federal Rule of Evidence 104 shortly before commencing a
jury trial.

CONCLUSION

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 115 of 283



In re Fair Finance Company, Slip Copy (2018)
2018 WL 1069443

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 35

234. For the foregoing reasons, the undersigned judge submits
these Proposed Conclusions of Law recommending that the
district court:

(1a) deny Textron's motion for summary judgment with
respect to the Trustee's theory for actual fraudulent
transfers based on novation (Count I);

(1b) grant Textron's motion for summary judgment with
respect to the Trustee's theories for actual fraudulent
transfers not based on novation (Count I);

(1c) grant Textron's motion for summary judgment with
respect to the Trustee's civil conspiracy claim (Count II);

(1d) deny Textron's motion for summary judgment
with respect to the Trustee's claims for equitable
subordination or disallowance of any potential Textron
proof of claim (Counts III and IV);

(2) deny the Trustee's motion for partial summary
judgment; and

(3) defer ruling on the pending motions in limine.

OBJECTIONS

Pursuant to Rule 9033 of the Federal Rules of Bankruptcy
Procedure, any party may file objections to these proposed
conclusions of law in Adv. Pro. 12–5101 within 14 days after
being served. Failure to file objections within the specified
time may constitute a waiver of the right to appeal the district

court's order. See United States v. Walters, 638 F.2d 947

(6th Cir. 1981). See also Thomas v. Arn, 474 U.S. 140,
106 S.Ct. 466, 88 L.Ed.2d 435 (1985). The written objections
should identify the specific proposed conclusions objected
to and state the grounds for such objection. A party may
respond to another party's objections within 14 days after
being served with a copy thereof. Any request for an extension
of time should be made to the bankruptcy judge pursuant to
Rule 9033.

IT IS SO ORDERED.

All Citations

Slip Copy, 2018 WL 1069443

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States Bankruptcy Court,
E.D. Louisiana.

In re Gregory J. FUSELIER, Debtor.
TRI Investments, Inc. and Old

Edwards Inn and Spa, LLC, Plaintiffs,
v.

Gregory J. Fuselier, Defendant.

Bankruptcy No. 09–11536.
|

Adversary No. 09–01112.
|

Jan. 13, 2010.

Attorneys and Law Firms

Leo M. Prange, III, Metairie, LA, for Debtor.

FINDINGS OF FACT, CONCLUSIONS
OF LAW AND JUDGMENT BY DEFAULT

ELIZABETH MAGNER, Judge.

*1  Upon the unopposed Motion of Plaintiffs TRI
Investments, Inc. (“TRI”), and Old Edwards Inn and Spa,
LLC (“OEI”) for Entry of Judgment of Default against
the Defendant herein, Gregory J. Fuselier, on the claims
contained in TRI's and OEI's Verified Complaint Objecting
to the Dischargeability of Certain Debts (the “Verified
Complaint”), the Court makes the following Findings of Fact
and Conclusions of Law, and enters judgment accordingly:

I. PROCEDURAL POSTURE

1. TRI and OEI filed their Verified Complaint against the
debtor, Gregory J. Fuselier (“Greg Fuselier”), on August 24,
2009. [Doc. 1]. Mr. Fuselier filed no answer or other response
to the Verified Complaint.

2. TRI and OEI filed their Motion for Entry of Default on
October 23, 2009 [Doc. 8], and the Clerk of Court executed
the Entry of Default against Mr. Fuselier on October 27, 2009.
[Doc. 9].

32. On November 9, 2009, Plaintiffs filed their Motion for
Entry of a Default Judgment against Mr. Fuselier. [Doc. 11].
No opposition has been filed to the Motion for Entry of a
Default Judgment against Mr. Fuselier.

4. On November 18, 2009, Plaintiffs filed a Notice of Hearing
which provided notice that a hearing to consider and rule
on the Motion for Entry of a Default Judgment against
Mr. Fuselier and any objections thereto would be held on
December 8, 2009, at 2:00 PM. [Doc. 15]. Mr. Fuselier did
not file any response to the Notice of Hearing.

5. On December 8, 2009, the Court held a hearing on the
Motion for Entry of a Default Judgment against Mr. Fuselier.

6. In making this Findings of Fact, the Court is guided by the
following legal principles.

The defendant, by his default, admits
the plaintiff's well-pleaded allegations
of fact, is concluded on those facts
by the judgment, and is barred from
contesting on appeal the facts thus
established. [cites omitted]. A default
judgment is unassailable on the merits
but only so far as it is supported by
well-pleaded allegations, assumed to
be true.

Nishimatsu Constr. Co., Ltd. v. Houston Nat'l Bank, 515
F.2d 1200, 1206 (5th Cir.1975).

“For purposes of a default judgment, plaintiff's well-
pleaded factual allegations are taken as true-except regarding
damages.” United States v. Givens, 2009 WL 1362764, *5

(W.D.La.2009), citing United States for Use of M–CO
Constr., Inc. v. Shipco General, Inc., 814 F.2d 1011, 1014
(5th Cir.1987). “In lieu of a hearing on damages, the court
may award the appropriate remedy by relying upon detailed
affidavits, documentary evidence, and its personal knowledge
of the record to award damages.” Givens, 2009 WL 1362764,
at *5.

An evidentiary hearing is unnecessary when the damages
are liquidated or capable of mathematical calculation based
on reference to pleadings and evidence. James v. Frame,
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6 F.3d 307, 310 (5th Cir.1993). “[L]iquidated damages are
those either agreed upon by the parties in a contract, or

fixed by operation of law.” Beachhead, L.P. v. Solar
Nigh Indus., Inc., 2008 WL 4692856, at *1 (N.D.Tex.
Oct.23, 2008) (citing Super 8 Motels, Inc. v. Kumar, 2008
WL 878426, at *4 (D.N.J. Apr.1, 2008)).

*2  Cycle Sport, L.L.C. v. Dinli Metal Indus. Co., Ltd., 2008
WL 4791544, *5 (N.D.Tex.2008).

7. Federal Rule of Civil Procedure 55(b)(2), which
governs the entry of a default judgment, is made applicable
to this Adversary Proceeding by Federal Rule of Bankruptcy
Procedure 7055.

8. Accordingly, the Court makes the following Findings of
Fact based upon the well pleaded allegations of the Verified
Complaint cited below, as well as the damages evidence cited
below.

9. TRI makes claims against Greg Fuselier in Counts One
through Four of the Verified Complaint, while OEI makes
claims against Mr. Fuselier in Counts Five through Nine of
the Verified Complaint. These Counts are addressed in turn
below.

II. FINDINGS OF FACT

A. TRI—Count One—Commercial bribery—Findings
of Fact

1. TRI seeks to recover under Count One of the Verified
Complaint for Greg Fuselier's commercial bribery of TRI's
agents on construction projects in the state of North Carolina.
[Doc. 1].

2. At all times relevant hereto, Greg Fuselier, was a
controlling owner of Cornerstone Homes of Highlands, LLC
(“Cornerstone”), a general contractor in Highlands, North
Carolina. [Verified Complaint, ¶ 8].

3. Greg Fuselier arranged for Cornerstone to act as general
contractor for TRI and OEI on a number of construction
projects, including a TRI owned project to construct fourteen
cottages in the Satulah Village–South development. [Verified
Complaint, ¶ 9].

4. At all times relevant hereto, Mario Gomes was an agent of
both OEI and TRI, with authority to employ service or labor
on behalf of OEI and TRI, including engaging contractors
and vendors on the construction projects at issue in this case.
[Verified Complaint, ¶ 31].

5. Before he was fired for self-dealing, Mario Gomes was
in charge of the construction projects at issue for TRI and
OEI, and had authority to hire and fire contractors and other
vendors on these projects. [Verified Complaint, ¶ 17].

6. Working under an agreement he reached with Greg
Fuselier, Mario Gomes awarded TRI and OEI construction
contracts to Cornerstone in exchange for kickbacks that Greg
Fuselier paid to Mario Gomes out of the unlawfully inflated
profits Cornerstone made working for OEI and TRI. [Verified
Complaint, ¶ 20].

7. As part of the arrangement, Greg Fuselier secretly made
Mario Gomes a de facto partner in Cornerstone so that Gomes
would award TRI and OEI contracts to Cornerstone, and
so that Gomes would cooperate with Fuselier in improperly
increasing Cornerstone's profits on these projects at TRI's and
OEI's expense. [Verified Complaint, ¶ 19].

8. At all times relevant hereto, George Mathis was an agent of
both OEI and TRI, with authority to employ service or labor
on behalf of OEI and TRI, including engaging contractors
and vendors on the construction projects at issue in this case.
[Verified Complaint, ¶ 32]. In this role, George Mathis helped
Mario Gomes and Greg Fuselier to effectuate the kickback
scheme described herein. [Verified Complaint, ¶ 21].

*3  9. Greg Fuselier and Mario Gomes divided up and shared
the inflated profits that Cornerstone made at TRI's and OEI's
expense on these construction projects, giving a portion of
the inflated profits to George Mathis, in exchange for his
cooperation in effectuating their kickback scheme. [Verified
Complaint, ¶ 22].

10. These kickbacks to Mario Gomes and George Mathis were
secretly paid by Greg Fuselier in 39 different payments in the
course of a one year period of time while Mario Gomes and
George Mathis assisted Greg Fuselier in inflating the profit
Cornerstone made on TRI projects. [Verified Complaint, ¶

39]. 1

11. Greg Fuselier paid Mario Gomes a total of $331,182.43 in
kickbacks out of Cornerstone's inflated profits on the Satulah
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Village–South project. [Verified Complaint, ¶ 36; Gomes
Depo. (Doc. 11–5), pp. 128–131, 149–186, and 211–222].

12. Greg Fuselier paid George Mathis a total of $21,766 in
kickbacks out of Cornerstone's inflated profits on the Satulah
Village–South project. [Verified Complaint, ¶ 37; Mathis
Depo, (Doc. 11–3), 121:9–25; 157:6–11].

13. Greg Fuselier paid a total of $352,948.43 in kickbacks
to Mario Gomes and George Mathis on the Satulah
Village–South project under this kickback scheme. [Verified
Complaint, ¶ 39].

14. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

B. TRI—Count Two—Fraudulent Billing on Fifth
Street Project—Findings of Fact

1. TRI seeks to recover under Count Two of the Verified
Complaint for Greg Fuselier's misrepresentations regarding
the costs Cornerstone incurred on the Fifth Street project.
[Doc. 1 ].

2. After Greg Fuselier secretly made Mario Gomes a de facto
partner in Cornerstone, Mario Gomes awarded Cornerstone a
TRI contract to act as general contractor on the Fifth Street
project. [Verified Complaint ¶ 48].

3. Greg Fuselier and Mario Gomes agreed that Cornerstone
would perform the Fifth Street project for TRI on a cost plus
basis. [Verified Complaint ¶ 49].

4. Under a cost plus billing arrangement, a general contractor
is typically paid an amount equal to the cost it reasonably and
properly incurs for subcontracted work and materials, plus
a fee equal to a percentage of such costs for its profit and
overhead. [Verified Complaint ¶ 47].

5. On the Fifth Street project, Cornerstone was to be paid
by TRI an amount equal to the cost Cornerstone incurred for
subcontracted work and materials, plus a fee equal to 20%
of such costs for Cornerstone's profit and overhead. [Verified
Complaint ¶ 51].

6. Greg Fuselier took advantage of the cost plus arrangement
by preparing and submitting Cornerstone invoices to TRI
which deliberately misrepresented and overstated the costs
Cornerstone incurred for subcontracted work and materials on
the Fifth Street project. [Verified Complaint ¶ 52].

7. The inflated invoices Greg Fuselier prepared and submitted
to TRI for the Fifth Street project misrepresented that
Cornerstone's total cost for subcontracted work and materials
on the project was $114,110.00. [Verified Complaint ¶ 53].

*4  8. Invoices submitted to Greg Fuselier by Cornerstone's
subcontractors show that Cornerstone's total cost for
subcontracted work and materials on the Fifth Street project
was actually only $72,444.21. [Verified Complaint ¶ 54].

9. The unlawfully inflated invoices Greg Fuselier prepared
for Cornerstone also added a 20% mark up for overhead and
profit to these inflated costs so that Greg Fuselier overstated
Cornerstone's invoices on the Fifth Street project by a total of
$49,704.15. [Verified Complaint ¶ 55].

10. TRI paid Cornerstone the full amount of the inflated
invoices in reasonable reliance on the misrepresentations that
Greg Fuselier made in those invoices. [Verified Complaint ¶
56].

11. TRI sustained $49,704.15 in damages when it overpaid
Cornerstone the full amount of Greg Fuselier's fraudulently
inflated invoices on the Fifth Street project. [Affidavit of
Catrina Carpenter (“Carpenter Aff., ¶ 3].

12. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

C. TRI—Count Three—Fraudulent Billing—Custom
Shelving—Findings of Fact

1. TRI seeks to recover under Count Three of the Verified
Complaint for misrepresentations relating to custom shelving
that Greg Fuselier made in Cornerstone invoices that he
prepared and submitted to TRI on the Satulah Village–South
project. [Doc. 1].

2. After Greg Fuselier secretly and unlawfully made Mario
Gomes a de facto partner in Cornerstone, Greg Fuselier
agreed that Cornerstone would act as the general contractor on
a project to add an addition to Mario Gomes' private residence
(“the Gomes Addition”). [Verified Complaint ¶ 60].

3. Greg Fuselier agreed with Mario Gomes that Cornerstone
would act as the general contractor on the Gomes Addition
free of charge. [Verified Complaint ¶ 61 ].
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4. While Cornerstone was acting as the general contractor
on the Gomes Addition, it was simultaneously acting as
the general contractor for TRI on the Satulah Village–South
project. [Verified Complaint ¶ 62].

5. Working with Mario Gomes and George Mathis, Greg
Fuselier secretly blended costs incurred on the Gomes
Addition into Cornerstone invoices which were submitted to
TRI on the Satulah Village–South project. As a result, TRI
was deceived into paying for costs incurred in renovating
Mario Gomes' home. [Verified Complaint ¶ 63].

6. Greg Fuselier prepared and submitted an invoice to
TRI that improperly charged TRI for $3,377.48 worth of
custom shelving, knowing that Cornerstone's subcontractor,
Shelving Plus, installed the custom shelving on Mario Gomes'
personal residence and on George Mathis' personal residence
rather than on the Satulah Village–South project. [Verified
Complaint ¶ 64].

7. Although this custom shelving was installed on Mario
Gomes' and George Mathis' personal residences, Greg
Fuselier knowingly and secretly blended these costs into
Cornerstone Invoice No. 404 that he submitted to TRI on the
Satulah Village–South project on January 7, 2008. [Verified
Complaint ¶ 65].

*5  8. Greg Fuselier also added a 20% mark up
to Cornerstone's January 7, 2008 Invoice No. 404 for
Cornerstone's purported overhead and profit on this custom
shelving work, despite the fact that $3,377.48 of this work
was for work on Mario Gomes' and George Mathis' personal
residences, and not for the Satulah Village–South project.
[Verified Complaint ¶ 66].

9. In reasonable reliance on Greg Fuselier's
misrepresentations, TRI paid Cornerstone $4,052.00 for work
performed on Mario Gomes' and George Mathis' personal
residences. [Verified Complaint ¶ 67].

10. As a result of the above-described misrepresentation by
Greg Fuselier, TRI sustained $4,052.00 in damages when
it paid Cornerstone $4,052.00 more than Cornerstone was
lawfully entitled to receive. [Carpenter Aff., ¶ 4].

11. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

D. TRI—Count Four—NCI Kickbacks—Findings of
Fact

1. TRI seeks to recover under Count Four of the Verified
Complaint for Greg Fuselier's participation in a scheme under
which he received kickbacks from a vendor on the Satulah
Village–South project. [Doc. 1].

2. After Greg Fuselier had secretly made Mario Gomes a de
facto partner in Cornerstone, Greg Fuselier, Mario Gomes,
and George Mathis intentionally harmed TRI by working
together to improperly increase Cornerstone's profits on the
Satulah Village–South project. [Verified Complaint ¶ 71].

3. National Communications Inc. (“NCI”) submitted a
bid to TRI to supply security, fire, sound systems, and
data connections on the Satulah Village–South project.
NCI submitted its bid directly to Mario Gomes as TRI's
Representative. [Verified Complaint ¶ 72].

4. Although NCI was not a Cornerstone subcontractor, Mario
Gomes and Greg Fuselier decided that Cornerstone should
be paid 20% of all amounts that TRI paid to NCI. [Verified
Complaint ¶ 73].

5. Pursuant to the arrangement he worked out with Greg
Fuselier, Mario Gomes told NCI that its bid would be accepted
only if NCI increased the amount it charged TRI by 20%, and
only if it agreed to pay this extra 20% to Cornerstone each
time NCI received progress payments from TRI. [Verified
Complaint ¶ 74].

6. As a result of this scheme, NCI charged TRI 20% more
on the Satulah Village–South project so that NCI could make
these required kickback payments to Cornerstone. [Verified
Complaint ¶ 75].

7. Under this kickback arrangement, NCI made $22,434.00
in payments to Cornerstone after NCI received payments
from TRI. [Verified Complaint ¶ 76]. Greg Fuselier received
the $22,434.00 NCI paid to Cornerstone, knowing they were
unlawful kickbacks to Cornerstone. [Verified Complaint ¶
78].

8. Unaware of this scheme, TRI issued payment to NCI for the
full and secretly inflated amount of its invoices. [Carpenter
Aff., ¶ 5]. This deception resulted in losses to TRI in the
amount of $22,434.00. [Carpenter Aff., ¶ 5].

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 120 of 283



In re Fuselier, Not Reported in B.R. (2010)
2010 WL 231739

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 5

*6  9. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

10. In summary, TRI sustained a total of $429,138.58 in
losses as a result of the conduct of Greg Fuselier, as described
in Counts One through Four of the Verified Complaint.
[Carpenter Aff., ¶¶ 1–5].

E. OEI—Count Five—Fraudulent Billing—Carpentry
—Findings of Fact

1. Plaintiff OEI is a wholly owned subsidiary of Plaintiff TRI.
[Verified Complaint, ¶ 6].

2. OEI seeks to recover under Count Five of the Verified
Complaint for Greg Fuselier's misrepresentations regarding
costs Cornerstone incurred for carpentry work on the OEI
Renovation project. [Doc. 1].

3. After Greg Fuselier unlawfully made Mario Gomes a
de facto partner in Cornerstone, Mario Gomes awarded
Cornerstone an OEI contract to act as general contractor for
OEI on the OEI Renovation project under a cost plus billing
arrangement. [Verified Complaint ¶ 82].

4. Under the cost plus arrangement for the OEI Renovation
project, Cornerstone was to be paid an amount equal to
the cost Cornerstone reasonably and properly incurred for
subcontracted work and materials, plus a fee equal to 20%
of such costs for Cornerstone's profit and overhead. [Verified
Complaint ¶ 83].

5. Greg Fuselier took advantage of the cost plus arrangement
by submitting invoices to OEI which deliberately
misrepresented and overstated the costs Cornerstone incurred
for subcontracted work and materials on the OEI Renovation
project. [Verified Complaint ¶ 86].

6. Dream Works Visions, Inc. (“Dream Works”) performed
carpentry work as a subcontractor to Cornerstone on the OEI
Renovation project. [Verified Complaint ¶ 87].

7. Dream Works' invoices demonstrate that it billed
Cornerstone a total of $226,098.00 for carpentry work on the
OEI Renovation project. [Verified Complaint ¶ 88].

8. Nevertheless, Greg Fuselier submitted Cornerstone
invoices to OEI which misrepresented and overstated these
costs as being $421,617.00. Thus, Greg Fuselier's invoices
to OEI overstated Cornerstone's costs for Dream Works'

carpentry work by a total of $195,519.00. [Verified Complaint
¶ 89].

9. Greg Fuselier then added a 20% fee onto this overstated
amount resulting in an additional amount of $39,103.80 that
he improperly added on to Cornerstone's invoices to OEI for
this carpentry work. [Verified Complaint ¶ 90].

10. Thus, Cornerstone over charged OEI a total of
$234,622.80 as a direct result of Greg Fuselier overstating the
costs Cornerstone incurred for this carpentry work. [Verified
Complaint ¶ 90].

11. Greg Fuselier submitted these Invoices to OEI with
full knowledge of the above-described misrepresentations
and with the intent to deceive and mislead OEI. [Verified
Complaint ¶¶ 94, 98, 102, 106, 110, 114].

12. In reasonable reliance on the misrepresentations
Greg Fuselier made in Cornerstone's Invoices, OEI paid
Cornerstone the full amount of the misrepresented carpentry
costs together with a 20% mark up for Cornerstone's
purported overhead and profit. [Verified Complaint ¶¶ 95, 99,
103, 107, 111, 115].

*7  13. In reliance on these misrepresented and overstated
invoices, OEI issued payment to Cornerstone in the full
overstated amount of these Cornerstone invoices, resulting in
damages to OEI in the amount of $234,622.80. [Carpenter
Aff., ¶ 6].

14. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

F. OEI—Count Six—Fraudulent Billing—Heated
Flooring—Findings of Fact

1. OEI seeks to recover under Count Six of the Verified
Complaint for Greg Fuselier's misrepresentations regarding
costs Cornerstone incurred for heated flooring on the OEI
Renovation project. [Doc. 1].

2. Greg Fuselier arranged for Cornerstone to sub-contract
with Heavenly Heated Floors for the installation of heated
flooring on the OEI Renovation project. [Verified Complaint
¶ 118].

3. Invoices that Heavenly Heated Floors submitted to
Greg Fuselier demonstrate that Cornerstone incurred only
$35,036.00 in costs from Heavenly Heated Floors for the
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installation of heated flooring on the OEI Renovation project.
[Verified Complaint ¶ 119].

4. Although Cornerstone only paid $35,036.00 for this heated
flooring, Greg Fuselier submitted Cornerstone's Invoice
number 102 to OEI on January 29, 2008, in which he
intentionally misrepresented to OEI that Cornerstone's costs
for this same heated flooring was $80,000.00. [Verified
Complaint ¶ 120].

5. Thus, in Cornerstone's January 29, 2008 Invoice number
102, Greg Fuselier intentionally overstated Cornerstone's
costs for this heated flooring by $44,964.00. [Verified
Complaint ¶ 121].

6. Greg Fuselier then added a 20% fee onto this overstated
amount in Cornerstone's Invoice number 102 resulting in an
additional amount of $8,992.80 that he improperly added on
to Cornerstone's January 29, 2008 Invoice number 102 for
heated flooring. [Verified Complaint ¶ 122].

7. The total amount by which Greg Fuselier improperly
inflated Cornerstone's January 29, 2008 Invoice number 102
for this heated flooring was $53,956.80. [Verified Complaint
¶ 123].

8. Greg Fuselier submitted Cornerstone's Invoice number
102 to OEI with full knowledge of the above-described
misrepresentations and with the intent to deceive and mislead
OEI. [Verified Complaint ¶ 124].

9. In reasonable reliance on Greg Fuselier's
misrepresentations in Cornerstone's Invoice number 102, OEI
paid Cornerstone the full amount of its inflated invoice for
heated flooring. [Verified Complaint ¶ 125].

10. OEI's payment to Cornerstone in the full amount of the
inflated invoice for heated flooring resulted in OEI paying
Cornerstone $53,956.80 more than it was entitled to receive
under the cost plus billing arrangement described above.
[Verified Complaint ¶ 125]. Thus, OEI sustained damages in
the amount of $53,956.80 when it paid this inflated invoice.
[Carpenter Aff., ¶ 7].

11. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

G. OEI—Count Seven—Fraudulent Billing—Marble
—Findings of Fact

*8  1. OEI seeks to recover under Count Seven of the Verified
Complaint for Greg Fuselier's misrepresentations regarding
costs Cornerstone incurred for marble on the OEI Renovation
project. [Doc. 1].

2. Invoices that Inman Park Marble & Granite (“Inman”)
submitted to Cornerstone's Greg Fuselier demonstrate that
Inman charged Cornerstone $77,331.00 for basket weave
white Carrara marble installed on the OEI Renovation project.
[Verified Complaint ¶ 128].

3. Greg Fuselier misrepresented in Cornerstone's Invoice
number 102 that the cost incurred from Inman was
$111,750.00 for this marble. Thus, the Invoice number 102
that Greg Fuselier prepared for Cornerstone misrepresented
and overstated Inman's charges for this basket weave white
Carrara marble by $34,419.00. [Verified Complaint ¶ 129].

4. Greg Fuselier then added a 20% fee onto this overstated
amount in Cornerstone's Invoice number 102 resulting in an
additional amount of $6,883.80 that Greg Fuselier charged
OEI for this marble. Thus, Greg Fuselier's misrepresentation
of Cornerstone's costs for this marble resulted in Cornerstone
charging OEI an additional $41,302.80 for this marble in its
January 29, 2008 Invoice number 102. [Verified Complaint ¶
130].

5. Greg Fuselier submitted Cornerstone's Invoice number
102 to OEI with full knowledge of the above-described
misrepresentations and with the intent to deceive and mislead
OEI. [Verified Complaint ¶ 132].

6. In reasonable reliance on the misrepresentations Greg
Fuselier made in Cornerstone's invoice number 102, OEI
paid Cornerstone $41,302.80 more than it was entitled to
receive for this marble under the cost plus billing arrangement
described above. [Verified Complaint ¶ 133].

7. OEI sustained $41,302.80 in losses as a result of its paying
Cornerstone $41,302.80 more than it was entitled to receive
for this marble. [Carpenter Aff., ¶ 8].

8. Greg Fuselier's above-described conduct was in or affecting
commerce. [Verified Complaint, ¶¶ 167–169].

H. OEI—Count Eight—Fraudulent Billing—
Electrical Work—Findings of Fact

1. OEI seeks to recover under Count Eight of the Verified
Complaint for Greg Fuselier's misrepresentations regarding
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costs Cornerstone incurred for electrical work on the OEI
Renovation project. [Doc. 1].

2. Edwards Electrical Service did work at the OEI Renovation
project under a subcontract with Cornerstone. [Verified
Complaint ¶ 136].

3. In late 2007, Edwards Electrical Service also did
$15,188.26 worth of electrical work on Mario Gomes'
personal residence in connection with the Gomes Addition.
[Verified Complaint ¶ 137].

4. Greg Fuselier deceitfully blended this same $15,188.26
in costs from Edwards Electrical Service into Cornerstone's
Invoice No. 102 for the OEI Renovation project, which Greg
Fuselier submitted to OEI on January 29, 2008. [Verified
Complaint ¶ 138].

5. Greg Fuselier also added a 20% mark up to this $15,188.26
increasing to $18,225.00 the amount that he over charged OEI
for this work performed by Edwards Electrical Service on the
Gomes Addition. [Verified Complaint ¶ 139].

*9  6. Greg Fuselier submitted Invoice number 102 to OEI
on behalf of Cornerstone with full knowledge of the above-
described misrepresentations and with the intent to deceive
and mislead OEI. [Verified Complaint ¶ 140].

7. In reasonable reliance on Greg Fuselier's
misrepresentations in Invoice number 102, OEI was deceived
into paying Cornerstone $18,225.00 for the cost of the work
that Edwards Electrical Service did on the Gomes Addition.
[Verified Complaint ¶ 141].

8. In reliance on Greg Fuselier's misrepresentations in
Cornerstone's invoice, OEI paid Cornerstone the full amount
invoiced by Mr. Fuselier, including the $18,225.00 of charges
incurred in connection with the work performed by Edwards
Electrical Service on Mario Gomes' personal residence.
[Carpenter Aff., ¶ 9]. This deception resulted in losses to OEI
in the amount of $18,225.00. [Carpenter Aff., ¶ 9].

9. Greg Fuselier's above-described conduct was in or affecting
commerce. [Verified Complaint, ¶¶ 167–169].

I. OEI—Count Nine—Fraudulent Billing—Grossly
Excessive Costs—Findings of Fact

1. OEI seeks to recover under Count Nine of the Verified
Complaint for Greg Fuselier's grossly excessive billing on the
OEI Renovation project. [Doc. 1].

2. The Cornerstone invoices that Greg Fuselier prepared and
submitted to OEI billed OEI a total of $1,431,346.92 for
labor and material costs purportedly incurred by Cornerstone
in connection with the OEI Renovation project. [Verified
Complaint ¶ 144].

3. Given the scope of the work involved in the OEI
Renovation project, the total amount of the costs that a
general contractor could have reasonably incurred on the
OEI Renovation project was no more than approximately
$822,000.00. [Verified Complaint ¶ 145].

4. Thus, the total amount of costs that Cornerstone charged
to OEI ($1,431,346.92) far exceeded the costs that a general
contractor could have reasonably incurred on the OEI
Renovation project by over $609,000.00. [Verified Complaint
¶ 146].

5. Given that a general contractor could not have reasonably
incurred more than approximately $822,000.00 in costs on
the OEI Renovation project, a 20% mark up for overhead
and profit should have totaled no more than approximately
$164,400.00. [Verified Complaint ¶ 148].

6. Thus, under a cost plus 20% contract, the most that
a general contractor could have legitimately charged for
the scope of work completed by Cornerstone on the
OEI Renovation project is approximately $986,400.00.
($822,000.00 in costs plus $164,400.00 for profit and
overhead). [Verified Complaint ¶ 149].

7. In bad faith and with the intent to deceive and damage
OEI, Greg Fuselier submitted Cornerstone invoices to OEI on
the OEI Renovation project in a total amount $1,775,216.78.
[Verified Complaint ¶ 150].

8. Greg Fuselier submitted Cornerstone's inflated invoices to
OEI in bad faith seeking to be paid almost $800,000.00 more
than Cornerstone was entitled to receive under the cost plus
billing arrangement described above. [Verified Complaint ¶
152].

*10  9. Before it discovered Greg Fuselier's
misrepresentations, OEI paid Cornerstone $1,687,616.78 on
the first 8 of the 10 Cornerstone invoices that Greg Fuselier
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submitted to OEI on the OEI Renovation project. [Verified
Complaint ¶ 153].

10. The amount Cornerstone was paid for work on the OEI
Renovation project ($1,687,616.78) exceeded the amount that
a general contractor could have legitimately charged for the
work by $701,217.00. [Verified Complaint ¶ 154].

11. Before OEI discovered that Greg Fuselier, Mario Gomes,
and George Mathis were working together to improperly
increase Cornerstone's profits, OEI unknowingly issued
payments to Cornerstone in the total amount of $1,687,616.78
on the first 8 of the 10 Cornerstone invoices that Greg Fuselier
submitted to OEI on the OEI Renovation project. [Carpenter
Aff., ¶ 11]. Thus, OEI paid Cornerstone $701,217.00 more
than Cornerstone could have legitimately charged for the
work Cornerstone performed on the OEI Renovation project
under the cost plus billing at issue. [Verified Complaint ¶ 154;
Carpenter Aff., ¶ 11].

12. Included within the $701,217.00 that OEI overpaid
Cornerstone (as described in Count 9 of the Verified
Complaint) are the amounts OEI overpaid Cornerstone for
carpentry work, heated flooring, basket weave white Carrara
marble, and electrical work (as described in Counts 5, 6,
7 and 8 of the Verified Complaint). [Carpenter Aff., ¶
11]. Cornerstone's overbilling of OEI for carpentry work,
heated flooring, basket weave white Carrara marble, and
electrical work totals $348,107.40. Thus, OEI sustained a
net total of $353,109.72 in additional losses as a result
of the overbilling described in Count Nine of the Verified
Complaint. [Carpenter Aff., ¶ 11].

13. Greg Fuselier's above-described conduct was in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

III. CONCLUSIONS OF LAW

A. TRI—Count One—Commercial
Bribery—Conclusions of Law

1. North Carolina's commercial bribery statute provides as
follows:

Any person who gives, offers or
promises to an agent, employee or

servant any gift or gratuity whatever
with intent to influence his action in
relation to his principal's, employer's
or master's business; any agent,
employee or servant who requests
or accepts a gift or gratuity or a
promise to make a gift or to do an
act beneficial to himself, under an
agreement or with an understanding
that he shall act in any particular
manner in relation to his principal's,
employer's or master's business; any
agent, employee or servant who,
being authorized to procure materials,
supplies or other articles either by
purchase or contract for his principal,
employer or master, or to employ
service or labor for his principal,
employer or master, receives, directly
or indirectly, for himself or for another,
a commission, discount or bonus from
the person who makes such sale or
contract, or furnishes such materials,
supplies or other articles, or from a
person who renders such service or
labor; and any person who gives or
offers such an agent, employee or
servant such commission, discount or
bonus, shall be guilty of a Class 2
misdemeanor.

*11  N.C.G.S.A. § 14–353.

2. The crime prohibited under N.C.G.S.A. § 14–353 is
commonly referred to as “commercial bribery” under North
Carolina law. See e.g., State v. Brewer, 258 N.C. 533, 552–
553, 129 S.E.2d 262, 276 (1963) (“If a person does the
prohibited act or acts specified in this part of the statute with
the intent explicitly stated therein, he is guilty of what is
commonly called ‘commercial bribery’ ”).

3. Thus, a person commits commercial bribery under North
Carolina law by giving money or other consideration to
an agent in return for the agent's efforts to further that
person's interests in business dealings between him and the
principal. See N.C.G.S.A. § 14–353; Brewer, 258 N.C. at 554,
129 S.E.2d at 277 (“where an agent or employee receives
money or other considerations from a person in return for
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the agent's or employee's efforts to further that person's
interests in business dealings between him and the principal
or employer, such an act or acts on the part of the agent or
employee and on the part of the person who gives the money
or other consideration to the agent or employee should be
prohibited”).

4. Commercial bribery also gives rise to liability for civil

damages under North Carolina law. Kewaunee Scientific
Corp. v. Pegram, 130 N.C.App. 576, 580, 503 S.E.2d 417,
419–420 (1998).

5. Because he has elected to take a default on the claims at
issue, Greg Fuselier has admitted by default the facts in the
Verified Complaint establishing his liability for commercial

bribery. Nishimatsu Constr. Co., Ltd., 515 F.2d at 1206.
Thus, Greg Fuselier has admitted by default TRI's allegations
that he paid bribes to TRI's agents, Mario Gomes and George
Mathis, in exchange for their help in obtaining TRI contracts
and in improperly increasing the profits that Cornerstone
made at TRI's expense on the construction projects at issue.
[See Verified Complaint, at ¶¶ 25–46].

6. Moreover, Greg Fuselier has admitted by default TRI's
allegations that he wrote 39 checks to pay the bribes, and
that the amount of the checks paid to TRI's agents totaled
$352,948.43. [See Verified Complaint, at ¶¶ 36–39]. The
depositions of TRI's former agents, who received the bribes,

further substantiate of the amount of the bribes paid. 2

Accordingly, the Court finds that Greg Fuselier is liable to
TRI for his commercial bribery of TRI's agents.

7. Under North Carolina law, “commercial bribery harms
an employer as a matter of law, and the proper measure of
damages suffered must include at a minimum the amount of

the commercial bribes the third party paid.” Kewaunee
Scientific Corp. v. Pegram, 130 N.C.App. 576, 580, 503
S.E.2d 417, 419–420 (1998).

8. As noted above, Greg Fuselier paid TRI's agents a total
of $352,948.43 in commercial bribes. Thus, TRI is presumed
to have been damaged in that amount as a matter of law.

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 419–420.

9. Count One of the Verified Complaint alleges that
Greg Fuselier's above-described commercial bribery also

constituted a violation of N.C.G.S.A. § 75–1.1, the North
Carolina Unfair and Deceptive Practices Act (“UDPA”).
[See Verified Complaint, ¶¶ 44–46]. The UDPA provides
civil liability for “unfair or deceptive acts or practices in or

affecting commerce....” N.C.G.S.A. § 75–1.1.

*12  10. A cause of action under the UDPA has three
elements.

North Carolina's courts have interpreted these sections
as requiring three elements for a prima facie claim for
unfair trade practices. “Plaintiff must show: (1) defendant
committed an unfair or deceptive act or practice, (2) the
action in question was in or affecting commerce, and (3)
the act proximately caused injury to the plaintiff.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

11. Under N.C.G.S.A. § 75–1.1, “ ‘Commerce’ in its
broadest sense comprehends intercourse for the purposes

of trade in any form.” Sara Lee Corp. v. Carter, 351
N.C. 27, 32, 519 S.E.2d 308, 311 (1999). Accordingly,
the verified Complaint properly alleges that Greg Fuselier's
commercial bribes constituted practices in or affecting
commerce. [Verified Complaint, ¶¶ 167–169]. The Verified
Complaint also properly alleges that Mr. Fuselier bribed
TRI's agents, which is an unfair and deceptive act. [Verified
Complaint, ¶¶ 31–42].

12. “A violation of G.S. 14–353 [commercial bribery] should

also be considered a violation of G.S. 75–1.1 as an unfair

and deceptive trade practice.” Kewaunee Scientific Corp.,

130 N.C.App. at 581, 503 S.E.2d at 420. See also, Media
Network, Inc. v. Long Haymes Carr, Inc., 678 S.E.2d 671, 684
(N.C.App.2009) (“if a UDTP claimant can establish that the
defendant committed commercial bribery, that is sufficient to
make the UDTP claim”). Thus, Greg Fuselier is liable to TRI
under the UDPA for his commercial bribery of TRI's agents.

13. When a party is injured by a violation of the UDPA, treble
damages must be awarded under N.C.G.S.A. § 75–16.

If any person shall be injured or
the business of any person, firm

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 125 of 283



In re Fuselier, Not Reported in B.R. (2010)
2010 WL 231739

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 10

or corporation shall be broken up,
destroyed or injured by reason of any
act or thing done by any other person,
firm or corporation in violation of
the provisions of this Chapter, such
person, firm or corporation so injured
shall have a right of action on account
of such injury done, and if damages are
assessed in such case judgment shall
be rendered in favor of the plaintiff
and against the defendant for treble the
amount fixed by the verdict.

N.C.G.S.A. § 75–16. See also, Kewaunee Scientific Corp.,
130 N.C.App. at 580, 503 S.E.2d at 420 (“If a violation of
Chapter 75 is found, treble damages must be awarded”).

14. As noted above, the total amount of the commercial
bribes that Greg Fuselier paid to TRI's agents is $352,948.43.
Thus, the Court finds that Greg Fuselier is liable to TRI on
Count One in the total amount of $1,058,845.29, which is the
established amount of the commercial bribes trebled under the
UDPA.

B. TRI—Count Two—Fraudulent Billing
—Fifth Street Project—Conclusions of Law

1. Count Two of the Verified Complaint contains well-
pleaded allegations of fraud against Greg Fuselier. “The
elements of actual fraud, under North Carolina law, are:
(1) false representation or concealment of a material fact,
(2) reasonably calculated to deceive, (3) made with intent
to deceive, (4) which in fact does deceive, (5) resulting
in damage to the injured party.” Godfredson v. JBC Legal
Group, P.C., 387 F.Supp.2d 543, 553 (E.D.N.C.2005), citing,

Terry v. Terry, 302 N.C. 77, 273 S.E.2d 674, 677 (1981).

*13  2. By virtue of his default, Greg Fuselier has admitted
the well-pleaded facts establishing his liability for fraud under
Count Two of the Verified Complaint as set forth above in the

Court's Findings of Fact. Nishimatsu Constr. Co., Ltd., 515
F.2d at 1206.

3. As noted above Greg Fuselier intentionally and deceitfully
overstated Cornerstone's invoices by a total of $49,704.15 on
the Fifth Street project. [Verified Complaint, ¶¶ 49–55]. By

virtue of his default, Greg Fuselier has also admitted that TRI
reasonably relied to its detriment on his intentionally deceitful
misrepresentations when it paid the full and inflated amount
of Cornerstone's invoices on the Fifth Street project. United
States v. Givens, 2009 WL 1362764, *5 (W.D.La.2009)
(“For purposes of a default judgment, plaintiff's well-
pleaded factual allegations are taken as true-except regarding
damages”); see also, Verified Complaint, ¶¶ 56–58.

4. The evidence shows that TRI lost $49,704.15 when it
over paid the amount fraudulently invoiced by Greg Fuselier.
[Carpenter Aff., ¶ 3]. Thus, the amount of TRI's damages
are established to be $49,704.15 based on the facts admitted
by default, and by virtue of the damages established in the
Affidavit of Catrina Carpenter.

5. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable under the UDPA for his fraudulent
overbilling of TRI on the Fifth Street project. [Verified
Complaint, ¶¶ 166–177]. As noted above, the UDPA prohibits

“unfair or deceptive acts or practices....” N.C.G.S.A. § 75–
1.1. “A practice is unfair if it is unethical or unscrupulous,

and it is deceptive if it has a tendency to deceive.” Sunbelt
Rentals, Inc. v. Head & Engquist Equipment, L.L.C., 174
N.C.App. 49, 59, 620 S.E.2d 222, 230 (2005). Thus, under
North Carolina law, liability for fraud also results in unfair and

deceptive trade practices liability under the UDPA. Davis
v. Sellers, 115 N.C.App. 1, 9, 443 S.E.2d 879, 884 (1994) (“A
plaintiff who proves fraud thereby establishes that unfair or

deceptive acts have occurred in violation of G.S. 75–1.1”).

6. Thus, by admitting the well-pleaded facts establishing his
fraud as described above, Greg Fuselier has also admitted
facts establishing his liability under the UDPA, as alleged

in Count Eleven of the Verified Complaint. Nishimatsu
Constr. Co., Ltd., 515 F.2d at 1206. Accordingly, “treble

damages must be awarded.” Kewaunee Scientific Corp.,
130 N.C.App. at 580, 503 S.E.2d at 420.

7. “Commerce' in its broadest sense comprehends intercourse

for the purposes of trade in any form.” Sara Lee Corp.,
351 N.C. at 32, 519 S.E.2d at 311. Accordingly, the Verified
Complaint properly alleges that Greg Fuselier's conduct
as described above constituted practices in or affecting
commerce. [Verified Complaint, ¶¶ 167–169].
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8. As noted above, TRI sustained $49,704.15 in damages by
virtue of Greg Fuselier's fraudulent overbilling on the Fifth
Street project. Therefore, the Court finds that Greg Fuselier
is liable to TRI on Count Two of the Verified Complaint in
the total amount of $149,112.45, which is the amount of TRI's
damages under Count Two trebled under Count Eleven.

C. TRI—Count Three—Fraudulent Billing
—Custom Shelving—Conclusions of Law

*14  1. By virtue of his default, Greg Fuselier has admitted
the well-pleaded facts establishing his liability for fraud

under Count Three of the Verified Complaint. Nishimatsu
Constr. Co., Ltd., 515 F.2d at 1206.

2. By virtue of his default, Greg Fuselier has admitted that
the amount that he intentionally and deceptively charged
TRI for this custom shelving was $4,052.00. [Verified
Complaint, ¶¶ 60–68]. By virtue of his default, Greg Fuselier
has also admitted that TRI reasonably relied on those
misrepresentations to its detriment when it paid this invoice.
[Verified Complaint, ¶¶ 67–68].

3. With respect to damages, the Affidavit of Catrina Carpenter
shows that TRI lost $4,052.00 when it paid the amount
invoiced by Greg Fuselier for this custom shelving in reliance
on the deceptive misrepresentations made therein. [Carpenter
Aff., ¶ 4]. Thus, the amount of TRI's damages are established
to be $4,052.00 based on the facts admitted by default, and by
virtue of the damages established in the Affidavit of Catrina
Carpenter.

4. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable under the UDPA for his fraudulent
overbilling of TRI as described in Count Three of the Verified
Complaint. [Verified Complaint, ¶¶ 166–177]. As noted

above, fraud constitutes a violation of the UDPA. Davis,
115 N.C.App. at 9, 443 S.E.2d at 884. Thus, by admitting the
well-pleaded facts establishing his fraud as described above,
Greg Fuselier has also admitted facts establishing his liability
under the UDPA, as alleged in Count Eleven of the Verified
Complaint. Accordingly, “treble damages must be awarded.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

5. “Commerce' in its broadest sense comprehends intercourse

for the purposes of trade in any form.” Sara Lee Corp.,
351 N.C. at 32, 519 S.E.2d at 311. Accordingly, the Verified
Complaint properly alleges that Greg Fuselier's conduct
as described above constituted practices in or affecting
commerce. [Verified Complaint, ¶¶ 167–169].

6. As noted above, TRI lost $4,052.00 as a result of the
fraud described in Count Three of the Verified Complaint.
Therefore, the Court finds that Greg Fuselier is liable to
TRI for the fraud described in Count Three of the Verified
Complaint in the total amount of $12,156.00, which is the
amount of TRI's damages under Count Three trebled under
Count Eleven.

D. TRI—Count Four—NCI
Kickbacks—Conclusions of Law

1. By virtue of his default, Greg Fuselier has also admitted
the well-pleaded facts establishing his liability under Count
Four of the Verified Complaint (e.g., that he knowingly
took kickbacks from NCI under a fraudulent arrangement

he worked out with Mario Gomes). Nishimatsu Constr.
Co., Ltd., 515 F.2d at 1206. More specifically, Greg Fuselier
has admitted by default that, in order to improperly increase
Cornerstone's profits, Mario Gomes directed NCI to charge
TRI 20% more on the Satulah Village–South project, and
to then pay this 20% markup to Cornerstone via Greg
Fuselier. [Verified Complaint, ¶¶ 71–74 & 78]. By virtue of
his default, Greg Fuselier has admitted that NCI increased
its charges to TRI by $22,434.00 to cover the cost of the
kickbacks it was directed to pay to Cornerstone via Greg
Fuselier under this scheme. [Verified Complaint, ¶¶ 75–
78]. By virtue of his default, Greg Fuselier has admitted
that he received $22,434.00 in payments from NCI under
this fraudulent arrangement, knowing that the $22,434.00
constituted kickbacks. [Verified Complaint, ¶¶ 74 & 78–80].
The only thing that is not deemed admitted by virtue of the
well-pleaded facts in Count Four of the Verified Complaint,
is the amount of TRI's damages. Givens, 2009 WL 1362764
at *5.

*15  2. The Affidavit of Catrina Carpenter shows that TRI
lost $22,434 .00 when it paid NCI the full amounts invoiced
by NCI, including the additional 20% that NCI charged TRI in
order to cover the kickbacks secretly paid to Cornerstone via
Greg Fuselier. [Carpenter Aff., ¶ 5]. Thus, the amount of TRI's
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damages under Count Four are established to be $22,434.00
based on the facts admitted by default, and by virtue of the
damages established in the Affidavit of Catrina Carpenter.

3. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable to TRI under the UDPA for his
participation in the fraudulent scheme described in Count
Four of the Verified Complaint. [Verified Complaint, ¶¶ 166–
177]. Knowingly receiving kickbacks under a fraudulent
scheme amounts to “unfair or deceptive acts or practices
in or affecting commerce” in violation of the UDPA.

N.C.G.S.A. § 75–1.1; Sunbelt Rentals, Inc., 174
N.C.App. at 59, 620 S.E.2d at 230 (“A practice is unfair if
it is unethical or unscrupulous, and it is deceptive if it has a
tendency to deceive”). Thus, by admitting the well-pleaded
facts establishing his participation in the NCI kickback
scheme as described above, Greg Fuselier has also admitted
facts establishing his liability under the UDPA, as alleged in
Count Eleven of the Verified Complaint. Accordingly, “treble

damages must be awarded.” Kewaunee Scientific Corp.,
130 N.C.App. at 580, 503 S.E.2d at 420.

4. “Commerce' in its broadest sense comprehends intercourse

for the purposes of trade in any form.” Sara Lee Corp.,
351 N.C. at 32, 519 S.E.2d at 311. Accordingly, the Verified
Complaint properly alleges that Greg Fuselier's conduct
as described above constituted practices in or affecting
commerce. [Verified Complaint, ¶¶ 167–169].

5. As noted above, TRI sustained $22,434.00 in damages
as a result of Greg Fuselier's participation in the fraudulent
scheme described in Count Four of the Verified Complaint.
Therefore, the Court finds that Greg Fuselier is liable to TRI
under Count Four in the total amount of $67,302.00, which is
the amount of TRI's damages under Count Four trebled under
Count Eleven.

E. Summary of TRI's Total Damages

In summary, before trebling under the UDPA, the total amount
of TRI's damages under each of the Counts discussed above, is
$429,138.58. Accordingly, the Court finds that, after trebling
under the UDPA, Greg Fuselier is liable to TRI in the total
amount of $1,287,415.00. OEI's claims are discussed in turn
below.

F. OEI—Count Five—Fraudulent Billing
—Carpentry—Conclusions of Law

1. By virtue of his default, Greg Fuselier has admitted the
well-pleaded facts establishing his liability for fraud under

Count Five of the Verified Complaint. Nishimatsu Constr.
Co., Ltd., 515 F.2d at 1206. More specifically, by virtue
of his default, Greg Fuselier has admitted that Cornerstone
was to be paid on a cost plus basis on the OEI Renovation
project, and that the amount of its fee was supposed to
be equal to 20% of the charges Cornerstone incurred on
the project for subcontracted work and materials. [Verified
Complaint, ¶¶ 83–85]. By virtue of his default, Greg Fuselier
has admitted that the costs incurred by Cornerstone for
carpentry work were only $226,098.00. [Verified Complaint,
¶¶ 87–88]. By virtue of his default, Greg Fuselier has admitted
that, in the invoices he submitted to OEI, he intentionally
and deceptively misrepresented to OEI that Cornerstone
incurred $421,617.00 in costs for carpentry work on the OEI
Renovation project. [Verified Complaint, ¶¶ 86, & 89]. By
virtue of his default, Greg Fuselier has admitted that, after
he intentionally overstated the costs Cornerstone incurred for
carpentry work by $195,519, he then also added a fee equal
to 20% of these overstated costs for Cornerstone's overhead
and profit, so that he misrepresented and overstated the
amounts due for this carpentry work by a total of $234,622.80.
[Verified Complaint, ¶ 90]. By virtue of his default, Greg
Fuselier admitted that he made these misrepresentations
intending that OEI be deceived into paying Cornerstone
the inflated amounts he invoiced for this carpentry work.
[Verified Complaint, ¶¶ 91–114].

*16  2. By virtue of his default, Greg Fuselier has
also admitted that OEI reasonably relied on those
misrepresentations to its detriment when it paid Cornerstone
the full amount of these inflated invoices related to carpentry
work. [Verified Complaint, ¶¶ 95, 99, 103, 107, 111, & 115].
The only thing that is not deemed admitted by virtue of the
well-pleaded facts in Count Five of the Verified Complaint,
is the amount of OEI's damages. Givens, 2009 WL 1362764
at *5.

3. The Affidavit of Catrina Carpenter shows that OEI lost
a total of $234,622.80 when it paid the full amount of the
fraudulently inflated invoices that Greg Fuselier submitted to
OEI for the above-described carpentry work. [Carpenter Aff.,
¶ 6]. Thus, the amount of OEI's damages are established to be
$234,622.80 based on the facts admitted by default, and by
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virtue of the damages established in the Affidavit of Catrina
Carpenter.

4. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable to OEI under the UDPA for his
fraud described in Count Five of the Verified Complaint.
[Verified Complaint, ¶¶ 166–177]. As noted above, fraud

constitutes a violation of the UDPA. Davis, 115 N.C.App.
at 9, 443 S.E.2d at 884. Thus, by admitting the well-
pleaded facts establishing his fraud as described above, Greg
Fuselier has also admitted facts establishing his liability
under the UDPA, as alleged in Count Eleven of the Verified
Complaint. Accordingly, “treble damages must be awarded.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

5. “ ‘Commerce’ in its broadest sense comprehends

intercourse for the purposes of trade in any form.” Sara
Lee Corp., 351 N.C. at 32, 519 S.E.2d at 311. Accordingly,
the Verified Complaint properly alleges that Greg Fuselier's
conduct as described above constituted practices in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

6. As noted above, OEI sustained $234,622.80 in damages as
a result of the fraud described in Count Five of the Verified
Complaint. Therefore, the Court finds that Greg Fuselier is
liable to OEI on Count Five in the amount of $703,868.40,
which is the amount of OEI's damages under Count Five
trebled under Count Eleven.

G. OEI—Count Six—Fraudulent Billing—Heated
Flooring—Conclusions of Law

1. By virtue of his default, Greg Fuselier has admitted the
well-pleaded facts establishing his liability for fraud under

Count Six of the Verified Complaint. Nishimatsu Constr.
Co., Ltd., 515 F.2d at 1206. More specifically, by virtue of
his default, Greg Fuselier has admitted that the costs incurred
by Cornerstone for heated flooring were only $35,036.00.
[Verified Complaint, ¶ 119]. By virtue of his default, Greg
Fuselier has admitted that, in an invoice he submitted to
OEI, he intentionally and deceptively misrepresented that
Cornerstone incurred $80,000.00 in costs for this same heated
flooring. [Verified Complaint, ¶¶ 120 & 121]. By virtue
of his default, Greg Fuselier has admitted that, after he
overstated the costs Cornerstone incurred for heated flooring
by $44,964.00, he then also added a fee equal to 20% of these
overstated costs for Cornerstone's overhead and profit, so that

he misrepresented and overstated the amounts due for this
heated flooring by a total of $53,956.80. [Verified Complaint,
¶¶ 122 & 123]. By virtue of his default, Greg Fuselier has
admitted that he made these misrepresentations intending that
OEI be deceived into paying Cornerstone the full amounts he
invoiced for this heated flooring. [Verified Complaint, ¶ 124].

*17  2. By virtue of his default, Greg Fuselier has
also admitted that OEI reasonably relied on those
misrepresentations to its detriment when it paid Cornerstone
the full amount of this inflated invoice related to heated
flooring. [Verified Complaint, ¶ 125]. The only thing that is
not deemed admitted by virtue of the well-pleaded facts in
Count Six of the Verified Complaint, is the amount of OEI's
damages. Givens, 2009 WL 1362764 at *5.

3. The Affidavit of Catrina Carpenter shows that OEI lost
a total of $53,956.80 when it paid the full amount of the
fraudulently inflated invoice that Greg Fuselier submitted to
OEI for the above-described heated flooring. [Carpenter Aff.,
¶ 7]. Thus, the amount of OEI's damages are established to
be $53,956.80 based on the facts admitted by default, and by
virtue of the damages established in the Affidavit of Catrina
Carpenter.

4. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable to OEI under the UDPA for his
fraud described in Count Six of the Verified Complaint.
[Verified Complaint, ¶¶ 166–177]. As noted above, fraud

constitutes a violation of the UDPA. Davis, 115 N.C.App.
at 9, 443 S.E.2d at 884. Thus, by admitting the well-
pleaded facts establishing his fraud as described above, Greg
Fuselier has also admitted facts establishing his liability
under the UDPA, as alleged in Count Eleven of the Verified
Complaint. Accordingly, “treble damages must be awarded.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

5. “ ‘Commerce’ in its broadest sense comprehends

intercourse for the purposes of trade in any form.” Sara
Lee Corp., 351 N.C. at 32, 519 S.E.2d at 311. Accordingly,
the Verified Complaint properly alleges that Greg Fuselier's
conduct as described above constituted practices in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

6. As noted above, OEI sustained $53,956.80 in damages as
a result of the fraud described in Count Six of the Verified
Complaint. Therefore, the Court finds that Greg Fuselier is
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liable to OEI on Count Six in the amount of $161,870.40,
which is the amount of OEI's damages under Count Six
trebled under Count Eleven.

H. OEI—Count Seven—Fraudulent
Billing—Marble—Conclusions of Law

1. By virtue of his default, Greg Fuselier has admitted
the well-pleaded facts establishing his liability for fraud

under Count Seven of the Verified Complaint. Nishimatsu
Constr. Co., Ltd., 515 F.2d at 1206. More specifically, by
virtue of his default, Greg Fuselier has admitted that the
costs incurred by Cornerstone for white Carrara marble
were only $77,331.00. [Verified Complaint, ¶ 128]. By
virtue of his default, Greg Fuselier has admitted that, in an
invoice he submitted to OEI, he intentionally and deceptively
misrepresented that Cornerstone incurred $111,750.00 in
costs for this white Carrara marble. [Verified Complaint,
¶¶ 129 & 132]. By virtue of his default, Greg Fuselier
has admitted that, after he overstated the costs Cornerstone
incurred for white Carrara marble by $34,419.00, he then
also added a fee equal to 20% of these overstated costs for
Cornerstone's overhead and profit, so that he misrepresented
and overstated the amounts due for this white Carrara marble
by a total of $41,302.80. [Verified Complaint, ¶ 130]. By
virtue of his default, Greg Fuselier has admitted that he made
these misrepresentations intending that OEI be deceived into
paying Cornerstone the full amounts he invoiced for this
white Carrara marble. [Verified Complaint, ¶ 132].

*18  2. By virtue of his default, Greg Fuselier has
also admitted that OEI reasonably relied on those
misrepresentations to its detriment when it paid Cornerstone
the full amount of this inflated invoice related to white Carrara
marble. [Verified Complaint, ¶ 133]. The only thing that is
not deemed admitted by virtue of the well-pleaded facts in
Count Seven of the Verified Complaint, is the amount of OEI's
damages. Givens, 2009 WL 1362764 at *5.

3. The Affidavit of Catrina Carpenter shows that OEI lost
a total of $41,302.80 when it paid the full amount of the
fraudulently inflated invoice that Greg Fuselier submitted to
OEI for the above-described white Carrara marble. [Carpenter
Aff., ¶ 8]. Thus, the amount of OEI's damages are established
to be $41,302.80 based on the facts admitted by default,
and by virtue of the damages established in the Affidavit of
Catrina Carpenter.

4. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable to OEI under the UDPA for his
fraud described in Count Seven of the Verified Complaint.
[Verified Complaint, ¶¶ 166–177]. As noted above, fraud

constitutes a violation of the UDPA. Davis, 115 N.C.App.
at 9, 443 S.E.2d at 884. Thus, by admitting the well-
pleaded facts establishing his fraud as described above, Greg
Fuselier has also admitted facts establishing his liability
under the UDPA, as alleged in Count Eleven of the Verified
Complaint. Accordingly, “treble damages must be awarded.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

5. “ ‘Commerce’ in its broadest sense comprehends

intercourse for the purposes of trade in any form.” Sara
Lee Corp., 351 N.C. at 32, 519 S.E.2d at 311. Accordingly,
the Verified Complaint properly alleges that Greg Fuselier's
conduct as described above constituted practices in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

6. As noted above, OEI sustained $41,302.80 in damages as
a result of the fraud described in Count Seven of the Verified
Complaint. Therefore, the Court finds that Greg Fuselier is
liable to OEI on Count Seven in the amount of $123,908.40,
which is the amount of OEI's damages under Count Seven
trebled under Count Eleven.

I. OEI—Count Eight—Fraudulent Billing—Electrical
—Conclusions of Law

1. By virtue of his default, Greg Fuselier has admitted
the well-pleaded facts establishing his liability for fraud
under Count Eight of the Complaint (e.g., that he deceitfully
billed OEI for electrical work that was not performed for

OEI). Nishimatsu Constr. Co., Ltd., 515 F.2d at 1206.
More specifically, by virtue of his default, Greg Fuselier
has admitted that, when he prepared and submitted a
Cornerstone invoice to OEI on the OEI Renovation project,
he intentionally and deceitfully blended in a charge of
$15,188.26 for electrical work that was done on Mario
Gomes' home. [Verified Complaint, ¶¶ 136–138]. By virtue
of his default, Greg Fuselier has also admitted that, after
he deceitfully blended in a charge of $15,188.26 for this
electrical work, he then also added a fee equal to 20% of
these costs for Cornerstone's overhead and profit, so that he
misrepresented and overstated the amount due to Cornerstone
by a total of $18,225.00. [Verified Complaint, ¶ 139]. By
virtue of his default, Greg Fuselier has admitted that he made
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these misrepresentations intending that OEI be deceived into
paying Cornerstone the full amounts he invoiced for this
electrical work. [Verified Complaint, ¶ 140].

*19  2. By virtue of his default, Greg Fuselier has also
admitted that OEI reasonably relied to its detriment on these
misrepresentations when it paid the full amount of this
invoice. [Verified Complaint, ¶ 141]. The only thing that is
not deemed admitted by virtue of the well-pleaded facts in
Count Eight of the Verified Complaint, is the amount of OEI's
damages. Givens, 2009 WL 1362764 at *5.

3. The Affidavit of Catrina Carpenter shows that OEI lost
$18,225 .00 when it paid the amount fraudulently invoiced to
OEI by Greg Fuselier for this electrical work that was done
on the home of Mario Gomes. [Carpenter Aff., 9]. Thus, the
amount of OEI's damages are established to be $18,225.00
based on the facts admitted by default, and by virtue of the
damages established in the Affidavit of Catrina Carpenter.

4. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable to OEI under the UDPA for his
fraud described in Count Eight of the Verified Complaint.
[Verified Complaint, ¶¶ 166–177]. As noted above, fraud

constitutes a violation of the UDPA. Davis, 115 N.C.App.
at 9, 443 S.E.2d at 884. Thus, by admitting the well-
pleaded facts establishing his fraud as described above, Greg
Fuselier has also admitted facts establishing his liability
under the UDPA, as alleged in Count Eleven of the Verified
Complaint. Accordingly, “treble damages must be awarded.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

5. “ ‘Commerce’ in its broadest sense comprehends

intercourse for the purposes of trade in any form.” Sara
Lee Corp., 351 N.C. at 32, 519 S.E.2d at 311. Accordingly,
the Verified Complaint properly alleges that Greg Fuselier's
conduct as described above constituted practices in or
affecting commerce. [Verified Complaint, ¶¶ 167–169].

6. As noted above, OEI sustained $18,225.00 in damages as
a result of the fraud described in Count Eight of the Verified
Complaint. Therefore, the Court finds that Greg Fuselier is
liable to OEI on Count Eight in the amount of $54,675.00,
which is the amount of OEI's damages under Count Eight
trebled under Count Eleven.

7. The total amount of OEI's losses as a result of the fraud
at issue in Counts Five, Six, Seven, and Eight, as described
above, is $348,107.40. This is the amount that OEI lost as a
result of Greg Fuselier's above-described misrepresentations
related to carpentry work, heated flooring, white Carrara
marble, and electrical work. These damages are included
within the total amount claimed by OEI under Count Nine
discussed below. [Carpenter Aff., ¶ 11].

J. OEI Count Nine—Fraudulent Billing—
Grossly Excessive Costs—Conclusions of Law

1. By virtue of his default, Greg Fuselier has admitted the
well-pleaded facts establishing his liability for fraud under
Count Nine of the Complaint (e.g., that he submitted bills
to OEI in which he deliberately and grossly over-charged
OEI for Cornerstone's work on the OEI Renovation project).

Nishimatsu Constr. Co., Ltd., 515 F.2d at 1206.

*20  2. More specifically, by virtue of his default, Greg
Fuselier has admitted that Cornerstone was to be paid on
a cost plus basis on the OEI Renovation project, and that
the amount of its fee was supposed to be equal to 20% of
the charges Cornerstone properly and reasonably incurred on
the project for subcontracted work and materials. [Verified
Complaint, ¶¶ 83 & 84]. By virtue of his default, Greg
Fuselier has admitted that, in the invoices he prepared
and submitted to OEI, he intentionally and deceptively
misrepresented and inflated the costs that Cornerstone
incurred on the OEI Renovation project so that OEI paid
Cornerstone $701,217.12 more than Cornerstone was entitled
to be paid under the cost plus billing arrangement at issue.
[Verified Complaint, ¶¶ 144–154].

3. The Affidavit of Catrina Carpenter shows that OEI over-
paid Cornerstone by a total of $701,217.12 when it paid
the full amount of the first 8 of 10 inflated invoices that
Greg Fuselier prepared and submitted to OEI on the OEI
Renovation project, and that OEI made those payments in
reliance on the misrepresentations he made in those invoices.
[Carpenter Aff., ¶ 11].

4. As noted above in connection with Counts Five, Six,
Seven, and Eight of the Verified Complaint, Cornerstone's
overbilling of OEI for carpentry work, heated flooring,
basket weave white Carrara marble, and electrical work totals
$348,107.40. This $348,107.40 amount is included within
the $701,217.00 in losses that OEI sustained as a result of
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Greg Fuselier's overbilling that is described in Count Nine
of the Verified Complaint. [Carpenter Aff., ¶ 11]. Thus, the
net additional losses OEI sustained by virtue of the fraud
described in Count Nine is $353,109.72.

5. Count Eleven of the Verified Complaint also alleges that
Greg Fuselier is liable to OEI under the UDPA for his
fraud described in Count Nine of the Verified Complaint.
[Verified Complaint, ¶¶ 166–177]. As noted above, fraud

constitutes a violation of the UDPA. Davis, 115 N.C.App.
at 9, 443 S.E.2d at 884. Thus, by admitting the well-
pleaded facts establishing his fraud as described above, Greg
Fuselier has also admitted facts establishing his liability
under the UDPA, as alleged in Count Eleven of the Verified
Complaint. Accordingly, “treble damages must be awarded.”

Kewaunee Scientific Corp., 130 N.C.App. at 580, 503
S.E.2d at 420.

6. “Commerce' in its broadest sense comprehends intercourse

for the purposes of trade in any form.” Sara Lee Corp.,
351 N.C. at 32, 519 S.E.2d at 311. Accordingly, the Verified
Complaint properly alleges that Greg Fuselier's conduct
as described above constituted practices in or affecting
commerce. [Verified Complaint, ¶¶ 167–169].

7. As noted above, OEI sustained net additional damages of
$353,109.72 as a result of the fraud described in Count Nine
of the Verified Complaint. Therefore, the Court finds that
Greg Fuselier is liable to OEI on Count Nine in the amount
of $1,059,329.16, which is the net additional amount of OEI's
damages under Count Nine trebled under Count Eleven.

K. Summary of OEI's Damages

*21  In summary, the Court finds that OEI sustained
$429,138.50 in losses as a result of the actions of Greg
Fuselier as described in the Verified Complaint. Thus, after
trebling under the UDPA, the Court finds that Greg Fuselier
is liable to OEI in the total amount of $2,103,651.00.

L. Nondischargability

1. “The Bankruptcy Code has long prohibited debtors from
discharging liabilities incurred on account of their fraud,
embodying a basic policy animating the Code of affording

relief only to an ‘honest but unfortunate debtor.’ “ Cohen
v. de la Cruz, 523 U.S. 213, 217, 118 S.Ct. 1212, 1216, 140

L.Ed.2d 341 (1998), quoting, Grogan v. Garner, 498 U.S.
279, 287, 111 S.Ct. 654, 659–660, 112 L.Ed.2d 755 (1991).

Thus, “ Section 523(a)(2)(A) of the Bankruptcy Code
(Code) excepts from discharge in bankruptcy “any debt ...
for money, property, services, or an extension, renewal, or
refinancing of credit, to the extent obtained by ... false

pretenses, a false representation, or actual fraud.” Cohen
v. de la Cruz, 523 U.S. 213, 215, 118 S.Ct. 1212, 1214, 140

L.Ed.2d 341 (U.S.,1998), quoting, 11 U.S.C. § 523(a)(2)
(A).

Moreover, “ § 523(a)(2)(A) has been interpreted to
make nondischargeable the loss or damage sustained by a
creditor as a result of being induced into virtually any type
of business transaction by fraud, false representations or
false pretenses on the part of the debtor.” In re Bozzano,
173 B.R. at 992. As used in this section, false pretenses and
misrepresentations include “implied misrepresentations or
conduct intended to create and foster a false impression”.
Id., at 993. Such “representations [are] not made in
isolation and do not stand alone” but are “examined in the
context in which they were made” for a determination of
whether debtor knew them to be false. Id.

In re Bebber, 192 B.R. 120, 123 (W.D.N.C.1995).

2. Likewise, Section 523(a)(6) also excepts from discharge
any debt “for willful and malicious injury by the debtor to

another entity or to the property of another entity....” 11
U.S.C.A. § 523(a)(6).

3. In this case the debtor, Greg Fuselier, incurred the debts at
issue by virtue of his participation in the fraudulent kickback
scheme described in the Verified Complaint. Under this
scheme, Greg Fuselier incurred the debts at issue by virtue of
false pretenses, false representations, and actual fraud, as well
as willful and malicious injury inflicted.

4. Thus, all the debts at issue in this case fall within 11

U.S.C .A. §§ 523(a)(2)(A) and/or 523(a)(6), including
the claims for treble damages under the UDPA. See e.g.,

Cohen v. de la Cruz, 523 U.S. 213, 223, 118 S.Ct. 1212,

1219, 140 L.Ed.2d 341 (1998) (“We hold that § 523(a)(2)
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(A) prevents the discharge of all liability arising from fraud,
and that an award of treble damages therefore falls within the
scope of the exception”).

5. Thus, the Court finds that the claims at issue in the
Verified Complaint are nondischargeable and enters judgment
by default against Greg Fuselier and in favor of TRI and OEI
accordingly.

*22  WHEREFORE, the Court hereby enters judgment by
default against Greg Fuselier and in favor of TRI Investments,
Inc. in the total amount of $1,287,415.00.

The Court hereby enters judgment by default against Greg
Fuselier and in favor of Old Edwards Inn and Spa, LLC in the
total amount of $2,103,651.00.

SO ORDERED.

All Citations

Not Reported in B.R., 2010 WL 231739

Footnotes

1 The 39 checks are exhibits to the depositions of Mario Gomes [Doc. 11–5] and George Mathis [Doc. 11–
3]. The 39 checks are attached to Deposition of Mario Gomes, at Exhibits 21, 23, 26–32, 34, 36, 38–55,
58–63, 73–76, and discussed in his deposition on pages 128–131, 149–186, and 211–222; see also checks
attached to Deposition of George Mathis, at Exhibits 13, 15, 17, and 19, and discussed in his deposition on
pages 113–121].

2 The $352,948.43 in bribes was paid via 39 checks that were each identified in the depositions of George
Mathis and Mario Gomes, who were the recipients of these checks. [See 39 checks attached to Deposition
of Mario Gomes (Doc. 11–5), at Exhibits 21, 23, 26–32, 34, 36, 38–55, 58–63, 73–76, and discussed in his
deposition on pages 128–131, 149–186, and 211–222; see also checks attached to Deposition of George
Mathis, (Doc–11–3), at Exhibits 13, 15, 17, and 19, and discussed in his deposition on pages 113–121].
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United States District Court, W.D. Washington,

at Tacoma.

G.M.A. CONSTRUCTION, INC., an
Oregon corporation, and Gregory

Allen, an individual, Plaintiffs,
v.

Jeffrey A. CARROLL, an individual, Defendant.

No. C 13–5117 KLS.
|

Signed Aug. 7, 2014.

Attorneys and Law Firms

Tamsen L. Leachman, Brian Keith Weeks, Littler Mendelson,
Portland, OR, for Plaintiffs.

David Henry Gehrke, Gehrke & Baker, Des Moines, WA, for
Defendant.

ORDER GRANTING PLAINTIFFS' MOTION
FOR PARTIAL SUMMARY JUDGMENT

KAREN L. STROMBOM, United States Magistrate Judge.

*1  This matter comes before the Court on the Plaintiffs'
Motion for Partial Summary Judgment. Dkt. 36. The Plaintiffs
rely on the declaration of Tiffany Couch, CPA (Dkt.37),
declaration of Julie Yunger, Corporate Manager of G.M.A.
Construction, Inc. (Dkt.38) and declaration of Tamsen L.
Leachman, counsel for the Plaintiffs (Dkt.39) which attached
copies of two sets of properly served requests for admission,
which were not answered by the Defendant.

Pursuant to Fed.R.Civ.P. 36(a)(3), the requests for admission
are deemed admitted. “A matter admitted under this rule is
conclusively established unless the court, on motion, permits
the admission to be withdrawn or amended.” Fed.R.Civ.P.
36(b). Further, these admissions may be relied on by the
Plaintiffs in support of their partial motion for summary

judgment. Conlon v. United States, 474 F.3d 616, 621 (9th
Cir.2007).

The Plaintiffs request summary judgment with regard to
three separate claims: (1) conversion by the Defendant

against GMA Construction; (2) conversion by the Defendant
against Allen; and (3) breach of duty of loyalty to G.M.A.
Construction by the Defendant.

The Defendant did not file any pleadings in response to this
motion. Having reviewed the materials filed in support of
their motion, the Court concludes that the motion for partial
summary judgment should be GRANTED.

FACTS

G.M.A. Construction (GMA) is a licensed general contractor
which specializes in residential home building and
remodeling. It is organized under the laws of Oregon and
maintains its principal place of business in Oregon. Gregory
Allen is the President of GMA and during all times relevant
to this litigation resided in the state of Oregon.

Jeffrey A. Carroll is the former Branch Manager of GMA's
Auburn, Washington location and the exclusive employee
overseeing the Auburn operation. Mr. Carroll served in that
capacity from 2010 to mid–2012. As the Branch Manager
Mr. Carroll had the ultimate responsibility for all events
and activities occurring at the Auburn facility and he was
responsible for safeguarding the GMA operations, inventory
and property.

Based on the deemed admissions, Mr. Carroll sold carpet
from GMA inventory for nonGMA-related purposes and
for his own personal gain without authority from GMA.
He sold items of GMA inventory to installers or others as
“off book” sales for non-GMA-related reasons and without
GMA's authorization which caused a financial loss to the
Plaintiff. He made payments to installers or vendors for work
or materials that were not for the benefit of GMA and paid for
these things with GMA funds which had not been authorized
to be used for that purpose. He made payments to installers
or vendors using GMA funds for work or materials that were
for his personal benefit and did so without authority from
GMA. He used GMA inventory or property for his own
personal use and removed GMA inventory or property for
his own personal use, also without authority from GMA.
He overcharged customers for projects or materials for his
personal gain. He received gifts of more than nominal value
from installers, vendors and suppliers without authority from
GMA to do so. He used a GMA credit card or financial
instrument, without authority from GMA, for purposes other
than GMA business or interest, without authority from GMA,
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and for his own personal benefit. He also falsified GMA
business records to conceal his self-dealing from GMA. He
misappropriated funds that were paid to GMA by installers
for background checks and he misappropriated funds for his
own purposes that were paid to GMA by customers. He
improved his residence with products or services that were in
fact purchased for the Auburn showroom and did so without
GMA authorization. Also, while Branch Manager he used
the personal credit card of Gregory Allen, without authority
from Mr. Allen, to make purchases for the Defendant's own
personal benefit.

SUMMARY JUDGMENT STANDARD

*2  Fed.R.Civ.P. 56(a) provides “[t]he court shall grant
summary judgment if the movant shows that there is no
genuine dispute as to any material fact and the movant is
entitled to judgment as a matter of law.”

CONVERSION

Conversion is defined as “the act of willfully interfering with
any chattel, without lawful justification, whereby any person

entitled thereto is deprived of the possession of it.” Judkins
v. Sadler–Mac Neil, 61 Wash.2d 1, 3, 376 P.2d 837 (1961)

(internal citations omitted); Potter v. Washington State
Patrol, 165 Wash.2d 67, 78, 196 P.3d 691 (2008).

Based on the evidence presented to the Court, it is clear that
Mr. Carroll converted property belonging to GMA as well as
property belonging to Gregory Allen. Specific instances are
more fully set forth at pages 6–7 of the Plaintiffs' Motion and
need not be reiterated here and are discussed generally above
in the Facts section of this Order.

BREACH OF DUTY OF LOYALTY

It is clear that Mr. Carroll owed his employer a duty of
loyalty, which required him to act only in the best interests
of his employer. Mr. Carroll breached his duty of loyalty by
misappropriating funds and resources of GMA for his own
personal benefit.

CONCLUSION

For the above stated reasons, the Court concludes that partial
summary judgment shall be GRANTED to the Plaintiffs on
the theories of conversion and breach of duty of loyalty. Dkt.
36.

All Citations

Not Reported in F.Supp.3d, 2014 WL 4090813
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United States District Court, C.D. California.

Mignon JACKSON
v.

LOEWS HOTELS, INC.

Case No. ED CV 18-827-DMG (JCx)
|

Filed 07/24/2019

Attorneys and Law Firms

J. Paul Gignac, Foley Bezek Behle and Curtis, Santa Barbara,
CA, Justin F. Marquez, Babak Bobby Saadian, Thiago Merlini
Coelho, Wilshire Law Firm, Los Angeles, CA, for Mignon
Jackson.

Ann Marie Mortime, Jason Jonathan Kim, Hunton Andrews
Kurth LLP, Los Angeles, CA, for Loews Hotels, Inc.

Proceedings: IN CHAMBERS - ORDER GRANTING
DEFENDANT'S MOTION TO DISMISS [25]

DOLLY M. GEE, UNITED STATES DISTRICT JUDGE

I.

BACKGROUND

*1  This matter is before the Court on Defendant Loews
Hotels, Inc.'s second Motion to Dismiss (“MTD”). [Doc.
# 25.] Plaintiff filed this action on April 20, 2018 [Doc.
# 1] and filed the operative Second Amended Complaint
(“SAC”) on January 25, 2019, after the Court granted
Defendant's first Motion to Dismiss. [Doc. ## 23, 24.]
Plaintiff, individually and on behalf of a putative class of
similarly situated individuals, alleges the following claims

against Defendant: (1) violation of California Civil Code

section 1798.81.5(b); (2) violation of California Civil

Code section 1798.81.5(c); (3) violation of California
Civil Code section 1798.82; (4) breach of implied contract;
(5) breach of the covenant of good faith and fair dealing; and

(6) violation of California Business and Professions Code
section 17200. FAC at ¶¶ 41-90.

The Court incorporates the relevant factual background
from its previous order granting Defendant's first Motion to
Dismiss. [Doc. # 23.] The Court shall address any material
factual changes from the FAC to the SAC as they arise.
Having considered the parties' written submissions in support
of and in opposition to the MTD, the Court GRANTS
Defendants' MTD.

II.

LEGAL STANDARD

In its previous Order, the Court set forth the applicable legal
standard for motions to dismiss based on lack of subject
matter jurisdiction and need not repeat it here. [Doc # 23 at
2-3.] That standard is incorporated herein by this reference.

III.

DISCUSSION

A. Plaintiff Lacks Standing
The Court granted Defendant's previous Motion to Dismiss
because Plaintiff failed to sufficiently allege that she suffered
an Article III injury that gave rise to standing to pursue
her claims. While she has alleged some new facts in her
SAC and put forth a new legal theory to establish that she
suffered a cognizable injury, her allegations still fall short of
demonstrating that she suffered an Article III injury.

1. Plaintiff's “Benefit of the Bargain” Theory Fails
Plaintiff first argues that she has standing to sue because she
has suffered an economic injury under the “benefit of the
bargain” theory. She did not squarely raise this argument in
her opposition to Defendant's previous Motion to Dismiss.
Under the “benefit of the bargain” theory, courts generally
recognize that plaintiffs have suffered a financial injury when
they purchase a product in reliance on a false representation
about the product's value, and allege that they would not
have made the purchase, or would not have paid as much

as they did, had they known the truth. See Kwikset Corp.
v. Superior Court, 51 Cal. 4th 310, 332 (2011). Plaintiff
contends that, in this context, she would not have made a
hotel reservation with Defendant if she had known that “her
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personal information [would be] stolen by hackers.” [Doc. #
26 (“Opp.”) at 26.]

In support, she cites to several decisions that apply the
“benefit of the bargain” theory to data breach cases. See Opp.
at 4-7. But those cases involve a defendant who made a
statement or representation about their data security practices
upon which the plaintiff relied before handing over his

personal information. See, e.g., In re Adobe Sys., Inc.
Privacy Litig., 66 F. Supp. 3d 1197, 1224 (N.D. Cal. 2014)
(“The Court finds plausible Plaintiffs['] ... allegations that
they relied on Adobe's representations regarding security to

their detriment.”); In re Anthem, Inc. Data Breach Litig.,
162 F. Supp. 3d 953, 967 (N.D. Cal. 2016) (“According
to Plaintiffs, both the Anthem and Non-Anthem Defendants
promised their members that their PII would be protected.”);

Grigsby v. Valve Corp., 2013 WL 12310666, at *2 (W.D.
Wash. Mar. 18, 2013) (“[Plaintiff] also alleges that Valve
assured Plaintiff and Class Members that it would protect the
personal information and private financial information that
users were required to provide before purchasing content on

Steam.”) (internal quotations omitted); In re LinkedIn User
Privacy Litig., 2014 WL 1323713, at *1 (N.D. Cal. Mar. 28,
2014) (“The Privacy Policy contains a statement that ‘[a]ll
information that you provide will be protected with industry

standard protocols and technology.’ ”). 1

*2  In contrast, Plaintiff does not identify any similar
misrepresentation about Defendant's data security practices in
her SAC. She argues that paragraph 29 contains a “promise[ ]
that her PII would [be] kept safe when reserving a room
or using Loew's services,” but that paragraph describes no
such promise. Paragraph 32(e) states that Plaintiff suffered
harm because “implied in the price paid for such booking
by Plaintiff and the Class Members to Defendant was the
promise that some amount of the booking charge would
be applied to the costs of implementing reasonable and
adequate safeguards and security measures that would protect
customers' PII.” SAC at ¶ 32(e). Plaintiffs have identified
no authority approving of a “benefit of the bargain” theory
in a data breach case based on such conclusory allegations
of an implied promise to earmark a portion of the purchase
price for ensuring data safety. Indeed, case law appears to
require more precise allegations and more explicit promises.

See In re Zappos.com, Inc., 108 F. Supp. 3d 949, 962 n.5
(D. Nev. 2015) (plaintiffs' theory of standing failed in part
because they did not “allege facts showing how the price they

paid for such goods incorporated some particular sum that
was understood by both parties to be allocated towards the

protection of customer data”), rev'd on other grounds by In
re Zappos.com, Inc., 888 F.3d 1020, 1027–30 & n.15 (9th
Cir. 2018) (reversing the District Court's standing analysis in
connection with plaintiffs' alleged risk of future identity theft
and declining to address other alleged bases for standing).
While Paragraph 32(e) asserts conclusorily that a portion of
the price Plaintiff paid to reserve a room went to data security,
it does not allege “how” the price incorporated that amount or
what gave rise to Defendant's “understanding” that the room
reservation price included funds for data security—it simply
alleges that such funds were “implied in the price paid.” SAC
at ¶ 32(e).

In her Opposition, Plaintiff also refers to the Loew's Hotels'
Privacy Policy, available on Defendant's website, to argue
that Defendant did make affirmative representations about its
customers' data security. Opp. at 21. But these assertions do
not appear in the SAC, and since Defendant has mounted
a facial attack to Plaintiff's standing, the Court's inquiry

focuses on the pleadings, not extrinsic documents. Wolfe
v. Strankman, 392 F.3d 358, 362 (9th Cir. 2004).

Even if the Court could properly consider the Privacy
Policy in resolving this motion, however, it would not
save Plaintiff's claims. The Privacy Policy states that “[t]he
personal information collected from users online ... is stored
by Loews ... on databases protected through a combination of
physical and electronic access controls, firewall technology
and other reasonable security measures.” Loew's Hotels
Privacy Policy, https://www.loewshotels.com/privacy-policy
at “Protecting Personal Information” (last visited April
18, 2019). It continues, however, to warn customers that
“[n]evertheless, such security measures cannot prevent all
loss, misuse or alteration of personal information and Loews
is not responsible for any damages or liabilities relating to any
such incidents to the fullest extent permitted by law.” Id. It
also states that “no security system or system of transmitting
data over the Internet can be guaranteed to be entirely secure.
Use of the Services and related applications and transmission
of data is at the user's own risk.” Id. Courts have held that
similar language is sufficient to put consumers on notice
that a company's data security practices are not bulletproof.

See In re Sony Gaming Networks & Customer Data Sec.
Breach Litig., 903 F. Supp. 2d 942, 968 (S.D. Cal. 2012)
(“Before registering ... all Plaintiffs had to agree to Sony's
Privacy Policy, which states that ‘there is no such thing as
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perfect security ... we cannot ensure or warrant the security
of any information transmitted to us through the [system] ....’
Thus, in the presence of clear admonitory language that
Sony's security was not ‘perfect,’ no reasonable consumer
could have been deceived.”). Accordingly, Plaintiff has not
established that she lost the benefit of any bargain sufficient
to confer Article III standing.

2. Plaintiff Fails to Show a Substantial Risk of Future
Harm

In its Order granting Defendant's first Motion to Dismiss,
the Court reasoned that Plaintiff failed to demonstrate a
risk of certainly impending future harm because: (1) she
pled that she closed or modified her financial accounts,
neutralizing any risk of future fraud arising from the theft
of her financial information, and (2) she did not establish
that the non-financial information that the hackers stole gives
rise to a risk of a cognizable injury. [Doc. # 23 at 4-8].
See Clapper v. Amnesty Int'l USA, S. Ct. 1138, 1141 (2013)
(threatened or future injury must be “certainly impending
to constitute injury in fact”) (internal quotations omitted).
Having been given leave to amend her allegations to cure
these deficiencies, Plaintiff has made three principal changes
to her theory. First, she simply omits from her SAC any
allegations that she closed or modified her financial accounts
after the data breach. Compare FAC at ¶ 6 with SAC.
Second, she adds allegations that she now “continuously
receives unsolicited direct marketing efforts to her email and
home” as a result of the breach. SAC at ¶ 9. Third, she has
abandoned her argument that hackers may have stolen her
Loew's account password. She has not alleged that hackers
stole any additional information beyond what she described
in the FAC. Compare SAC at ¶ 3 with FAC at ¶ 3. In her
Opposition, Plaintiff argues that the same precedent she cited
in her Opposition to Defendant's first Motion to Dismiss
compels a different result than the Court reached in ruling on

that earlier Motion. 2  Opp. at 10-13.

i. Financial Information

*3  Plaintiff's decision to remove her previous allegations
about closing or modifying her credit card or bank accounts
does not simply erase those allegations from the case.
Defendant asserts that plaintiffs “cannot selectively delete
allegations from a prior complaint to avoid dismissal of an
amended complaint.” MTD at 8 (citing three unpublished
decisions standing for the proposition that courts need not

accept allegations that contradict allegations in a previous
complaint). The reality of the case law in this circuit,
however, is more complicated. The Ninth Circuit has held
that, in the context of granting leave to amend an original
complaint, “leave to amend should be liberally granted,
[but] the amended complaint may only allege other facts

consistent with the challenged pleading.” Reddy v. Litton
Indus., Inc., 912 F.2d 291, 296–97 (9th Cir. 1990). It later
held, without overturning Reddy, that “there is nothing in
the Federal Rules of Civil Procedure to prevent a party
from filing successive pleadings that make inconsistent or

even contradictory allegations.” PAE Gov't Servs., Inc. v.
MPRI, Inc., 514 F.3d 856, 860 (9th Cir. 2007). The circuit
court has not resolved this apparent inconsistency, but it has
recognized (in non-binding opinions) that Reddy and PAE
may be irreconcilable. Compare Shirley v. Univ. of Idaho,
Coll. of Law, 800 F.3d 1193, 1194 (9th Cir. 2015) (Kozinski,
J., concurring) with id at 1194-95 (Canby, J. concurring).

The Court can ultimately avoid the intra-circuit confusion
on this issue, however, because the SAC's allegations do
not contradict the FAC's allegations—the SAC merely omits
previously-pled material information that harms Plaintiff's
case. These allegations are therefore more appropriately
characterized as judicial admissions that Plaintiff has not

cured. See Am. Title Ins. Co. v. Lacelaw Corp., 861 F.2d
224, 226 (9th Cir. 1988) (assertions in pleadings are judicial

admissions unless amended); see also Huey v. Honeywell,
Inc., 82 F.3d 327, 333 (9th Cir. 1996) (admissions in original
complaints that have been “amended or withdrawn” are no
longer conclusive, but are still admissions, and courts may
still consider them); Burgoon v. Narconon of N. California,
125 F. Supp. 3d 974, 984 (N.D. Cal. 2015) (“The amendment
of a pleading does not make it any the less an admission of

the party”) (citing Andrews v. Metro N. Commuter R. Co.,
882 F.2d 705, 707 (2d Cir. 1989)).

Plaintiff asserts in her Opposition that her “accounts were
not closed, but it was modified in a minor way that does not
affect the risk of fraud.” But this assertion does not appear
in the SAC, and a plaintiff's “statements in [her] opposition

brief cannot amend the Complaint.” Fabbrini v. City of
Dunsmuir, 544 F. Supp. 2d 1044, 1050 (E.D. Cal. 2008)

(citing Carriers, Inc. v. Ford Motor Co., 745 F.2d 1101,
1107 (7th Cir. 1984) (“axiomatic that the complaint may
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not be amended by the briefs in opposition to a motion to
dismiss.”)).

Since Plaintiff has not overcome her prior admission that she
closed or modified her accounts to mitigate the impact of the
data breach, she has not established a certainly impending
future injury sufficient to confer standing. Nor has she alleged
any additional facts in her SAC describing any past harm
or substantial risk of future harm related to her financial
information. Plaintiff therefore lacks standing to sue with
respect any financial information exposed in the data breach.

ii. Non-Financial Information

With respect to the alleged theft of Plaintiff's other, non-
financial information—her name, email address, phone
number, and mailing address—Plaintiff mostly resurrects the
arguments she made in response to Defendant's previous
Motion to Dismiss by relying on cases holding that hackers'
theft of sensitive information creates a risk of certainly
impending future harm. Opp. at 10-13. As discussed in
the Court's prior Order, however, those cases involved the
theft of certain types of sensitive information not at issue
here: social security numbers, account numbers, and account

passwords. See In re Zappos.com, Inc., 888 F.3d 1020,
1023 (9th Cir. 2018), cert. denied sub nom. Zappos.com, Inc.
v. Stevens, No. 18-225, 2019 WL 1318579 (U.S. Mar. 25,

2019); Krottner v. Starbucks Corp., 628 F.3d 1139, 1140
(9th Cir. 2010). Plaintiff's cited cases also include the theft
of credit and debit card information, but, as discussed above,
Plaintiff's admissions indicate that she has neutralized any
future threat of credit or debit card fraud by modifying or

closing her accounts. In re Zappos.com, Inc., 888 F.3d at

1023; Remijas v. Neiman Marcus Grp., LLC, 794 F.3d 688,
689 (7th Cir. 2015).

*4  The Zappos court held that the plaintiffs alleged an
Article III injury based on “the sensitivity of the personal

information, combined with its theft.” In re Zappos.com,
Inc., 888 F.3d at 1027 (emphasis added). Here, Plaintiff
has once again failed to demonstrate that her name, phone
number, email address (but not her email password), and
mailing address are sensitive enough pieces of information
to give rise to a certainly impending risk of future identity
theft or fraud. Her claim that she has received mass mailing
materials does not help her because receiving spam or mass

mail does not constitute an injury. See, e.g., Peters v.
St. Joseph Servs. Corp., 74 F. Supp. 3d 847, 857 (S.D.
Tex. 2015) (no injury despite plaintiff receiving “target[ed]”
physical, electronic, and telephonic “solicitations”); Cherny
v. Emigrant Bank, 604 F. Supp. 2d 605, 609 (S.D.N.Y.
2009) (“The receipt of spam by itself, however, does
not constitute a sufficient injury entitling [plaintiff] to

compensable relief.”). 3  Plaintiff argues that the theft of non-
financial information, and the resulting spam mailing, can
“further support [her] contention that the hackers accessed
information that could be used to help commit identity fraud

or identity theft.” Opp. at 13 (quoting In re Zappos.com,
Inc., 888 F.3d at 1028). That language from Zappos taken
in context, however, reflects the Ninth Circuit's reasoning
that certain plaintiffs' allegations that hackers “took over their
[email] accounts and sent advertisements” to others suggested
that they, and other plaintiffs, might be at risk of identity

theft or fraud. In re Zappos.com, Inc., 888 F.3d at 1027-28.
That reasoning makes sense. Allegations that hackers used
the information they stole—namely, account passwords—to
actually access accounts and take nefarious action strongly
suggests that hackers could use the information they stole
to do harm to other plaintiffs, even if every plaintiff's
account had not yet been breached and even if the harm was
not necessarily financial. But Plaintiff has not alleged that
any such account takeovers have taken place. Nor do her
allegations suggest that hackers obtained any information that
would allow them to assume Plaintiff's identity or access any
of her accounts.

Plaintiff has thus failed to show that the alleged theft of the
information she provided to Defendant can result in a risk of
certainly impending future harm.

3. Plaintiff Fails to Establish Standing Under
California's Unfair Competition Law

Plaintiff argues that, separate from her federal standing to seek
monetary damages, she has standing to seek an injunction
under California's Unfair Competition Law (“UCL”). Opp.
at 9. She bases this contention primarily on her argument
that “the theft of Plaintiff's PII creates a substantial risk of
future harm.” Id. As discussed above, however, she has not
sufficiently pled that such a harm exists. To the extent that,
as a matter of law, she may have UCL standing despite that
shortcoming—a doubtful proposition in light of the fact that
the “UCL's standing requirements appear to be more stringent
than the federal standing requirements”—her arguments are
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unavailing. Troyk v. Farmers Grp., Inc., 171 Cal. App. 4th
1305, 1348 n.31 (2009).

Plaintiffs asserting a UCL claim must “have suffered injury
in fact and ... lost money or property as a result of the unfair

competition.” Rubio v. Capital One Bank, 613 F.3d 1195,
1203 (9th Cir. 2010) (internal quotations omitted). Courts in
this circuit have held that “theft” or “unauthorized release
of personal information” does not qualify as lost money or
property for purposes of determining standing under the UCL.

Ruiz v. Gap, Inc., 540 F. Supp. 2d 1121, 1127 (N.D. Cal.

2008), aff'd, 380 F. App'x 689 (9th Cir. 2010); In re
Sony Gaming Networks & Customer Data Sec. Breach Litig.,

903 F. Supp. 2d at 966. 4  Since Plaintiff has not alleged that
she lost money or property, she has failed to establish UCL
standing.

*5  The Court therefore GRANTS Defendant's MTD as to
Plaintiff's individual claims for lack of standing.

B. Lack of Class Action Standing
Since Plaintiff has not met her burden to establish standing,
her class action allegations fail as well. In a class action,
named plaintiffs representing a class “must allege and show
that they personally have been injured, not that injury has
been suffered by other, unidentified members of the class
to which they belong and which they purport to represent.”

Gratz v. Bollinger, 539 U.S. 244, 289 (2003). When the

named plaintiff has not established standing, she may not
“seek relief on behalf of [her]self or any other member of

the class.” O'Shea v. Littleton, 414 U.S. 488, 494 (1974);

Lierboe v. State Farm Mutual Automobile Ins. Co., 350
F.3d 1018, 1022–23 (9th Cir. 2003) (holding class action
must be dismissed where named plaintiff lacks standing). The
Court therefore GRANTS Defendant's MTD as to Plaintiff's
class action allegations.

IV.

CONCLUSION

In light of the foregoing, the Court GRANTS without
prejudice the MTD under Rule 12(b)(1) for lack of subject
matter jurisdiction, DENIES as moot the MTD under Rule
12(b)(6) for failure to state a claim, and DENIES as moot the
MTD under Rule 12(b)(3) for lack of personal jurisdiction.
Notwithstanding having filed three complaints, Plaintiff has
failed to allege facts sufficient to survive the pleading stage.
Amendment would thus be futile, and the Court DENIES any
further leave to amend.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2019 WL 6721637

Footnotes

1 One case Plaintiff cites does not include an express mention of a defendant's security-related

misrepresentation to the plaintiff. But that case, Weinberg v. Advanced Data Processing, Inc., 147 F. Supp.

3d 1359, 1369 (S.D. Fla. 2015), comes from outside the Ninth Circuit, and relies on Resnick v. AvMed,

Inc., 693 F.3d 1317 (11th Cir. 2012), which does discuss the defendant's misrepresentation. See Resnick,
693 F.3d at 1329. Moreover, Weinberg discussed the implications of personal information's disclosure in the
context of a claim for unjust enrichment under Florida law. Given that Weinberg is only minimally applicable
to this case, and every other case Plaintiff cites involves a defendant's misrepresentation, Weinberg does
not persuade the Court to diverge from the cases cited above.

2 Defendant contends that Plaintiff “essentially asks the Court to reconsider its previous finding that Plaintiff
failed to allege any ‘certainly impending future harm.’ ” Reply at 3. To the extent that Defendant asks the
Court to dismiss Plaintiff's claims on that basis, such a request, in and of itself, is not improper—though
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Defendant's failure to show that the Court misconstrued or ignored some relevant fact or law dooms the

endeavor. Askins v. U.S. Dep't of Homeland Sec., 899 F.3d 1035, 1042 (9th Cir. 2018) (reversing a
district court's decision that it was “’precluded’ from reconsidering its order dismissing the original ... claims in
adjudicating the motion to dismiss the amended ... claims” because “[t]he law of the case doctrine does not
preclude a court from reassessing its own legal rulings in the same case”). The Court therefore addresses
the merits of Plaintiff's arguments once more.

3 At least one district court in this circuit has held that being forced to spend significant money fighting spam

advertisements in order to protect a business is a cognizable Article III injury. Asis Internet Servs. v.
Consumerbargaingiveaways, LLC, 622 F. Supp. 2d 935, 939 (N.D. Cal. 2009) (plaintiffs allege that they
needed to spend $4,200 per month to combat spam). But Plaintiff has made no allegations that she has
incurred financial injury as a result of the spam mail.

4 Plaintiff cites two cases holding that plaintiffs who successfully asserted a “benefit of the bargain” claim in the
data breach context had standing to pursue UCL claims because those plaintiffs' payment of more than they

bargained for was enough of an economic loss to qualify as lost money. Opp. at 4-5 (citing In re Adobe

Sys., Inc. Privacy Litig., 66 F. Supp. 3d at 1223-24; In re Anthem, Inc. Data Breach Litig., 162 F. Supp. 3d
at 985). But, as explained above, Plaintiff's “benefit of the bargain” theory is deficient.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Opinion

TUCHER, J.

*1  Stewart Johnston appeals after the trial court sustained
without leave to amend a demurrer to his cross-complaint
based on the doctrine of in pari delicto and dismissed two
cross-defendants from the action. We conclude the cross-
complaint is not barred by in pari delicto. We also conclude
the demurrer was properly sustained as to two causes of action
based on other grounds.

FACTUAL AND PROCEDURAL BACKGROUND

Johnston owns a property (the Property or Premises) in the
City of Berkeley (the City) located in one of the limited
areas the City allows medical cannabis dispensaries. BTHHM
Berkeley, LLC (BTHHM) brought an action against Johnston
alleging he breached a contract to lease his property to
BTHHM for use as a cannabis dispensary. BTHHM alleges
it submitted to the City an application for a permit to operate
a dispensary; one of the requirements to be considered for a
permit was to have a location secured at which the dispensary
would operate. BTHHM entered into a letter of intent
with Johnston, through his property manager, Landmark
Real Estate Management (Landmark) to lease space in the
Property. In broad terms, the letter of intent (and four
amendments) required Johnston to hold the Property vacant
pending approval of the application, during which BTHHM
would pay Johnston $1,600 per month, and to execute a lease
upon approval for an initial term of three years, with an option
to renew for a total of seven additional years. After the City
issued a permit to BTHHM, Johnston refused to enter into
the lease on the ground he did not want the Property used as
a dispensary. On these alleged facts, BTHHM states causes
of action against Johnston for breach of contract, breach of
contract to negotiate in good faith, breach of the implied
covenant of good faith and fair dealing, false promise, and
unjust enrichment.

Johnston cross-complained against several parties, including,
as pertinent to this appeal, Landmark and Holda M. Novelo
(collectively, respondents). We accept the allegations of the
operative amended cross-complaint (the cross-complaint) as

true for purposes of a demurrer. ( Lazar v. Hertz Corp.
(1999) 69 Cal.App.4th 1494, 1501 (Lazar)

The cross-complaint alleges Novelo acted as Johnston's real
estate and property manager for his residential properties, and
that she was Landmark's sole shareholder. However, Novelo
was never a leasing agent for the Property and did not have
authority to agree to lease the Property to anyone, to make
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an agreement concerning the Property for a term of more
than one year, or to agree to lease the Property for a purpose
that violates federal law. The cross-complaint also alleges that
the City and its permit application “require the consent of a
real property owner as a condition of granting a permit for a
dispensary to operate at a particular location.”

Crucially, the cross-complaint alleges cross-defendants,
“knowing that [Johnston] did not want a medical marijuana
dispensary to operate from his property under any
circumstances, but knowing that he was willing to accept
consideration from them to only use the Premises address, a
description of the address only, for the purpose of applying
for and/or securing a permit to operate a dispensary in
the City of Berkeley (and, if issued a permit, to then
operate such a dispensary from another location not owned
by Johnston),” conspired to execute documents purporting
to obligate Johnston to enter into a lease for BTHHM to
operate a marijuana dispensary and “to deceive him into
believing that payments would be made to him solely for
the use of the Premises address description and for no other
purpose.” (Italics added.) In order to ensure the Property
was not rented to someone else, Novelo told Johnston that
BTHHM “only needed and wanted to use the Premises
address description so that they could apply for a permit from
the City of Berkeley, since only certain addresses could be
involved in the process[.] ... [Johnston] told Cross-defendant
Novelo that the Premises address could be used for this
purpose, but only for this purpose, and that he would have to
be paid in return.”

*2  The cross-complaint alleges that, unbeknownst to
Johnston and without authorization, Novelo decided to sign
the letter of intent purporting to agree to lease the Property
for use as a dispensary. Johnston did not see or sign the letter
of intent or its amendments until more than a year later, even
though he asked Novelo several times to provide him with
any documents she signed concerning the Premises. Novelo
also falsely told the City in a writing that a lease had been
executed authorizing the Property to be used as a dispensary.
According to the cross-complaint, had Johnston known that
the letter of intent and amendments purported to obligate him
to allow the dispensary to operate at the Property, he would
have told the City he was unwilling to allow this use.

Johnston asserts causes of action against Landmark and
Novelo for declaratory relief, breach of fiduciary duty,
negligence, fraud, and indemnity. Landmark and Novelo
demurred to the cross-complaint on the ground, in part, that

Johnston's claims are barred by the doctrine of unclean hands.
The trial court sustained the demurrer without leave to amend
and dismissed Landmark and Novelo from the action.

DISCUSSION

I. Legal Standards
We review a trial court's order sustaining a demurrer de
novo, exercising our independent judgment on whether the
complaint states a cause of action as a matter of law. We
assume the truth of all material facts pled in the complaint,
as well as those that may be inferred from those expressly

alleged. ( Lazar, supra, 69 Cal.App.4th at pp. 1500–
1501.) We also consider matters that may be judicially

noticed. ( Holiday Matinee, Inc. v. Rambus, Inc. (2004)
118 Cal.App.4th 1413, 1421.) A complaint that includes
“ ‘ “allegations that clearly disclose some defense or bar
to recovery” ’ ” is subject to demurrer. (Ibid.) “Thus, a
demurrer based on an affirmative defense will be sustained
only where the face of the complaint discloses that the action
is necessarily barred by the defense.” (Casterson v. Superior
Court (2002) 101 Cal.App.4th 177, 183 (Casterson).) On
demurrer, we do not determine “the truth of disputed facts or
what inferences should be drawn where competing inferences

are possible.” ( CrossTalk Productions, Inc. v. Jacobson
(1998) 65 Cal.App.4th 631, 635 (CrossTalk).)

We review the denial of leave to amend for abuse of
discretion, reversing if the Cross-complainant shows a
reasonable possibility that the cross-complaint's defects

may be cured by amendment. (See Lazar, supra, 69
Cal.App.4th at p. 1501.)

II. In Pari Delicto
The sole basis of the trial court's order was the doctrine
of in pari delicto. This equitable defense, a variant of
unclean hands, “ ‘dictates that when a participant in illegal,
fraudulent, or inequitable conduct seeks to recover from
another participant in that conduct, the parties are deemed in
pari delicto, and the law will aid neither, but rather, will leave

them where it finds them.’ ” ( Casey v. U.S. Bank Nat. Assn.
(2005) 127 Cal.App.4th 1138, 1143, fn. 1 (Casey).)

An early example of a California court applying this doctrine

is found in Moore v. Moore (1900) 130 Cal. 110 (Moore), a
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case that, like the one before us, involves allegations of false
statements in a government application. The plaintiff there
occupied certain public land and was qualified to obtain title
to the land by homesteading it. His son made a fraudulent
homestead entry on the land at the United States land office,
attesting the entry was made for the exclusive use and benefit
of the plaintiff's son, at a time the land was not open to
homestead entry by anyone other than the plaintiff. When the
plaintiff learned of it and objected, his son told him that if the
plaintiff did not contest the fraudulent entry, the son would
convey title to the plaintiff when he obtained it. The plaintiff
consented to his son proceeding under the entry, making
proofs, and acquiring title. The son died after acquiring title
but before fulfilling his promise to the plaintiff. The plaintiff
then brought an action seeking a decree that he held legal title
to the land, on the theory the son held title in trust for him.

( Id. at pp. 111–112.) Our high court held the complaint
alleging these facts was subject to demurrer: the son carried
out an active fraud on the government of the United States
to gain title to the land, and the plaintiff consented to the

fraud. ( Id. at p. 112.) The court noted: “ ‘The test whether
a demand connected with an illegal transaction is capable of
being enforced is whether the plaintiff requires the aid of the
illegal transaction to establish his case. If the plaintiff cannot
establish his case without showing that he has broken the law,
the court will not assist him, whatever his claim in justice may

be upon the defendant.’ ” ( Id. at pp. 112–113.)

*3  Relying on Moore, the trial court found the doctrine
of in pari delicto applicable here. It reasoned that Johnston
“openly alleges that he believed the parties’ contract provided
for BTHHM to pay him for his help in perpetrating a fraud on
the City of Berkeley in connection with a permit application,
by letting BTHHM make misrepresentations to the City that
it would be able to lease his property for use as a dispensary,”
and that the facts in the cross complaint “plainly establish that
[Johnston's] causes of action against Novelo, for allegedly
double-crossing him in their pursuit of an alleged scheme
to profit from helping a third party defraud the City, are
barred as a matter of law by the in pari delicto doctrine.”
Because “a party to an agreement to bring about a fraud
on the government is in pari delicto with other parties to
that agreement, and cannot come into court to seek relief if
they allegedly double-cross him,” the trial court sustained the
demurrer.

This is a plausible interpretation of the facts alleged in the
cross-complaint. But in our review, we are cognizant of the

warning expressed in CrossTalk that, “[s]ince the doctrine of
unclean hands is heavily fact dependent, it is a uniquely poor

candidate to support a demurrer.” ( CrossTalk, supra, 65
Cal.App.4th at p. 641.) Bearing in mind that in pari delicto

is an affirmative defense ( Casey, supra, 127 Cal.App.4th
at p. 1143), we are not persuaded that the cross-complaint
necessarily establishes the complaint is barred (Casterson,
supra, 101 Cal.App.4th at p. 183).

In discussing the doctrine of in pari delicto, our high
court has explained that “if a plaintiff does not bear equal
responsibility for establishing the illegal scheme ..., he
cannot be barred from recovering because he participated

therein.” ( Mailand v. Burckle (1978) 20 Cal.3d 367, 381.)
An aspect of this principle is found in the rule that, “[w]hen
the parties to the fraudulent transaction occupy a fiduciary
relationship in regard thereto, such as client and attorney,
and the client relies upon the advice and counsel of his
attorney in relation thereto, it is held that the client is not in
pari delicto with his attorney. Under such circumstances the
attorney is deemed to be more culpable than his client, and
equity may then relieve the client from the burden of an unjust

and fraudulent judgment thus procured.” ( Sontag v. Denio

(1937) 23 Cal.App.2d 319, 323; accord, Clark v. Milsap
(1926) 197 Cal. 765, 783 [“Certainly the law will not hold
a client in pari delicto with her attorney who, acting under
his influence and advice, places her property in his name and
possession for purposes of concealment. As between the two
the client is not, in the eyes of the law, as culpable as the legal
advisor”].)

Another example of this limitation on the doctrine of in pari
delicto is found in Warren v. Merrill (2006) 143 Cal.App.4th
96 (Warren). There, a real estate agent and client engaged in
a scheme to obtain a loan fraudulently by using the agent's
daughter as a front for securing it. (Id. at pp. 99–100.) In an
action to quiet title, the client prevailed; the appellate court
then rejected the agent's argument that the doctrine of unclean
hands automatically precluded relief, noting that, although the
client's behavior was “far from exemplary,” he and the agent
were not equally at fault: although the client agreed to the
improper plan, it was the agent who proposed the plan, the
scheme was unsuccessful, and the agent had defrauded the
client out of real property and money. (Id. at p. 115.)

There are limits to this fiduciary exception to the doctrine
of in pari delicto. Where a client, for example, follows an
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attorney's advice to lie at a deposition, it has been held

that the exception does not apply. The plaintiff in Blain
v. Doctor's Co. (1990) 222 Cal.App.3d 1048, alleged he
was exposed to greater liability, suffered emotional distress,
and was precluded from working as a physician after he
followed insurance defense counsel's advice to lie at his

deposition in a medical malpractice action. ( Id. at p. 1052.)
The trial court sustained a demurrer brought in part on the
ground that the claims were barred by “the doctrine known

as unclean hands or in pari delicto.” ( Id. at p. 1057.) In
affirming the ensuing judgment, the appellate court found
the fiduciary exception inapplicable in the circumstances:
“Laypersons may be confused about the legality of sham
transactions employed to frustrate creditors. But there is little
legal plausibility in the claim that one was confused about the

legality of lying in the teeth of the oath just sworn.” ( Id.
at p. 1062.)

*4  With these authorities in mind, we examine the
allegations of the cross-complaint. Novelo and Landmark
were Johnston's property manager and agent—at least with
respect to his residential rental property—and owed him
fiduciary duties. (See Warren, supra, 143 Cal.App.4th at
p. 109 [real estate agent owes client undivided service and
loyalty].) Colluding with the other cross-defendants, Novelo
allegedly devised the scheme to sign the letter of intent with
BTHHM and amendments purporting to bind Johnston to
lease the Property, falsely informing Johnston the dispensary
needed only the address for purposes of its permit application.
Misinformed by his agent, Johnston agreed, saying he would
need to be paid in return. (See Warren, at p. 115 [agent
proposed plan].) As part of the collusion, Novelo then
falsely, and without informing Johnston, told the City, in a
writing addressed to its Medical Cannabis Commission, that
a lease allowing the Property to be used as a dispensary had
been executed. And she failed to comply with Johnston's
repeated requests for any documents she signed concerning
the Premises. These allegations do not necessarily establish
that Johnston was equally as culpable as Novelo and her
company. (See Warren, at p. 115 [defense of unclean hands
inapplicable where client and agent not equally at fault].) And
they are not necessarily inconsistent with a theory that Novelo
advised Johnston that the dispensary could legitimately use
a placeholder address on an application and later update its
application and operate a dispensary at another authorized
address, and that he relied on her advice in good faith.

This case is thus distinguishable from Moore and Blain. The
plaintiff in Moore was aware of and consented to his son
making false proofs and acquiring title to the land himself

( Moore, supra, 130 Cal. at p. 112); Johnston, on the other
hand, alleges he was kept in the dark about the letter of intent,
and there is no allegation he knew Novelo told the City in
writing that a lease had been executed on his behalf. Also,
a theory that Johnston relied on Novelo's counsel about the
propriety of the dispensary using the Property's address does
not carry with it the same implausibility as in Blain, where the

plaintiff lied in a deposition after taking an oath. ( Blain,
supra, 222 Cal.App.3d at p. 1062.) Although Johnston may
not succeed in overcoming the defense of in pari delicto
once the facts are further developed, the cross-complaint does
not, on its face, preclude him from doing so. The trial court
therefore erred in sustaining the demurrer on this ground.

III. Other Grounds for Demurrer
Although the trial court's decision rested solely on the
doctrine of in pari delicto, respondents asserted a number of
other grounds for their demurrer. On appeal, we review the
trial court's decision rather than its reasoning, and affirm if it

is correct on any theory. ( Berg & Berg Enterprises, LLC v.
Boyle (2009) 178 Cal.App.4th 1020, 1034–1035.)

A. Declaratory Relief
Johnston's second cause of action seeks a declaration
that the letter of intent and its amendments are invalid
and unenforceable because Novelo and Landmark lacked
authority to execute them; that the parties are not obligated to
execute a lease for the Property based on the letter of intent
and amendments; and that the letter of intent and amendments
are void and unenforceable as products of collusion and

conspiracy among the cross-defendants. 1

Respondents contend this cause of action fails because
declaratory relief is available to declare future rights, not to

redress past wrongs. (See County of San Diego v. State of

California (2008) 164 Cal.App.4th 580, 607; Canova v.
Trustees of Imperial Irrigation Dist. Employee Pension Fund
(2007) 150 Cal.App.4th 1487, 1497.) This point is well taken.

Johnston points out correctly that “ ‘questions relating to
the formation of a contract, its validity, its construction
and effect, excuses for nonperformance, and termination are
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proper subjects for declaratory relief.’ ” ( Caira v. Offner
(2005) 126 Cal.App.4th 12, 24.) But while a proper subject
of declaratory relief is necessary, it is not sufficient. Rather,
a cause of action for declaratory relief requires both a proper

subject and an “actual controversy.” ( Wilson & Wilson v.
City Council of Redwood City (2011) 191 Cal.App.4th 1559,
1582; Code Civ. Proc., § 1060 [action for declaratory relief
may be brought “in cases of actual controversy relating to
the legal rights and duties of the respective parties”].) Courts
interpret the “actual controversy” requirement to mean the
action must not be purely “backward-looking,” seeking to
redress past wrongs; rather, it must also govern the future

conduct of the parties. ( Osseous Technologies of America,
Inc. v. DiscoveryOrtho Partners LLC (2010) 191 Cal.App.4th

357, 368, 372; Ermolieff v. R. K. O. Radio Pictures, Inc.

(1942) 19 Cal.2d 543, 546–549; Travers v. Louden (1967)
254 Cal.App.2d 926, 932.) “Declaratory relief is therefore a

remedy that ‘ “operates prospectively.” ’ ” ( Orcilla v. Big

Sur, Inc. (2016) 244 Cal.App.4th 982, 1014, quoting Babb
v. Superior Court (1971) 3 Cal.3d 841, 848.)

*5  Here, the cross-complaint shows no manner in which
declaratory relief would operate prospectively. Johnston
requests a declaration that he is not obligated to execute a
lease for the Premises, but he does not allege that BTHHM
now seeks to compel him to do so. BTHHM's complaint
against him seeks damages, not specific performance, so even
the existence of this controversy between the parties does
not support the need for forward-looking relief. Indeed, in
connection with an earlier ruling, the trial court explained
that—as Johnston acknowledged—BTHHM had “repeatedly,
unequivocally disavowed any intent to seek ... an order
compelling Johnston to execute a lease.” The inescapable
conclusion is that the only function of the cross-complaint
is to settle liability for past wrongs. In these circumstances,
Johnston's remedy lies not in declaratory relief, but in his
defense to BTHHM's complaint and in the other causes of
action in his cross-complaint.

B. Duty to Johnston
Respondents contend the causes of action for negligence and
breach of fiduciary duty fail because Johnston has not alleged
they owe him a duty of care or fiduciary duty. Respondents
downplay the plain language of paragraph 36 of the cross-
complaint, which begins, “The Novelo Cross-Defendants
were at all times mentioned herein the real estate agent

and property manager for Cross-complainant. As such they
owed the following fiduciary duties to Cross-complainant,”
including a duty to act in a manner consistent with Johnston's
best interests; a duty not to obtain advantage over Johnston by
misrepresenting facts; a duty of care, integrity, and loyalty in
dealings with third parties; and a duty of honesty, fair dealing,
and good faith.

Respondents counter that the cross-complaint fails to state
a duty of care because the allegations that they acted as
Johnston's real estate agent and that he agreed to let them enter
into an agreement with BTHHM to use the Property's address
are inconsistent with the allegations that Novelo was not a
leasing agent with regard to the Property and that respondents
were not authorized to lease the Property to anyone or to make
an agreement concerning the Property for a period of more
than one year. We do not agree either that these allegations are
necessarily inconsistent or that they negate a duty of care. The
cross-complaint adequately alleges respondents had a duty of
care, as well as a fiduciary duty as Johnston's real estate agent.
(See Warren, supra, 143 Cal.App.4th at p. 109 [real estate

agent owed fiduciary to client]; Assilzadeh v. California
Federal Bank (2000) 82 Cal.App.4th 399, 415 [same].)

Nor are we convinced that, because the cross-complaint
alleges the signatures on the letter of intent and amendments
may not all be Novelo's, it fails to allege a breach of duty.
Whether or not Novelo signed the documents, Johnston has
alleged she colluded with BTHHM to prepare the letter of
intent without his knowledge and that she falsely told the City
that a lease had been executed.

C. Fraud
Respondents argue Johnston failed to plead the elements of
fraud. This argument is largely predicated on the erroneous
theory that no fiduciary duty has been alleged.

A fiduciary may be held liable to a principal for fraud
based not only on a traditional theory of intentional or actual
fraud, but also on constructive fraud, which “ ‘comprises any
act, omission or concealment involving a breach of legal or
equitable duty, trust or confidence which results in damage to
another even though the conduct is not otherwise fraudulent.
Most acts by an agent in breach of his [or her] fiduciary duties
constitute constructive fraud. The failure of the fiduciary
to disclose a material fact to his [or her] principal which
might affect the fiduciary's motives or the principal's decision,
which is known (or should be known) to the fiduciary, may
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constitute constructive fraud. Also, a careless misstatement
may constitute constructive fraud even though there is no

fraudulent intent.’ ” ( Salahutdin v. Valley of California,
Inc. (1994) 24 Cal.App.4th 555, 562.) Respondents contend
this theory of fraud is inapplicable because Johnston failed
to plead the existence of a fiduciary duty. We have already
rejected this argument.

*6  Respondents also argue the cause of action for fraud

fails to allege reliance or damages. ( Alliance Mortgage Co.
v. Rothwell (1995) 10 Cal.4th 1226, 1239, fn. 4 [justifiable
reliance and actual damages are elements of constructive
fraud].) But the cross-complaint alleges Novelo told Johnston
that BTHHM needed to use the Property's address only for
purposes of making its application and that he agreed only
to this use; that Novelo nevertheless decided to sign a letter
of intent for a lease and kept Johnston ignorant of the deal;
that she informed the City that a lease had been executed;
and that if Johnston had known the true facts, he would have
told the City he was unwilling to have a dispensary operate
from the Property, thus preventing the issuance of a permit.
And, although the cross-complaint alleges that the City will
not grant a permit unless the property owner consents to
a dispensary operating there, Johnston does not allege he
was aware of that fact at the time; thus, this allegation
does not refute an inference from the other allegations that
Johnston relied on Novelo's misrepresentations or omissions.
The cross-complaint adequately alleges reliance.

As to damages, Johnston contends he is entitled to damages
under the “ ‘tort of another’ ” theory because respondents’
breach of fiduciary duty caused him to incur attorney fees

in defending against BTHHM's action. (See Gray v. Don
Miller & Associates, Inc. (1984) 35 Cal.3d 498, 505–508.)
Respondents’ only answer to this point is that the costs of a
lawsuit under this theory are only allowable as damages if
there has been a “clear violation of a traditional tort duty”
between the tortfeasor required to pay attorney fees and the

person seeking compensation for those fees ( Sooy v. Peter
(1990) 220 Cal.App.3d 1305, 1310), and that Johnston has
not alleged they owed him a duty of care. We have already
concluded that the cross-complaint alleges a fiduciary duty,
and we accordingly reject this argument.

Having rejected respondents’ challenge to the fraud cause of
action on a theory of constructive fraud, we need not consider
their contentions that the cause of action does not adequately
plead either actual fraud or fraudulent concealment.

D. Indemnity
In his cause of action for indemnity, Johnston alleges
respondents negligently, fraudulently, or in breach of their
fiduciary duty, executed documents purporting to obligate
him to allow the Property to be used as a dispensary; that
Johnston “rightfully refused” to do so and was sued for
damages as a result; and that Johnston was exposed to the
possibility of a judgment for damages and had incurred legal
fees.

Equitable indemnity is available “among tortfeasors who
are jointly and severally liable to the plaintiff,” and can
extend to “acts that are concurrent or successive, joint or
several, as long as they create a detriment caused by several

parties.” ( BFGC Architects Planners, Inc. v. Forcum/
Mackey Construction, Inc. (2004) 119 Cal.App.4th 848, 852;

see Stonegate Homeowners Assn. v. Staben (2006) 144
Cal.App.4th 740, 751.) As our high court has explained,
“Indemnity does not invariably follow fault; it is premised on

a joint legal obligation to another for damages.” ( Western
Steamship Lines, Inc. v San Pedro Peninsula Hospital (1994)
8 Cal.4th 100, 114.)

Respondents argue the indemnity cause of action fails because
Johnston does not plead that respondents had or breached
any duty to BTHHM (rather than to Johnston), as is needed
for equitable indemnity. On this point, we agree with
respondents. The cross-complaint alleges not that respondents
breached a duty to BTHHM and were thereby jointly liable
for its losses, but that respondents and BTHHM together
formed and carried out a plan to deceive Johnston. While the
complaint alleges other grounds for respondents’ liability, the
demurrer was properly sustained as to the cause of action for
indemnity. In Johnston's surviving causes of action, nothing
we say prevents him from seeking to recover as damages
amounts for which he is held liable to BTHHM.

Respondents suggest this cause of action is premature because
Johnston has not yet sustained a loss. On the contrary, it is well
established that a claim of indemnity against a third party may
properly be raised in a cross-complaint. (See, e.g., Paragon
Real Estate Group of San Francisco v. Hanson (2009) 178

Cal.App.4th 177, 186; Stop Loss Ins. Brokers, Inc. v.
Brown & Toland Medical Group (2006) 143 Cal.App.4th

1036, 1039; Platt v. Coldwell Banker Residential Real
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Estate Services (1990) 217 Cal.App.3d 1439, 1444; Code Civ.
Proc., § 428.10, subd. (b).)

*7  Finally, because the trial court based its ruling solely on
the doctrine of in pari delicto, it had no occasion to exercise
its discretion as to whether Johnston should be granted leave
to amend his cross-complaint to cure the defects we have
identified in the causes of action for declaratory relief and
indemnity. Nothing we say is intended to preclude the court
from doing so on remand.

DISPOSITION

The judgment is affirmed to the extent it sustained the
demurrer as to the second cause of action, for declaratory

relief, and the eighth cause of action, for indemnity. It is
reversed to the extent it sustained the demurrers as to the
remaining causes of action against respondents and dismissed
them from the action. Respondents shall bear costs on appeal.

WE CONCUR:

POLLAK, P. J.

BROWN, J.

All Citations

Not Reported in Cal.Rptr., 2020 WL 1482590

Footnotes

1 The cross-complaint's first cause of action is for declaratory relief on the ground that the letter of intent and
its amendments were unenforceable because they were contrary to federal law prohibiting distribution of

controlled substances. ( 21 U.S.C. §§ 841(a)(1), 856(a)(1) & (2).) In ruling on BTHHM's separate demurrer
to the amended cross-complaint, the trial court sustained the demurrer to this cause of action without leave
to amend. Johnston raises no argument in support of this cause of action, and we do not consider it.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 148 of 283



LF Fashion PTE Ltd. v. California Accessories Group, LLC, Not Reported in Fed. Supp....
2015 WL 12752873

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 1

2015 WL 12752873
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

LF FASHION PTE LTD.
v.

CALIFORNIA ACCESSORIES GROUP, LLC

Case No. CV 14-8668 PSG (JCx)
|

Filed 11/18/2015

Attorneys and Law Firms

Carol M. Silberberg, Berry and Silberberg LLC, Pasadena,
CA, Robert P. Berry, Berry and Silberberg LLC, St. Louis,
MO, for LF Fashion PTE Ltd.

Adam Steven Rossman, Law Offices of Adam S. Rossman,
Los Angeles, CA, for California Accessories Group, LLC.

Proceedings (In Chambers): Order GRANTING
IN PART and DENYING IN PART Plaintiff's
Unopposed Motion for Summary Judgment

Philip S. Gutierrez, United States District Judge

*1  Before the Court is Plaintiff LF Fashion, PTE Ltd., d/b/a
Dragon Concept's unopposed “motion for summary judgment
or in the alternative summary adjudication of its claims and
defendants' affirmative defenses.” Dkt. #20. The Court finds
the matter appropriate for decision without oral argument. See
Fed. R. Civ. P. 78; L.R. 7-15. After considering the moving
and reply papers, the Court GRANTS IN PART and DENIES
IN PART the motion.

I. Background
Plaintiff agreed to ship 21,000 units of various products to
Defendant California Accessories Group, LLC. Leder Decl.
¶¶ 5–11, Exs. A [“Purchase Order], B [“Sales Contract”], C
[“Invoice”]. The parties had a warehouse arrival date (“In
Whse Date”) of June 25, 2013. Purchase Order. The purchase
price was $234,360. Sales Contract; Invoice. The parties
initially agreed to a payment method known as “L/C at sight,”
which means “a letter of credit is issued by an importer's bank
to pay for the goods as soon as the complying documents
have been presented to the bank.” Leder Decl. ¶¶ 8–9; Sales
Contract. The parties later agreed to payment method known

as “D/P at sight,” which “generally means ... the importer's
bank will hand over the shipping documents to the importer
only if the importer fully pays the accompanying invoice.”
Leder Decl. ¶ 11; Invoice.

Due to a delay in the paperwork for D/P at sight, the parties
agreed to a “Telex Release,” which “means that the exporter
has surrendered the original bill of lading that has been issued
to it, and the good can be released to the consignee shown
on the bill of lading without presentation of the original
bill of lading (i.e. without pre-payment or security).” Leder
Decl. ¶¶ 13–15, Exs. E [“Telex Email Exchange”], F [“Telex
Release”]. Under a Telex Release, the importer must still pay
for the goods upon receipt. Leder Decl. ¶ 13.

Plaintiff shipped the goods to Defendant in June 2013. Id. ¶
12. The goods arrived in Los Angeles on June 25, 2013. Id.
¶ 16. Defendant took possession of the goods and sent them
to its customer. Id.; Silberberg Decl., Ex. E [“Def.'s Interrog.
Resps.”] at 5 (“Defendant obtained the goods from customs
and shipped the goods to its customer.”).

Defendant did not pay Plaintiff for the merchandise. Leder
Decl. ¶ 16; Silberberg Decl., Ex. A [“Chriki Dep.”] at 86:4–
10. Defendant claimed that Plaintiff owed it money due to
deficiencies in other orders between the two. Leder Decl. ¶¶
18–20. The damages arising from those alleged deficiencies
were $101,100 and $80,000 (which is less than the $234,360
owed), but Defendant refused to pay Plaintiff anything at
all until they settled the other balances. Id. ¶ 19; Chriki
Dep. at 86:4–10. Plaintiff attempted to resolve the issue with
Defendant, to no avail. Leder Decl. ¶ 25.

Plaintiff filed suit on November 7, 2014. Dkt. #1. Plaintiff
brought claims for: (1) Breach of Contract; (2) Breach of
the Implied Covenant of Good Faith and Fair Dealing; (3)
Conversion; (4) Unjust Enrichment; and (5) Constructive
Trust. Id. Plaintiff filed this motion for summary judgment
on October 1, 2015. Dkt. #20. Defendant did not file an
opposition. Reply 1.

II. Legal Standard
*2  A motion for summary judgment must be granted when

“the pleadings, depositions, answers to interrogatories, and
admissions on file, together with the affidavits, if any, show
that there is no genuine issue as to any material fact and that
the moving party is entitled to a judgment as a matter of law.”
Fed. R. Civ. P. 56(c). A district court has no independent
duty to scour the record in search of a genuine issue of fact.
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Simmons v. Navajo Cty., Ariz., 609 F.3d 1011, 1017 (9th
Cir. 2010).

“When the nonmoving party fails to respond to the motion,
the moving party still must meet their burden to show
there is no genuine issue as to any material fact.” Ervin v.
City of Los Angeles, Cal., No. CV 11-03243 DDP FFMX,
2012 WL 4758224, at *1 (C.D. Cal. Oct. 5, 2012) (citing

Martinez v. Stanford, 323 F.3d 1178, 1182 (9th Cir.

2003) and Henry v. Gill Indus., Inc., 983 F.2d 943, 950 (9th
Cir. 1993)). Thus, a court cannot grant an unopposed motion
“where the movant's papers are themselves insufficient to
support a motion for summary judgment or on their face

reveal a genuine issue of material fact.” Henry, 983 F.2d
at 949 (internal quotation marks omitted). “A moving party's
burden may be satisfied by stating the nonmoving party has
failed to produce evidence of a genuine issue of material fact.”
Ervin, 2012 WL 4758224, at *1 (citing Fonseca v. City of
Fresno, 2012 WL 44041, at *11 (E.D. Cal. Jan. 9, 2012)).

III. Discussion
Plaintiff contends that the Court should grant summary
judgment in its favor on the breach of contract, breach of
the implied covenant, and conversion claims. Plaintiff also
contends that the Court should grant summary judgment in
its favor on all twenty-five affirmative defenses listed in

Defendant's answer. 1

A. Plaintiff's Causes of Action

i. Breach of Contract

Plaintiff's first claim is for breach of contract. Compl. ¶¶
13–20. The elements of a claim for breach of contract are
“(1) the contract, (2) plaintiff's performance or excuse for
nonperformance, (3) defendant's breach, and (4) damage to
plaintiff therefrom.” Canas v. Ocwen Loan Servicing LLC,
No. SACV151100JVSJCGX, 2015 WL 5601838, at *5 (C.D.
Cal. Sept. 21, 2015) (quoting Wall Street Network, Ltd. v. New
York Times Co., 164 Cal. App. 4th 1171, 1178 (2008)).

There is no doubt that there is a contract here. Plaintiff
includes multiple documents evincing that Defendant
agreed to purchase items from Plaintiff for $234,360. See
Purchase Order; Sales Contract; Invoice. Defendant also has
acknowledged on multiple occasions that such a deal existed.

See, e.g., Telex Email Exchange; Def.'s Interrog. Resps. at 3,
5.

There is also no genuine dispute of fact that Plaintiff
performed its end of the deal. Plaintiff was required to
ship certain goods to Defendant by June 25, 2013. See
Purchase Order; Sales Contract; Invoice. Plaintiff includes a
declaration from an affiliated executive, Marty Leder, stating
that the goods arrived in Los Angeles on June 25, 2013. Leder
Decl. ¶ 19. One of Defendant's executives stated that goods
generally make it to the warehouse on the same day they
arrive at the port. Chriki Dep. at 50:7–10 (“Q: And how long
does it take you from the time the goods are available in port
to get them to the warehouse? A: Same day.”). Defendant also
admitted that it took possession of the goods. Def.'s Interrog.
Resps. at 5 (“Defendant obtained the goods from customs
and shipped the goods to its customer.”). Leder declared
that Plaintiff had no knowledge of the existence of any
deficiencies in the goods it shipped. Leder Decl. ¶ 19. Aside
from vague, conclusory statements in Defendant's Answer,
there does not appear to be any evidence that Defendant
rejected the goods or that Plaintiff otherwise failed to comply
with the terms of the deal. See Ervin, 2012 WL 4758224, at
*1; Fonseca, 2012 WL 44041, at *11.

*3  Defendant breached the contract and damaged Plaintiff
by failing to pay the amount owed pursuant to the agreements.
The documents submitted by Plaintiff clearly indicate that
Defendant agreed to pay $234,360 in exchange for the goods.
Sales Contract; Invoice. Defendant acknowledges that it
received the goods, Def.'s Interrog. Resps. at 5, but did not pay
for them, Chriki Dep. at 86:4–10; see also Leder Decl.¶ 16.

The Court therefore GRANTS summary judgment in favor of
Plaintiff on the breach of contract claim.

ii. Breach of the Implied Covenant
of Good Faith and Fair Dealing

Plaintiff's second claim is for breach of the implied covenant
of good faith and fair dealing. Compl. ¶¶ 21–25. “The
covenant of good faith and fair dealing is implied in every
contract and ‘prevent[s] one contracting party from unfairly
frustrating the other party's right to receive the benefits of
the agreement.’ ” Canas, 2015 WL 5601838, at *5 (quoting

Guz v. Bechtel Nat. Inc., 24 Cal. 4th 317, 349 (2000)).
Breach of the implied covenant can sound in both contract
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and tort. See DCD Partners, LLC. v. Transamerica Life
Ins. Co., No. 215CV03238CASVBKX, 2015 WL 5050513,
at *8 (C.D. Cal. Aug. 24, 2015); U.S. Bank Nat. Ass'n v. PHL
Variable Ins. Co., No. 2:11-CV-09517-ODW RZ, 2012 WL
1525012, at *2 (C.D. Cal. Apr. 26, 2012).

Courts have generally rejected breach of the implied covenant
claims when they are merely duplicative of a breach of
contract claim. See, e.g., Davis v. Chase Bank U.S.A., N.A.,
No. CV 06-04804 DDP PJWX, 2013 WL 169868, at *6 (C.D.

Cal. Jan. 16, 2013); Diaz v. Fed. Express Corp., 373 F.
Supp. 2d 1034, 1066 (C.D. Cal. 2005); see also Creager v.
Yoshimoto, No. C05-01985JSW, 2007 WL 2938168, at *2–
3 (N.D. Cal. Oct. 9, 2007). Here, Plaintiff states that even if
the Telex Release left the precise date of payment unclear,
Defendant was required, at a minimum, to pay within a
reasonable time, and failed to do so. Mot. 8. Plaintiff therefore
states that Defendant violated the implied covenant of good
faith and fair dealing by wrongfully withholding payment. Id.
7–8. But this is merely a restatement of the breach of contract
claim—Defendant has failed to pay Plaintiff money that it is
contractually obligated to pay. The Court thus believes that
this claim is duplicative of the breach of contract claim on
which summary judgment in Plaintiff's favor has already been
granted. Although the claim would not be duplicative if it
were brought for tortious bad faith, Plaintiff has not submitted
evidence of any “special relationship” between the parties that

would give rise to tort liability. See Diaz, 373 F. Supp. 2d

at 1066 (citing Bionghi v. Metro. Water Dist. of So. Cal., 70

Cal. App. 4th 1358, 1370 (1999) and Careau & Co. v. Sec.
Pac. Bus. Credit, Inc., 222 Cal. App. 3d 1371, 1396 (1990),
as modified on denial of reh'g (Oct. 31, 2001)).

The Court therefore DENIES summary judgment on this
claim.

iii. Conversion

Plaintiff's third claim is for conversion. Compl. ¶¶ 26–31.
“Conversion is the wrongful exercise of dominion over the
property of another. The elements of a conversion claim are:
(1) the plaintiff's ownership or right to possession of the
property; (2) the defendant's conversion by a wrongful act
or disposition of property rights; and (3) damages.” Williams
v. Santander Bank, No. CV1504188SJORAOX, 2015 WL

4484202, at *3 (C.D. Cal. July 22, 2015) (quoting Welco

Elecs., Inc. v. Mora, 223 Cal. App. 4th 202, 208 (2014)). “It
is not necessary that there be a manual taking of the property;
it is only necessary to show an assumption of control or
ownership over the property, or that the alleged converter has
applied the property to his own use.” Knight v. Aqui, 966 F.

Supp. 2d 989, 1001 (N.D. Cal. 2013) (quoting Farmers
Ins. Exch. v. Zerin, 53 Cal. App. 4th 445, 451–52 (1997)).

*4  There is no genuine dispute of fact that the shipped
goods originally belonged to Plaintiff, that Defendant later
took control of these goods and shipped them to its customer,
and that Defendant has yet to pay Plaintiff for the goods.
See Section III.A.i., supra. Plaintiff contends that under the
parties' agreements, the goods belonged to Plaintiff until such
time as payment was received, and Defendant's receipt of the
goods, shipment of them to its customer, and failure to pay
Plaintiff constitutes a wrongful disposition of property. Mot.
8–9. Although it is slightly unclear how the Telex Release

affects this analysis, 2  Leder stated that payment under the
Telex Release was still due immediately on the receipt of the
goods by Defendant. Leder Decl. ¶ 13. Defendant has offered

no other evidence to the contrary. 3

The Court therefore GRANTS summary judgment in favor of
Plaintiff on the conversion claim.

B. Affirmative Defenses
Affirmative defenses three, ten, eleven, fourteen, twenty one,
and twenty six all relate to Plaintiff's failure to succeed on its
causes of action. These are not proper affirmative defenses.

See Barnes v. AT & T Pension Ben. Plan-Nonbargained
Program, 718 F. Supp. 2d 1167, 1173–74 (N.D. Cal. 2010).
The Court thus focuses on the remaining affirmative defenses.

i. Statute of Limitations and Laches

Defendant includes two affirmative defenses relating to
the timeliness of the lawsuit. Defendant states that the
applicable statutes of limitations bar all causes of action in
the Complaint. Ans. 8. Under California law, the statute of
limitations for breach of contract is four years, Cal. Code
Civ. Proc. § 337; the statute of limitations for breach of the
implied covenant is two years for tort and four for contract,
Fehl v. Manhattan Ins. Grp., No. 11-CV-02688-LHK, 2012

WL 10047, at *4 (N.D. Cal. Jan. 2, 2012) (citing Love v.
Fire Ins. Exchange, 221 Cal. App. 3d 1136, 1144 (1990)); and
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the statute of limitation for conversion is three years, Cal.
Code Civ. Proc. § 338(c); Joe Hand Promotions, Inc. v. Kurti,
No. 14CV1277, 2015 WL 5276691, at *2 (S.D. Cal. Sept. 9,
2015). The earliest date at which the limitations period could
have begun is June 25, 2013 (the date when the goods arrived
in Los Angeles), and Plaintiff filed its suit on November 7,
2014. Thus, there are no statutes of limitations issues.

Defendant also states that Plaintiff's claims are barred by
the doctrine of laches because Plaintiff “delayed inexcusably
and unreasonably in the filing and/or prosecuting this action
causing substantial prejudice to these answering Defendant.”
Ans. 7–8. “Laches is an equitable defense to a civil action.
To establish laches, a defendant must establish (1) lack of
diligence by the plaintiff, and (2) prejudice to the defendant.”

Grand Canyon Trust v. Tucson Elec. Power Co., 391 F.3d
979, 987 (9th Cir. 2004). The Court notes that laches, as an
equitable remedy, does not apply to actions at law (such as

breaches of contract). See Wyler Summit P'ship v. Turner
Broad. Sys., Inc., 235 F.3d 1184, 1193–95 (9th Cir. 2000). To
the extent laches could apply to other claims in the Complaint,
there is no evidence that Plaintiff unreasonably delayed. See
Leder Decl. ¶¶ 34–35 (explaining that Plaintiff filed suit after
trying, and failing, to resolve its issues with Defendant).

*5  The Court therefore GRANTS summary judgment in
favor of Plaintiff on these affirmative defenses.

ii. Unclean Hands

Defendant states that Plaintiff's claims are barred by the
doctrine of unclean hands. Ans. 8. This affirmative defense
appears to be based on Plaintiff's alleged breach of other
contracts and/or claims by Defendant that Plaintiff's Vice
President acted improperly in the aftermath of the delivery.
Mot. 12–15.

“The doctrine of unclean hands does not deny relief to a
plaintiff guilty of any past misconduct; only misconduct
directly related to the matter in which he seeks relief triggers

the defense.” Kendall-Jackson Winery, Ltd. v. Superior
Court, 76 Cal. App. 4th 970 (1999), as modified on denial
of reh'g (Jan. 3, 2000). Thus, any misconduct related to other
contracts is irrelevant to whether Defendant can avoid liability
for breach of the contract at issue in this case.

Defendant also has contended that Plaintiff's former Vice
President, Frank Berrebi, acted improperly in the wake
of the breach. Silberberg Decl., Ex. G [9/30/2013 Letter].
Specifically, Defendant's counsel wrote a letter to Berrebi
accusing him of threatening to contact Defendant's customers,
as well as Defendant's executive Philippe Chriki's wife, in
an attempt to get Defendant to pay. Id. Plaintiff denies these
accusations. Undisputed Facts 6 n.1.

California courts generally bar the application of unclean
hands against a corporation based on actions adverse to the
corporation taken by an executive or shareholder. See McHale
v. Silicon Valley Law Grp., No. C 10-04864 JW, 2011 WL
6990187, at *5–6 (N.D. Cal. Dec. 14, 2011). There can be a
limited exception if the person taking the adverse action is
in sole control or is the sole shareholder of the corporation.
Id. at *6. Here, Leder stated that Berrebi was not the sole
owner of Plaintiff, did not control Plaintiff, and did not have
authority from Plaintiff to act improperly to collect the debt.
Leder Decl.¶¶ 21–22. The Court is unaware of any evidence
to the contrary.

The Court therefore GRANTS summary judgment in favor of

Plaintiff on this affirmative defense. 4

iii. Estoppel

Defendant states that all causes of action should be barred by
estoppel. Ans. 8. “Estoppel is applicable where the conduct
of one side has induced the other to take such a position
that it would be injured if the first should be permitted to
repudiate its acts. Four elements must ordinarily be proved to
establish an equitable estoppel: (1) The party to be estopped
must know the facts; (2) he must intend that his conduct shall
be acted upon, or must so act that the party asserting the
estoppel had the right to believe that it was so intended; (3)
the party asserting the estoppel must be ignorant of the true
state of facts; and, (4) he must rely upon the conduct to his

injury.” DRG/Beverly Hills, Ltd. v. Chopstix Dim Sum Cafe
& Takeout III, Ltd., 30 Cal. App. 4th 54, 59 (1994) (alteration,
citations, and internal quotation marks omitted).

*6  Defendant argues that estoppel is appropriate because
Plaintiff's shipment was late and defective. Def.'s Interrog.
Resps. at 4 (explaining, in a response to an interrogatory
regarding estoppel, that Defendant relied on Plaintiff to
produce the goods in a timely manner and without any
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deficiencies). But there is no evidence to contradict Plaintiff's
statement that it had no knowledge that its shipment was
defective. Leder Decl. ¶ 9. Thus, there is no evidence
suggesting that Plaintiff should be estopped from asserting its
claim.

The Court therefore GRANTS summary judgment in favor of
Plaintiff on this affirmative defense.

iv. Waiver

Defendant states that all causes of action are barred by
the doctrine of waiver. Ans. 8. “Waiver always rests upon
intent. Waiver is the intentional relinquishment of a known
right after knowledge of the facts. The burden, moreover,
is on the party claiming a waiver of a right to prove it
by clear and convincing evidence that does not leave the
matter to speculation, and doubtful cases will be decided

against a waiver.” DRG/Beverly Hills, 30 Cal. App. 4th
at 60 (citations and internal quotation marks omitted). The
basis for Defendant's waiver defense is not entirely clear.
Plaintiff states that it is based on a text message that Berrebi
allegedly sent to Defendant that waived payment. Mot. 17–
18. Defendant, in its interrogatories, stated that waiver was
based on Plaintiff's failure to comply with the “L/C at sight”
payment terms in the sales contact. Def.'s Interrog. Resps. at
4–5.

The Court need not investigate further because summary
judgment in favor of Plaintiff is appropriate under either
theory. Leder states that Berrebi had no authority to waive any
past due amount owed by Defendant. Leder Decl. ¶ 23. He
also states that waiver was never raised during negotiations
between the parties over the contract price. Id.¶¶ 25–26. Even
assuming that such a text existed (and the Court has seen
no evidence that it did), Plaintiff's conduct, as a whole, does
not suggest that it waived payment by clear and convincing
evidence. Similarly, Defendant's argument that Plaintiff failed
to comply with the payment terms, in light of Plaintiff's other
conduct, does not convince the Court that Plaintiff intended

to waive its right to payment. 5

The Court therefore GRANTS summary judgment in favor of
Plaintiff on this affirmative defense.

v. Mitigation

Defendant states that Plaintiff should have mitigated its
damages. Ans. 8. “The doctrine of mitigation of damages
holds that ‘[a] plaintiff who suffers damage as a result of either
a breach of contract or a tort has a duty to take reasonable
steps to mitigate those damages and will not be able to
recover for any losses which could have been thus avoided.’
” Valle de Oro Bank v. Gamboa, 26 Cal. App. 4th 1686, 1691

(1994) (quoting Shaffer v. Debbas, 17 Cal. App. 4th 33,
41 (1993)). Here, Plaintiff is solely seeking the amount owed
under the contract, and there is no evidence that Plaintiff
failed to take steps that would have limited these damages.

The Court therefore GRANTS summary judgment in favor of
Plaintiff on this affirmative defense.

vi. Form of Contract

Defendant states that Plaintiff failed to allege whether the
contract was written, oral, or implied in fact. Ans. 9. Plaintiff,
in its Complaint, discussed the parties' Purchase Agreement
and Sales Contract, and attached both to the Complaint. See
generally Compl. The Court therefore GRANTS summary
judgment in favor of Plaintiff on this affirmative defense.

vii. Negligence

*7  Defendant contends that “[t]he complaints and each of its
causes of action are barred, or recovery reduced, by Plaintiff's
carelessness, recklessness and/or negligence in the matters
complained of in the complaint.” Ans. 9. In dealing with a
similar affirmative defense in a motion to strike, the Northern
District of California wrote:

Plaintiff also moves to strike the
comparative negligence affirmative
defense as applied to Plaintiff's claim
for breach of contract. Plaintiff cites
a California Supreme Court opinion
for the proposition that comparative
fault is not a defense to a breach

of contract. See [ Kransco v. Am.
Empire Surplus Lines Ins. Co., 23 Cal.

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 153 of 283



LF Fashion PTE Ltd. v. California Accessories Group, LLC, Not Reported in Fed. Supp....
2015 WL 12752873

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 6

4th 390 (2000)] (comparative fault, a
tort principle, generally inapplicable to
breach of contract claims). Defendants
cite no case law otherwise, and the
Court has found none.

FDIC v. JSA Appraisal Serv., No. 5:10-CV-02077-LHK, 2010
WL 3910173, at *3 (N.D. Cal. Oct. 5, 2010). The Court is
similarly unaware of any case law to the contrary. Defendant
has also presented no evidence that the conversion of the
goods was due to Plaintiff's negligence. The Court therefore
GRANTS summary judgment in favor of Plaintiff on this
affirmative defense.

viii. Innocent Mistake

Defendant's Sixteenth, Seventeenth, and Eighteenth
Affirmative Defenses all state: “Any alleged acts or omissions
of Defendant that give rise to Plaintiff's claims are the result
of innocent mistake.” Ans. 10. Although a mistake can be
relevant in analyzing contract formation, see Garner v. State
Farm Mut. Auto. Ins. Co., No. C 08-1354 CW, 2009 WL
774092, at *6 (N.D. Cal. Mar. 23, 2009), the Court is aware
of no authority that excuses compliance with a contract
simply because one party is unaware of its contractual duties.
Defendant has also presented no evidence that the conversion
of the goods was due to mistake. The Court therefore
GRANTS summary judgment in favor of Plaintiff on this
affirmative defense.

ix. Consideration

Defendant contends that there is a failure of consideration.
Ans. 10. Failure of consideration:

is the failure to execute a promise,
the performance of which has been
exchanged for performance by the
other party. The failure may arise from
the wilful breach of the promise....
In all executory contracts the several
obligations of the parties constitute to
each, reciprocally, the consideration of
the contract; and a failure to perform
constitutes a failure of consideration,

either partial or total, as the case may
be, within the meaning of [Civ.Code §
1689].

Taliaferro v. Davis, 216 Cal. App. 2d 398, 410–14 (1963)
(footnote, citations, and internal quotation marks omitted);
accord Phleger v. Countrywide Home Loans, Inc., No. C
07-01686 SBA, 2009 WL 537189, at *21 (N.D. Cal. Mar. 3,
2009). The contract here clearly had consideration from both
sides at the outset; Plaintiff agreed to ship goods in exchange
for a monetary payment from Defendant. And Defendant
points to no evidence that Plaintiff failed to follow through on
its end of the deal. The Court therefore GRANTS summary
judgment in Plaintiff's favor on this affirmative defense.

x. Frustration of Purpose

Defendant contends that the purpose of the contract has
been frustrated or defeated. Ans. 11. The doctrine of
frustration of purpose or impossibility “concerns situations
in which performance is or becomes either illegal, physically
impossible or extremely impracticable.” Century Sur. Co.
v. 350 W.A., LLC, No. CIV 05-CV-1548-L LSP, 2007 WL
2688488, at *4 (S.D. Cal. Sept. 7, 2007) (citing Mitchell
v. Ceazan Tires, 25 Cal. 2d 45, 48 (1944)). “There is no
impossibility of performance when one party has performed
as agreed and all that remains for the other party to do is pay
the agreed compensation.” Peoplesoft U.S.A., Inc. v. Softeck,
Inc., 227 F. Supp. 2d 1116, 1119 (N.D. Cal. 2002) (citing
Browne v. Fletcher Aviation Corp., 67 Cal. App. 2d 855, 862
(1945)). There is no genuine dispute of fact that Plaintiff
performed, and there is no evidence that Defendant was in
any way hindered from performance beyond a mere desire not
to pay. The Court therefore GRANTS summary judgment in
Plaintiff's favor on this claim.

xi. Offset

*8  Defendant contends that it does not owe the full amount
because it has the right to offset payment. Ans. 11–12.
Defendant appears to base this on two theories: (1) offsetting
damages due to defective goods relating to the contract at
issue in this case; and (2) offsetting damages arising from
defective goods in other contracts between the parties.
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There is no evidence that the goods shipped by Plaintiff were
defective or that Plaintiff's performance was deficient. Thus,
offset is not proper as related to the contract at issue. Under
California Commercial Code § 2717, “the buyer on notifying
the seller of his intention to do so may deduct all or any
part of the damages resulting from any breach of the contract
from any part of the price still due under the same contract.”
The Ninth Circuit, in interpreting an identical provision under
Arizona law, stated, “A plain reading of the statute indicates
that a party may not set-off a contractual claim against a

debt on a separate contract.” AmerisourceBergen Corp. v.
Dialysist W., Inc., 465 F.3d 946, 950 (9th Cir. 2006). The
Court thus finds that any offset related to other contracts
would be improper as well.

The Court therefore GRANTS summary judgment in
Plaintiff's favor on this affirmative defense.

IV. Conclusion
The Court therefore GRANTS IN PART and DENIES IN
PART Plaintiff's motion for summary judgment. The Court
GRANTS summary judgment in Plaintiff's favor on the
breach of contract and conversion claims, as well as all
affirmative defenses. The Court DENIES summary judgment
on Plaintiff's breach of the implied covenant of good faith and
fair dealing claim.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2015 WL 12752873

Footnotes

1 Defendant's first affirmative defense was for forum non conveniens. Ans. 7. That is no longer an issue at this
stage in the litigation. The Court also need not consider the final affirmative defense, which simply states that
other affirmative defenses might be added later. See id. 12.

2 As noted, the D/P at sight payment method prevents an importer (here, the Defendant) from receiving the
shipping documents for the goods until it pays the invoice price to its bank. Leder Decl. ¶ 11. The Telex
Release, however, allows the goods to be released to the consignee (here, the Defendant) without pre-
payment or security. Id. ¶ 13.

3 Defendant's executive Philippe Chriki did note, in his deposition, that the Telex Release does not specify a
payment method or time, Chriki Dep. at 64:7-16, but there is no evidence that directly contradicts Leder's
statement that payment was due immediately upon Defendant's receipt of the goods.

4 Affirmative Defense Twelve states that Plaintiff's actions are barred due to willful misconduct. Ans. 9. This
appears to be a restatement of the unclean hands affirmative defense, and summary judgment is granted
in Plaintiff's favor for the same reasons.

5 Although Defendant repeatedly refers to the payment method as L/C at sight, it offers no evidence to
contradict Plaintiff's assertion that the method was changed to D/P at sight. See Leder Decl. ¶ 11.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, N.D. California.

M. M., Plaintiff,
v.

COUNTY OF SAN MATEO, et al., Defendants.

CASE NO. 18-cv-05396-YGR
|

Signed 02/01/2019

Attorneys and Law Firms

Hasmukhjit Singh Jawandha, Law Office of Joseph S. May,
Castro Valley, CA, Joseph S. May, Law Office of Joseph S.
May, San Francisco, CA, for Plaintiff.

Tara Emily Heumann, Jan Ellen Ellard, San Mateo County
Counsel, Redwood City, CA, for Defendants.

ORDER DENYING MOTION TO DISMISS

Re: Dkt. No. 19

Yvonne Gonzalez Rogers, United States District Court Judge

*1  Plaintiff M.M., a minor, by and through her Guardian
ad litem, brings this action against defendants County of
San Mateo (the “County”), deputies Robert Willett, Devin
Crocker, James Brown, and Does 1 to 50, inclusive. (Dkt.
No. 9 (“FAC”).) Plaintiff alleges four causes of action: (1)

deprivation of constitutional rights in violation of 42
U.S.C. Section 1983, including unreasonable search and
seizure, arrest without probable cause, and excessive and
unreasonable force and restraint in the course of an arrest
against deputies Willet, Crocker, and Brown, as well as Does
1-25; (2) deprivation of those same constitutional rights in

violation of Section 1983, pursuant to Monell, against the

County and Does 26-50; (3) violation of California Civil
Code § 52.1 against all defendants; and (4) battery against all
defendants. (Id. ¶¶ 16-38.) The County now moves to dismiss
plaintiff's second cause of action pursuant to Rule 12(b)(6) on
the grounds that plaintiff failed to allege sufficient facts under

Section 1983 to support a Monell claim for municipal
liability against the County. (Dkt. No. 19 (“Motion”).)

Having carefully considered the papers submitted, and for the
reasons set forth more fully below, the Court DENIES the
County's motion to dismiss.

I. BACKGROUND
Plaintiff alleges as follows:

On August 14, 2017, plaintiff M.M. was a minor residing at
Your House South, a group home in Redwood City. (FAC ¶¶
1, 8.) Following a report that M.M. went missing, a dispatcher
sent defendant deputies Willet, Crocker, and Brown to address
the situation. (Id. ¶ 8.) Employees of Your House South had
previously observed Willet act unprofessionally and “exhibit
a hostile attitude toward the residents.” (Id. ¶ 9.) After
learning that Willet had been dispatched to the scene, a Your
House South employee called the dispatcher to request a
different deputy. (Id.) The dispatcher denied the employee's
request. (Id.)

When Willet arrived at Your House South, he appeared
annoyed. (Id. ¶ 10.) He was advised that M.M. previously
suffered from depression or other mental illness and/or
emotional disturbance. (Id.) M.M. was in her room when
Willet entered and began reading portions of M.M.’s private
journal aloud. (Id.) The deputy defendants then demanded
that M.M. undress, so they could observe her body. (Id.) M.M.
responded that she felt uncomfortable removing her clothes in
front of male sheriff deputies and requested a female deputy
instead. (Id.) Defendants continued to demand that M.M.
undress. (Id.) When she refused, Willett threw her to the
ground, grabbed her neck/throat, pulled her arms behind her
back, and placed his knee on her back. (Id.) Neither Crocker
nor Brown intervened in order to prevent Willet from using
excessive force against M.M. (Id. ¶ 13.)

The defendants then handcuffed M.M. and strapped her down
to a gurney before taking her by ambulance to a hospital for a

72-hour mental health detention, pursuant to section 5150
of the California Welfare and Institutions Code. (Id. ¶ 11.) The
hospital staff released M.M. the following day and told her
that she should not have been brought there at all. (Id.)

*2  M.M. never touched, threatened, or harmed any of the
defendant deputies. (Id. ¶ 12.) She did nothing that would
place the deputies justifiably in fear of harm. (Id.) They also
lacked probable cause to believe that she had committed a
crime. (Id.)
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On January 23, 2018, M.M. presented a claim to the County
pursuant to Government Code section 910 et seq. (Id. ¶ 14.)
The County notified M.M. on March 1, 2018, that it rejected
her claim in its entirety. (Id. ¶ 15.)

M.M. filed the initial complaint in this action on August
31, 2018. (Dkt. No. 1.) She filed an amended complaint on
October 25, 2018. (FAC.) On December 19, 2018, the County
filed the instant motion to dismiss plaintiff's Monell claim

against the County. (Motion at 2.) 1

II. LEGAL STANDARD
A motion to dismiss under Rule 12(b)(6) tests the legal

sufficiency of the claims alleged in the complaint. Ileto v.
Glock. Inc., 349 F.3d 1191, 1199–1200 (9th Cir. 2003). All
allegations of material fact are taken as true and construed in

the light most favorable to the nonmoving party. Johnson
v. Lucent Techs., Inc., 653 F.3d 1000, 1010 (9th Cir.
2011). However, legally conclusory statements, not supported
by actual factual allegations, need not be accepted. See

Ashcroft v. Iqbal, 556 U.S. 662, 679 (2009). Nevertheless,
“when the allegations in a complaint, however true, could not
raise a claim of entitlement to relief,” dismissal is appropriate.

Bell Atl. Corp. v. Twombly, 550 U.S. 544, 558 (2007).
Thus, a motion to dismiss will be granted if the complaint does
not proffer enough facts on its face to nudge the plaintiff's
“claims across the line from conceivable to plausible[.]” See

id. at 570.

III. ANALYSIS
The County moves to dismiss plaintiff's second claim for

relief under Section 1983 for municipal Monell liability,
arguing that plaintiff's “conclusory allegations are insufficient
to state a cause of action.” (Motion at 4.) A municipality

may be liable under Section 1983 when the enforcement
of a municipal policy or custom was the moving force behind

the violation of a constitutionally protected right. Monell
v. Dep't of Soc. Servs. of the City of New York, 436 U.S.
658, 690 (1978). However, a public entity “cannot be held

liable solely because it employs a tortfeasor.” Id. at 691.
In order to establish liability for governmental entities under
Monell, a plaintiff must prove: “(1) that [s]he possessed a
constitutional right of which [s]he was deprived; (2) that

the municipality had a policy; (3) that this policy amounts
to deliberate indifference to the plaintiff's constitutional
rights; and (4) that the policy is the moving force behind

the constitutional violation.” See Oviatt By and Through
Waugh v. Pearce, 954 F.2d 1470, 1474 (9th Cir. 1992)

(quoting City of Canton v. Harris, 489 U.S. 378, 389
(1989) (internal quotation marks omitted) ).

A plaintiff may state a claim for Section 1983 liability
against a municipality under Monell in any of three
circumstances: (1) when official policies or established
customs inflict a constitutional injury; (2) when omissions
or failures to act amount to a local government policy of
“deliberate indifference” to constitutional rights; or (3) when
a local government official with final policy-making authority

ratifies a subordinate' unconstitutional conduct. Clouthier
v. Cty. of Contra Costa, 591 F.3d 1232, 1249-50 (9th Cir.
2010) (synthesizing authorities).

*3  In order to state a Section 1983 claim against a
municipality, a complaint “must contain sufficient allegations
of underlying facts to give fair notice and to enable the
opposing party to defend itself effectively,” and those facts

must “plausibly suggest an entitlement to relief.” AE ex
rel. Hernandez v. Cty. of Tulare, 666 F.3d 631, 636-37 (9th

Cir. 2012) (quoting Starr v. Baca, 652 F.3d 1202, 1216 (9th
Cir. 2011) cert. denied, 566 U.S. 982 (2012) ). With respect
to the term “plausibility,” the court explained in Starr:

If there are two alternative
explanations, one advanced by
defendant and the other advanced by
plaintiff, both of which are plausible,
plaintiff's complaint survives a
motion to dismiss under Rule 12(b)
(6). Plaintiff's complaint may be
dismissed only when defendant's
plausible alternative explanation is so
convincing that plaintiff's explanation
is implausible. The standard at this
stage of the litigation is not that
plaintiff's explanation must be true or
even probable.
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Starr, 652 F.3d at 1216-17.

In AE ex rel. Hernandez, the Ninth Circuit affirmed
dismissal of a Monell claim brought by a nine-year-old
boy alleging that defendants followed county “ordinances,
regulations, customs, and practices” when they failed to
prevent plaintiff's foster brother from sexually assaulting
him. Id. at 636-67. Specifically, the plaintiff alleged that
the municipality “maintained or permitted an official policy,
custom, or practice of knowingly permitting the occurrence
of the type of wrongs” stated elsewhere in the amended
complaint. Id. However, the plaintiff failed to provide any
facts regarding the specific “policy, custom, or practice.”
Id. Therefore, applying Starr, the court concluded that the
complaint failed to state a sufficient claim for Monell liability
and dismissed plaintiff's claim with leave to amend. Id.

Similarly, in Dougherty v. City of Covina, the Ninth Circuit
held that the district court rightly dismissed a Monell claim
because the claim lacked factual allegations that would
separate it from the “formulaic recitation of a cause of action's

elements.” 654 F.3d 892, 900 (9th Cir. 2011) (citing

Twombly, 550 U.S. at 555). The plaintiff alleged that the
city's “policies and/or customs caused the specific violations
of Plaintiff's constitutional rights at issue in this case,” and
those policies “were the moving force and/or affirmative
link” behind the alleged injury. The court found that the
complaint “lacked any facts demonstrating that [plaintiff's]
constitutional deprivation was the result of a custom or

practice” of the city. Id. at 900-901; see also Brown v.
Contra Costa Cty., No. C 12-1923 PJH, 2012 WL 4804862,
at *12 (N.D. Cal. Oct. 9, 2012) (dismissing a Monell claim
because the plaintiff asserted “legal conclusions only” and
failed to allege facts to support any of the three theories of
Monell liability).

Here, plaintiff alleges that (1) she was deprived of her
constitutional rights under the Fourth and Fourteenth
amendments, as well as her right tot be free from arrest
without probable cause; (2) the County had in place
“customs, policies, practices, and/or procedures”; (3) those
customs, policies, practices, and/or procedures constituted
deliberate indifference to plaintiff's constitutional rights; and
(4) those customs, policies, practices, and/or procedures were
a moving force and/or proximate cause of the deprivation
of plaintiff's constitutional rights. (FAC ¶¶ 16, 22-26.)
Unlike the “formulaic recitation of a cause of action's

elements” in Dougherty, plaintiff enumerates six customs,
policies, practices, and/or procedures, including failure “to
institute, require, and enforce proper and adequate training,
supervision, policies, and procedures concerning interaction
with individuals who have, or are suspected of having, mental
illness,” as well as “concerning interaction with minors.”

Compare FAC ¶ 22 with Dougherty, 654 F.3d at 900.

*4  Plaintiff also provides factual support for these

allegations. C.f. AE ex rel. Hernandez, 666 F.3d at 640
(holding that “plausible facts supporting a policy or custom ...
could cure[ ] the deficiency in [a] Monell claim”). Plaintiff
asserts that she was a minor at the time of the alleged incident,
and that Willet was advised that she suffered “from depression
or other mental illness and/or emotional disturbance[.]” (FAC
¶¶ 1, 10.) Plaintiff avers that in spite of this information,
Willet demanded that she undress in the presence of three
male deputies, and, when plaintiff requested the presence of a
female deputy and refused to disrobe, Willet threw her to the
ground, grabbed her by her throat/neck area, pulled her arms
behind her back, and placed his knee on plaintiff's back. (Id.
¶ 10.) Plaintiff further alleges that neither Crocker nor Brown
intervened to prevent or otherwise impede Willet's actions.
(Id. ¶ 13.)

Moreover, plaintiff alleges that on a prior occasion, Willet
had acted unprofessionally and exhibited a “hostile attitude
toward the residents” of Your House South. (Id. ¶ 9.) Plaintiff
avers that as a result of this interaction, on the date of the
incident in question, a Your House South employee called the
police dispatcher to request that they send a different deputy.
(Id.) Accordingly, plaintiff's complaint contains facts that

“plausibly 2  suggest an entitlement to relief” and “give fair
notice and ... enable the [County] to defend itself effectively.”

AE ex rel. Hernandez, 666 F.3d at 636-37. 3

IV. CONCLUSION
For the reasons stated above, the Court DENIES the County's
motion to dismiss plaintiff's second cause of action.

This Order terminates Docket Number 19.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2019 WL 414962
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Footnotes

1 The Court notes that the County did not file a reply in support of its motion.
2 The Court notes that the County did not provide any alternative explanation regarding the defendants' alleged

unconstitutional conduct. Instead, the County submitted a conclusory argument that the plaintiff failed to
articulate any facts to support her Monell claim. (Motion at 4.)

3 See also Mateos-Sandoval v. County of Sonoma, 942 F.Supp.2d 890, 899 (N.D. Cal. 2013) (denying
motion to dismiss Monell claims where plaintiffs' allegations “specify the content of the policies, customs,
or practices the execution of which gave rise to” their constitutional injuries); Galindo v. City of San Mateo,
No. 16-cv-03651-EMC, 2016 WL 7116927, at *6 (N.D. Cal. Dec. 7, 2016) (denying motion to dismiss Monell
claim where plaintiff alleges that defendant city failed “to maintain or effectively administer an appropriate

training regimen or required protocol on citizen searches by officers of the opposite sex”); La v. San Mateo
County Transit District, No. 14-cv-01768-WHO, 2014 WL 4632224, at *8 (N.D. Cal. Sept. 16, 2014) (denying
motion to dismiss Monell claim where plaintiff alleges that defendant “has a policy or custom of performing a
specific adverse employment action (termination) against a particular subset of employees (those who report
internal misconduct”).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Proceedings: Order (1) GRANTING-IN-PART
and DENYING-IN-PART Moving Defendants'

Motion to Dismiss (Dkt. No. 16); and (2) VACATING
the May 18, 2020 Hearing (IN CHAMBERS)

The Honorable JESUS G. BERNAL, UNITED STATES
DISTRICT JUDGE

*1  Before the Court is a Motion to Dismiss under Federal
Rule of Civil Procedure 12(b)(6) filed by Defendants Sandra
L. Farris, Ray K. Farris II, and Westwind Enterprises,
Ltd. (“Westwind”) (collectively, “Moving Defendants”).
(“Motion,” Dkt. No. 16.) The Court determines this matter is
appropriate for resolution without a hearing. See Fed. R. Civ.
P. 78; L.R. 7-15. After considering all papers filed in support
of and in opposition to the Motion, the Court GRANTS-IN-
PART and DENIES-IN-PART Moving Defendants' Motion.
The May 18, 2020 hearing is VACATED.

I. BACKGROUND

On January 2, 2020, Plaintiff Eric Martinez filed a complaint
against Defendants County of Riverside, Hook and Book
Auto and Recovery, Inc., D.C. Towing Company, L.L.C.,
Westwind Enterprises, Ltd., Cynthia A. Thielhard, Ray K.

Farris II, Sandra L. Farris, Joshua D. Idema, Robert L. Powe,
and Does 1–10. (“Complaint,” Dkt. No. 1.) The Complaint

alleges seven causes of action: (1) Violation of 42 U.S.C. §
1983 –Fourth Amendment – Unlawful/Unreasonable Seizure

of Property; (2) Violation of 42 U.S.C. § 1983 – First and
Fourth Amendment – Unreasonable Seizure of Person; (3)

Violation of 42 U.S.C. § 1983 – Fourteenth Amendment

– Substantive Due Process; (4) Violation of 42 U.S.C. §
1983 – Municipal Liability – Failure to Train; (5) Conversion/
Trespass to Chattels; (6) Negligence; and (7) Intentional
Infliction of Emotional Distress. (See Complaint.)

On March 6, 2020, Moving Defendants filed this Motion.
(See Motion.) Plaintiff filed his Opposition on April 27, 2020.
(“Opposition,” Dkt. No. 22.) Moving Defendants replied on
May 1, 2020. (“Reply,” Dkt. No. 23.)

II. FACTUAL ALLEGATIONS

Plaintiff alleges the following facts, which are assumed to be
true for the purposes of this motion.

Plaintiff resides at 350 E. San Jacinto Avenue, Perris,
California in the Perris Lake Village Mobile Home Park
(“Mobile Home Park”), which is owned an operated by
Westwind. (Complaint ¶¶ 16, 27.) Defendants Sandra L.
Farris and Kay K. Farris II are partners of Westwind. (Id.
¶¶ 10,11.) On February 26, 2019, Plaintiff parked his car
at a red curb in the Mobile Home Park and went inside
his residence. (Id. ¶¶ 27, 28.) While inside, he observed a
tow truck preparing to tow his vehicle. (Id. ¶ 29.) Plaintiff
immediately went outside, confronted the tow truck driver,
and demanded that his vehicle be released. (Id. ¶ 30.) The tow
truck drivers informed Plaintiff that they would not release his
vehicle unless he paid a “drop fee,” which Plaintiff refused to
pay. (Id. ¶ 31.) The tow truck drivers then called the police,
who restrained Plaintiff in their vehicle while his car was
being towed away. (Id. ¶¶ 32–36.) Plaintiff's vehicle was
towed pursuant to Defendant Westwind's policy to tow cars
parked at red curbs. (Id. ¶ 38.)

III. LEGAL STANDARD

Under Federal Rule of Civil Procedure 12(b)(6) (“Rule 12(b)
(6)”), a party may bring a motion to dismiss for failure to state
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a claim upon which relief can be granted. Rule 12(b)(6) must
be read in conjunction with Federal Rule of Civil Procedure
8(a), which requires a “short and plain statement of the claim
showing that a pleader is entitled to relief,” in order to give
the defendant “fair notice of what the claim is and the grounds

upon which it rests.” Bell Atlantic Corp. v. Twombly, 550

U.S. 544, 555 (2007); see Horosny v. Burlington Coat
Factory, Inc., No. 15–05005, 2015 WL 12532178, at *3 (C.D.
Cal. Oct. 26, 2015). When evaluating a Rule 12(b)(6) motion,
a court must accept all material allegations in the complaint
— as well as any reasonable inferences to be drawn from them
— as true and construe them in the light most favorable to

the non-moving party. See Doe v. United States, 419 F.3d
1058, 1062 (9th Cir. 2005); ARC Ecology v. U.S. Dep't of

Air Force, 411 F.3d 1092, 1096 (9th Cir. 2005); Moyo v.
Gomez, 32 F.3d 1382, 1384 (9th Cir. 1994).

*2  “While a complaint attacked by a Rule 12(b)(6) motion to
dismiss does not need detailed factual allegations, a plaintiff's
obligation to provide the ‘grounds’ of his ‘entitlement to
relief’ requires more than labels and conclusions, and a
formulaic recitation of the elements of a cause of action will

not do.” Twombly, 550 U.S. at 555 (citations omitted).
Rather, the allegations in the complaint “must be enough to
raise a right to relief above the speculative level.” Id.

To survive a motion to dismiss, a plaintiff must allege
“enough facts to state a claim to relief that is plausible on

its face.” Twombly, 550 U.S. at 570; Ashcroft v. Iqbal,
556 U.S. 662, 129 S. Ct. 1937, 1949 (2009). “The plausibility
standard is not akin to a ‘probability requirement,’ but it asks
for more than a sheer possibility that a defendant has acted
unlawfully. Where a complaint pleads facts that are ‘merely
consistent with’ a defendant's liability, it stops short of the line
between possibility and plausibility of ‘entitlement to relief.’

” Iqbal, 556 U.S. at 678 (quoting Twombly, 550 U.S.
at 556). The Ninth Circuit has clarified that (1) a complaint
must “contain sufficient allegations of underlying facts to give
fair notice and to enable the opposing party to defend itself
effectively,” and (2) “the factual allegations that are taken as
true must plausibly suggest an entitlement to relief, such that
it is not unfair to require the opposing party to be subjected to

the expense of discovery and continued litigation.” Starr
v. Baca, 652 F.3d 1202, 1216 (9th Cir. 2011).

IV. DISCUSSION

A. Moving Defendants' Section 1983 Liability

Plaintiff brings two causes of action under section 1983
against Moving Defendants for violations of his rights

protected by the Fourth and Fourteenth Amendments. 1

(Complaint.) Moving Defendants argue that as private actors,

they cannot be liable under section 1983. (Motion at 3–4.)

Section 1983 provides a remedy for “the deprivation
of any rights, privileges, or immunities secured by the
Constitution and laws” by a person acting under color of
state law. “To act ‘under color’ of law does not require that
the accused be an officer of the State. It is enough that he
is a willful participant in joint activity with the State or its

agents.” United States v. Price, 383 U.S. 787, 794 (1966).
However, there is a “presumption that private conduct does

not constitute governmental action.” Sutton v. Providence
St. Joseph Med. Ctr., 192 F.3d 826, 835 (9th Cir. 1999).

For private conduct to constitute governmental action,

“something more” must be present. Lugar v. Edmondson
Oil Co., 457 U.S. 922, 939 (1982). The Ninth Circuit
considers four factors when determining whether that
“something more” is present: (1) public function, (2) joint
action, (3) governmental compulsion or coercion, and (4)

governmental nexus. See id.; Johnson v. Knowles, 113

F.3d 1114, 1118 (9th Cir. 1997); Parks Sch. of Bus., Inc. v.

Symington, 51 F.3d 1480, 1486 (9th Cir. 1995); Gorenc v.
Salt River Project Agric. Improvement and Power Dist., 869
F.2d 503, 506 (9th Cir.1989). The fundamental consideration,
however, is whether the private conduct is “fairly attributable”

to the state. Kirtley v. Rainey, 326 F.3d 1088, 1092 (9th

Cir. 2003; see also Lugar, 457 U.S. at 937.

The Ninth Circuit has held that a private towing company
that was both acting at the request of the police and “pursuant
to a statutory scheme designed solely to accomplish the
state's purpose of enforcing its traffic laws” was a “willful
participant in a joint activity with the State or its agents,
and there is a sufficiently close nexus between the State and
the challenged action of the (towing company) so that the
action of the latter may be fairly treated as that of the State
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itself.” Stypmann v. City and County of San Francisco,
557 F.2d 1338, 1341–42 (9th Cir. 1977) (internal citations and

quotation marks omitted); accord, Goichman v. Rheuban
Motors, Inc., 682 F.2d 1320, 1322 (9th Cir. 1982); Soffer v.
City of Costa Mesa, 607 F. Supp. 975, 978 (C.D. Cal. 1985)
(rejecting private towing company's argument that it was not

liable under section 1983.).

*3  Plaintiff, however, fails to allege any facts to suggest
that Westwind acted jointly with any state actor to tow
Plaintiff's vehicle. He does not allege that a government actor
requested that Westwind participate in the towing his vehicle;
nor does he allege that his vehicle was towed to effectuate
state parking regulations. Plaintiff thereby fails to allege that
Moving Defendants acted “under color of law” for any role
they played in the towing of his vehicle. Accordingly, Claim
One against Moving Defendants and Claim Three against
Westwind are DISMISSED WITH LEAVE TO AMEND.

B. Adequacy of Allegations

1. Claim Five: Conversion/Trespass to Chattels
Plaintiff brings a claim for conversion and trespass to chattels
against Moving Defendants. (Complaint ¶¶ 63–70.) The
California tort of conversion requires the “wrongful exercise

of dominion over the property of another.” Plummer
v. Day/Eisenberg, LLP, 184 Cal. App. 4th 38 (2010).
“The elements of a conversion claim are: (1) the plaintiff's
ownership or right to possession of the property; (2) the
defendant's conversion by a wrongful act or disposition of

property rights; and (3) damages ....” Lee v. Hanley, 61
Cal.4th 1225, 1240 (2015) (internal quotations and citations
omitted). Trespass to chattels “lies where an intentional
interference with the possession of personal property has

proximately cause injury.” Thrifty–Tel v. Bezenek, 46
Cal. App. 4th 1559, 1566 (1996). It is “a little brother
of conversion.” Id. The difference between the two is the
degree of interference: conversion occurs where there is a
“substantial interference with possession or the right thereto,”
trespass to chattels requires only mere “intermeddling with

or use or damages to the personal property.” Zaslow v.
Kroenert, 29 Cal. 2d 541, 551 (1946). And while a plaintiff
may recover the full value of the property as damages for
conversion, he “may recover only the actual damages suffered
by reason of the impairment of the property or the loss of its
use” for trespass to chattels. Id.

Moving Defendants argue that Plaintiff fails to state a claim
for conversion because he fails to allege that the towing was
unlawful. (Motion at 12.) Plaintiff, however, does allege that
he owned the vehicle and that Moving Defendants towed
his vehicle without his consent. (Complaint ¶¶ 63–70.) The
Court can reasonably infer that the nonconsensual taking of
Plaintiff's property was wrongful. Moving Defendants insist
that the towing was lawful because it was authorized by
statute. (Motion at 12.) While that may be the case, nowhere
in the Complaint does Plaintiff allege that the towing was
authorized by statute. Because a Rule 12(b)(6) motion tests
the adequacy of the claims based upon the facts as alleged
in the compliant, it is not the proper forum for Moving
Defendants to raise additional exculpatory facts. Accordingly,
whether the towing was authorized by a statute is irrelevant
to whether the Complaint states a claim for conversion.

Next, Moving Defendants argue that based on the facts
alleged, Plaintiff could only recovery for trespass to chattels
rather than conversion because “no one interfered with
Plaintiff's ownership rights or tried to use Plaintiff's vehicle as
their own.” (Motion at 13.) To the contrary, Plaintiff alleges
that Moving Defendants interfered with his ownership rights
when they towed his vehicle without his consent. Given that
trespass to chattels and conversion are nearly identical torts
and Plaintiff pled them as a single cause of action, the Court
sees no reason to determine at this stage which is more
appropriate. The degree of interference, the only practical
difference between the two, is a question that would benefit
from fact discovery. And allowing Plaintiff to proceed on both
theories for now would not alter the course of the litigation.

*4  Finally, Moving Defendants argue that Plaintiff's claim
fails because he fails to identify his damages with specificity.
(Motion at 13.) Failure to properly quantify damages,

however, is not grounds for dismissal. Bontkowski v.
Smith, 305 F.3d 757, 762 (7th Cir. 2002). (“[F]ailure to
specify relief to which the plaintiff was entitled would not
warrant dismissal under Rule 12(b)(6).”) Plaintiff alleges that
Moving Defendants' wrongful conduct caused him damages,
which is all that is required by Rule 8 to plead a cause of action
for conversion and trespass to chattels.

2. Claim Six: Negligence
Plaintiff brings a claim for negligence against Moving
Defendants. (Complaint ¶¶ 71–74.) “The elements of a cause
of action for negligence are ... (a) a legal duty to use due
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care; (b) a breach of such legal duty; and (c) the breach
as the proximate or legal cause of the resulting injury.”

Ladd v. County of San Mateo, 12 Cal.4th 913, 917 (1996).
Moving Defendants argue that Plaintiff's negligence claim
fails because it “is not pleaded as a mutually exclusive
alternative to deliberate conduct rendering it self-defeating,
vague and nonsensical.” (Motion at 14.) Plaintiff responds
that he is entitled to assert a cause of action for negligence
as an alternative to the alleged affirmative torts. (Opposition
at 13.) The Court agrees: “Plaintiff[ ] allege[s], as [he is]
entitled to do, a count based on negligence and a count based
on willful misconduct.” Savage v. Van Marle, 39 Cal. App. 3d

241, 245 (1974); see also Grudt v. City of Los Angeles, 2
Cal. 3d 575, 586 (1970) (“There is an abundance of authority
permitting a plaintiff to go to the jury on both intentional and
negligent tort theories, even though they are inconsistent. It
has often been pointed out that there is no prohibition against
pleading inconsistent causes of action stated in as many ways
as plaintiff believes his evidence will show, and he is entitled
to recover if one well pleaded count is supported by the
evidence.”)

3. Claim Seven: Intentional Infliction of Emotional
Distress

Plaintiff brings a claim for intentional infliction of emotional
distress (“IIED”) against Moving Defendants. (Complaint
¶¶ 75–79.) The elements of IIED are: “(1) extreme and
outrageous conduct by the defendant with the intention of
causing, or reckless disregard of the probability of causing,
emotional distress; (2) the plaintiff's suffering severe or
extreme emotional distress; and (3) actual and proximate
causation of the emotional distress by the defendant's

outrageous conduct.” Hughes v. Pair, 46 Cal.4th 1035,
1050–51 (2009). Moving Defendants argue that Plaintiff's
IIED claim against them fails because Plaintiff has not
alleged any “extreme and outrageous conduct” on their part.
(Motion at 15.) The Court agrees: any alleged scheme by
Moving Defendants to tow vehicles in the mobile home
park is not extreme or outrageous. Accordingly, Claim Seven
against Moving Defendants is DISMISSED WITH LEAVE
TO AMEND.

C. Subject Matter Jurisdiction
Moving Defendants argue that alternatively this case ought to
be dismissed for lack of subject-matter jurisdiction. (Motion
at 16–18.) This argument fails. Even though the Court
dismisses the federal claims against Moving Defendants,

federal claims remain against other defendants. 2  The Court
may therefore exercise supplemental jurisdiction over the
remaining state claims against the Moving Defendants
because they arise out of the same towing incident that gives

rise to the remaining federal claims. See 28 U.S.C. §
1367(a)(“[I]n any civil action of which the district courts
have original jurisdiction, the district courts shall have
supplemental jurisdiction over all other claims that are so
related to claims in the action within such original jurisdiction
that they form part of the same case or controversy.”)

V. LEAVE TO AMEND

*5  Generally, a “district court should grant leave to amend
even if no request to amend the pleading was made, unless it
determines that the pleading could not possibly be cured by

allegation of other facts.” Lopez v. Smith, 203 F.3d 1122,
1127 (9th Cir. 2000) (en banc) (internal quotation marks and
citation omitted). Here, the Court identifies specific factual
deficiencies which may be cured by amendment. Thus, the
Court GRANTS LEAVE TO AMEND.

VI. CONCLUSION

For the reasons above, the Court GRANTS-IN-PART and
DENIES-IN-PART Moving Defendants' Motion. The May
18, 2020 hearing is VACATED. Plaintiff shall file an amended
complaint, if any, by June 5, 2020.

IT IS SO ORDERED.

All Citations

Slip Copy, 2020 WL 4980043

Footnotes
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1 Claim One is brought against all three Moving Defendants. Claim Three is brought only against Defendant
Westwind.

2 The Court will not address Moving Defendants arguments regarding dismissal of claims brought against

other defendants. See Mantin v. Broad. Music, Inc., 248 F.2d 530, 531 (9th Cir. 1957) (“[T]he moving
defendants, obviously, had no standing to seek dismissal of the action as to the nonmoving defendants.”)
(emphasis added); see also Qwest Corp. v. Arizona Corp. Com'n, 2009 WL 3059127, 5 (D. Ariz. Sept. 23,
2009)(“The Court simply does not believe that a non-party to a claim can move to dismiss that claim on behalf
of the actual, non-moving party to the claim.”). Although Moving Defendants attempt to distinguish Mantin,
the Court is not persuaded; the general principle that parties may not move to dismiss claims not brought
against them applies here.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER DENYING PLAINTIFF'S MOTION TO
AMEND COMPLAINT; DENYING DEFENDANT'S

MOTION FOR SUMMARY JUDGMENT; DENYING
DEFENDANT'S MOTION FOR PARTIAL

SUMMARY JUDGMENT WITHOUT PREJUDICE

JAMES WARE, Chief Judge.

I. INTRODUCTION

*1  Gerard A. McHale, as Liquidation Trustee for the 1031
Debtors Liquidation Trust (“Plaintiff”), brings this diversity
action against Silicon Valley Law Group (“Defendant”)
alleging legal malpractice. Plaintiff alleges that Defendant
failed to conduct proper due diligence and provided negligent
legal advice in facilitating the sale of 1031 Advance to 1031
Tax Group. Plaintiff alleges that as a result of Defendant's
negligence in facilitating this sale, Plaintiff was driven
into bankruptcy by the criminal conduct of its new owner,
who utilized Plaintiff's funds in furtherance of his ongoing
criminal enterprise.

Presently before the Court are Plaintiff's Motion to Amend

Complaint 1  and Defendant's Motion for Summary Judgment

or Partial Summary Judgment. 2  The Court finds it
appropriate to take the Motions under submission without
oral argument. See Civ. L.R. 7–1(b). Based on the papers
submitted to date, the Court DENIES Plaintiff's Motion
to Amend Complaint, DENIES Defendant's Motion for
Summary Judgment and DENIES Defendant's Motion for
Partial Summary Judgment without prejudice.

II. BACKGROUND

A. Undisputed Facts
On or about October 23, 2006, Defendant agreed to

represent 1031 Advance, 3  Janet Dashiell (“Dashiell”) and
Steven Allred (“Allred”) in connection with 1031 Advance's

general legal matters . 4  Dashiell and Allred were the

principal officers of 1031 Advance. 5  Defendant assisted
1031 Advance, Dashiell and Allred with their sale of 1031

Advance to companies owned by Ed Okun (“Okun”). 6

On December 18, 2006, Okun's company, 1031 Tax Group,
purchased the capital stock of 1031 Advance. (Complaint ¶
80; Answer ¶ 80 .) As of December 19, 2006, Okun was

the sole member of 1031 Tax Group. 7  Shortly after the sale
of 1031 Advance to 1031 Tax Group, Dashiell became the

president and CEO of 1031 Tax Group. 8  Between August
2005 and December 2006, Okun purchased six different QIs,
each of which became a wholly owned or indirect subsidiary

of the 1031 Tax Group. 9

Upon the closing of the sale of 1031 Advance to 1031 Tax
Group, Dashiell communicated directly with Lara Coleman
(“Coleman”), Chief Operating Officer of another Okun entity,
about wiring the funds of 1031 Advance to 1031 Tax Group's

account at Wachovia Bank. 10  Coleman initiated the wire
transfer instructions by which 1031 Advance funds were

wired to 1031 Tax Group on December 19, 2006. 11

From at least August 2005 through April of 2007, Okun
misappropriated money from the Exchanges he owned and
used the money to support a lavish lifestyle and to acquire

personal assets. 12  On March 19, 2009, Okun was convicted
of 23 counts of mail fraud and related crimes, after which

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 165 of 283



McHale v. Silicon Valley Law Group, Not Reported in F.Supp.2d (2011)
2011 WL 6990187

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 2

Okun was sentenced to 100 years in prison. 13  Coleman also
pleaded guilty for her participation in Okun's crimes. (Id.)

In May of 2007, 1031 Advance declared bankruptcy.
(Plaintiff's Responses at 5.)

B. Procedural History
*2  On October 27, 2010, Plaintiff filed his Complaint

alleging a single cause of action for legal malpractice.
(See Complaint ¶¶ 113–24.) Plaintiff filed the Complaint as
Chapter 11 Trustee of the Trust for 1031 Advance and the
other 1031 Debtors, which owns their respective claims and
causes of action. (See id. ¶¶ 5, 12.)

On November 19, 2010, the Court granted Plaintiff's Motion
to relate cases, and related this case with Hunter, et al. v.
Citibank, et al., Case No. 09–2079 JW (“Hunter” ). (See
Docket Item No. 18.) The Hunter action involves Exchange
clients who had invested with QIs owned by Okun and whose

funds were lost due to his criminal enterprise. 14

Presently before the Court are Plaintiff's Motion to Amend
Complaint and Defendant's Motion for Summary Judgment
or Partial Summary Judgment.

III. STANDARDS

A. Motion to Amend
When a party can no longer amend a pleading as a matter
of right under Federal Rule of Civil Procedure Rule 15(a),
the party must either petition the court for leave to amend
or obtain consent from the adverse parties. Fed.R.Civ.P.

15(a); Keniston v. Roberts, 717 F.2d 1295, 1300 (9th
Cir.1983). Leave to amend under Fed.R.Civ.P. 15(a) “shall

be freely given when justice so requires.” Keniston,
717 F.2d at 1300. “This policy is to be applied with extreme

liberality.” Eminence Capital, LLC v. Aspeon, Inc., 316

F.3d 1048, 1051 (9th Cir.2003); Owens v. Kaiser Found.
Health Plan, Inc., 244 F.3d 708, 712 (9th Cir.2001).

However, leave to amend need not be granted where the
amendment: (1) prejudices the opposing party; (2) is sought
in bad faith; (3) produces an undue delay in litigation; or

(4) is futile. Amerisource Bergen Corp. v. Dialysist West,

Inc., 465 F.3d 946, 951 (9th Cir.2006); Bowles v. Reade,
198 F.3d 752, 757 (9th Cir.1999). Prejudice to the defendant
is the most important factor, but amendment may be denied
upon a sufficiently strong showing of the other factors. See

Eminence Capital, 316 F.3d at 1052; Keniston, 717
F.2d at 1300. The burden of showing prejudice rests on

the party opposing amendment. DCD Programs, Ltd. v.
Leighton, 833 F.2d 183, 186 (9th Cir.1987).

B. Summary Judgment
Summary judgment is proper when the moving party shows
that there is no genuine dispute as to any material fact.
Fed.R.Civ.P. 56(a). The purpose of summary judgment “is
to isolate and dispose of factually unsupported claims or

defenses.” Celotex v. Catrett, 477 U.S. 317, 323–24, 106
S.Ct. 2548, 91 L.Ed.2d 265 (1986). The moving party “always
bears the initial responsibility of informing the district court
of the basis for its motion, and identifying the evidence which
it believes demonstrates the absence of a genuine issue of

material fact.” Id. at 323. If the moving party meets its
initial burden, the “burden then shifts to the nonmoving party
to establish, beyond the pleadings, that there is a genuine issue

for trial.” Miller v. Glenn Miller Prods., Inc., 454 F.3d 975,

987 (9th Cir.2006) (citing Celotex, 477 U.S. at 324).

*3  When evaluating a motion for summary judgment,
the court views the evidence through the prism of the
evidentiary standard of proof that would pertain at trial.

Anderson v. Liberty Lobby Inc., 477 U.S. 242, 255,
106 S.Ct. 2505, 91 L.Ed.2d 202 (1986). The court draws
all reasonable inferences in favor of the nonmoving party,
including questions of credibility and of the weight that

particular evidence is accorded. See, e.g., Masson v. New
Yorker Magazine, Inc., 501 U.S. 496, 520, 111 S.Ct. 2419,
115 L.Ed.2d 447 (1992). The court determines whether the
non-moving party's “specific facts,” coupled with disputed
background or contextual facts, are such that a reasonable

jury might return a verdict for the non-moving party. T.W.
Elec. Serv. v. Pac. Elec. Contractors, 809 F.2d 626, 631 (9th
Cir.1987). In such a case, summary judgment is inappropriate.

Anderson, 477 U.S. at 248. However, where a rational
trier of fact could not find for the non-moving party based on
the record as a whole, there is no “genuine issue for trial.”
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Matsushita Elec. Indus. Co. v. Zenith Radio, 475 U.S. 574,
587, 106 S.Ct. 1348, 89 L.Ed.2d 538 (1986).

IV. DISCUSSION

A. Motion to Amend
Plaintiff moves to amend his Complaint to assert four new
causes of action: Partial Equitable Indemnity for Malpractice,
Equitable Subrogation for Malpractice, Trust Claim for
Malpractice, and Bailment for Malpractice. (Motion to
Amend at 8.) Defendant contends that Plaintiff should not be
granted leave to amend because amendment at this stage in
the litigation would cause undue prejudice to Defendant and

be futile. 15

Prejudice to a party opposing amendment may result from any
number of factors leading to “[e]xpense, delay, and wear and

tear on individuals and companies.” Kaplan v. Rose, 49
F.3d 1363, 1370 (9th Cir.1994) (citation omitted). Prejudice
may arise if the amendment to the complaint would greatly
alter the basis of the lawsuit by adding new claims based on
different legal theories late in the litigation, thus requiring

“an entirely new course of defense.” See Morongo Band of
Mission Indians v. Rose, 893 F.2d 1074, 1079 (9th Cir.1990).
The necessity of additional discovery, as well as the fact that
a motion for summary judgment has already been filed, may

be considered as factors causing prejudice. See, e.g., M/V
Am. Queen v. San Diego Marine Const. Corp., 708 F.2d 1483,
1492 (9th Cir.1983). The likelihood of prejudice is greater
where discovery has already closed and trial is relatively

near. See, e.g., Texaco, Inc. v. Ponsoldt, 939 F.2d 794,
799 (9th Cir.1991). In addition, “late amendments to assert
new theories are not reviewed favorably when the facts and
the theory have been known to the party seeking amendment

since the inception of the cause of action.” Acri v. Int'l
Ass'n of Machinists & Aerospace Workers, 781 F.2d 1393,
1398 (9th Cir.1986) (citations omitted).

Here, the Court finds that Defendant has met its burden
of establishing undue prejudice from Plaintiff's proposed
amendment. Discovery in this matter closed on October
5, 2011. (See Docket Item No. 54.) Contrary to Plaintiff's
assertions, Defendant has listed specific questions that it
would have asked nearly forty deposition witnesses had

it been aware of Plaintiff's amended claims . 16  Further,

Defendant has already submitted a Motion for Summary
Judgment that Plaintiff concedes would be rendered moot (at

least in part) by his proposed amendments. 17  Thus, Plaintiff's
amendments require a “new course of defense” after the close

of discovery, giving rise to undue prejudice. See Morango
Band of Mission Indians, 893 F.2d at 1079.

*4  Further, Plaintiff has been on notice since at least
November of 2010 that Defendant would take the position
that Plaintiff lacked standing to recover for damages sustained

by exchanger clients. 18  As early as 2009, one year
before Plaintiff filed his initial complaint in this matter,
a bankruptcy court in a related matter concluded that the
bankruptcy trustee lacked standing to assert claims on

behalf of exchanger clients. 19  Defendant also asserted that
the Qualified Intermediaries did not constitute trusts in a
Motion for Summary Judgment in Hunter, of which Plaintiff

received notice in January of 2011. 20  Thus, although Plaintiff
contends that his Motion to Amend “respond[s] to arguments
raised by [Defendant] in its [Motion for Summary Judgment]

and in its recent expert reports,” 21  Plaintiff has been on
notice for nearly a year that Defendant would raise these
arguments. Plaintiff's decision not to seek leave to amend
until after discovery has closed and a Motion for Summary
Judgment has been filed constitute undue delay that, when
considered alongside the prejudice discussed above, weighs
against granting leave to amend.

Plaintiff contends that late amendment will not prejudice
Defendant because the topic on which Defendant asserts
that additional discovery would be necessary is already an
issue in the related Hunter litigation and thus has been the

subject of ample discovery. 22  The Court finds, however, that
while the taking of discovery on these issues in a related
matter does somewhat mitigate the prejudice to Defendant,
it is insufficient to eliminate the prejudice that arises from
responding to claims involving new facts after the discovery
deadline. Even though the existence of a trust relationship
is at issue in the Hunter litigation, the Hunter plaintiffs are
proceeding under a different theory of liability, and disputing
the actual existence of a trust is only one of the many

possible defenses that Defendant can pursue in that case . 23

Accordingly, although Defendant did take the position in
Hunter that no trust was created between 1031 Advance and
its clients, its primary argument to date in that action has been
that the Hunter plaintiffs cannot meet their burden of proving
that Defendant had actual knowledge of Okun's misdeeds, as
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is necessary to support their Aiding and Abetting claim. 24

Thus, though Plaintiff contends his proposed amendments
require no additional discovery, the Court cannot simply
discount Defendant's contention that it would have asked
additional questions of exchanger clients had Plaintiff's

Complaint been amended sooner. 25  In light of Plaintiff's
failure to provide any reason for not seeking amendment
earlier, this prejudice is sufficient to deny amendment.

Accordingly, the Court DENIES Plaintiff's Motion to Amend.

B. Motion for Summary Judgment
Defendant moves for summary judgment on the ground that
the undisputed facts establish that Plaintiff is barred from
recovery on the basis of unclean hands on the part of 1031
Advance. (MSJ at 1.) Defendant contends that because 1031
Advance was owned entirely by Okun, it cannot seek to
recover funds that Okun himself wrongly misappropriated.
(Id.) Plaintiff responds that the unclean hands doctrine does
not bar recovery because the wrongful conduct of Okun
cannot be imputed to 1031 Advance or the bankruptcy

trustee. 26

*5  The unclean hands doctrine “demands that a plaintiff
act fairly in the matter for which he seeks a remedy. He
must come into court with clean hands, and keep them clean,
or he will be denied relief, regardless of the merits of his

claim.” Kendall–Jackson Winery, Ltd. v. Superior Court
of Stanislaus Cnty., 76 Cal.App.4th 970, 978, 90 Cal.Rptr.2d
743 (Cal.Ct.App.1999) (citations omitted). To be applicable,
“[t]he misconduct which brings the clean hands doctrine into
operation must relate directly to the transaction concerning
which the complaint is made, i.e., it must pertain to the
very subject matter involved and affect the equitable relations

between the litigants.” Vacco Indus., Inc. v. Van Den Berg,
5 Cal.App.4th 34, 52, 6 Cal.Rptr.2d 602 (Cal.Ct.App.1992)
(citation omitted). The critical issues are (1) “the nature of
the conduct, not the party at whom it is directed,” and (2)
“the impact that such conduct has on the equitable relations
between the parties.” Id. (emphasis in original). In the context
of legal malpractice claims, the unclean hands doctrine
applies to prevent wrongdoers who intentionally violate the
law from seeking recovery from attorneys who were merely
negligent in allowing them to do so. See Chapman v. Superior
Court, 130 Cal.App.4th 261, 276–77, 29 Cal.Rptr.3d 852
(Cal.Ct.App.2005).

Here, Plaintiff does not dispute that Okun misappropriated
1031 Advance exchange funds, and that such conduct
was wrongful and adverse to the interest of the company.
(Complaint ¶¶ 24–28.) Thus, it follows that if Okun himself
were seeking to recover such funds from Defendant, the
unclean hands doctrine would prevent him, as an intentional
wrongdoer, from pursuing a legal malpractice claim against
his attorneys, insofar as they were merely negligent. See
Chapman, 130 Cal.App.4th at 276–77, 29 Cal.Rptr.3d 852.
Thus, the question before the Court is whether, on the basis of
the undisputed facts, Okun's conduct can be imputed to 1031
Advance such that his unclean hands bar the corporation (or,
in this case, its bankruptcy trustee) from seeking recovery.

A corporation is a distinct legal entity, separate from either

its shareholders or its corporate officers. See F.D.I.C.
v. O'Melveny & Myers, 969 F.2d 744, 750 (9th Cir.1992)
(“O'Melveny I” ) (citation omitted), rev'd on other grounds,

O'Melveny & Meyers v. F.D.I.C., 512 U.S. 79, 114 S.Ct.
2048, 129 L.Ed.2d 67 (1994), reaff'd on remand, F.D.I.C. v.
O'Melveny & Meyers, 61 F.2d 17 (9th Cir.1995). Nonetheless,
knowledge of a corporate officer acting within the scope
of his duties is generally imputed to a corporation. See

Peregrine Funding, Inc. v. Sheppard Mullin Richter &
Hampton LLP, 133 Cal.App.4th 658, 679, 35 Cal.Rptr.3d
31 (Cal.Ct.App.2005). A corporate officer's knowledge will
not be imputed to a corporation, however, when he has “no
authority to bind the corporation relative to the fact or matter
within his knowledge.” Id. (citations omitted). Nor will a
corporate officer's knowledge or conduct be imputed to a
corporation if the officer is engaged in activity that is adverse

to the interest of the corporation. See O'Melveny I, 969 F.2d
at 750 (applying California law to analyze when conduct of
officer or shareholder is imputed to corporation). Thus, when
a corporate officer collaborates with outsiders to defraud a
corporation, knowledge of the fraud is not attributable to the

corporation. See Peregrine, 133 Cal.App.4th at 679, 35
Cal.Rptr.3d 31.

*6  California courts have recognized a limited exception
to the rule that the acts of an officer acting adversely to
a company will not be attributed to it. In Peregrine, the
court imputed the fraudulent conduct of an officer and
sole-shareholder to the corporation in spite of the fact that

his actions were adverse to it. 133 Cal.App.4th at 679,
35 Cal.Rptr.3d 31. The court reasoned that because the
perpetrator of the fraud “was also the owner and sole person
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in control of [the corporation], his fraud is properly imputed
to [the corporation].” Id. Courts have declined to impute
this exception, however, where it has not been established
that all relevant decision makers for the corporation were

engaged in the fraud. See Casey v. U.S. Bank Nat'l
Ass'n, 127 Cal.App.4th 1138, 1143, 26 Cal.Rptr.3d 401
(Cal.Ct.App.2005). Thus, finding that a corporation is barred
from recovery on the basis of unclean hands is appropriate at
the summary judgment stage only if the undisputed evidence
meets the standard set forth in Peregrine, namely, that those
who perpetrated the fraud solely control the corporation.

In support of its contention that Okun's fraudulent conduct
should be imputed to 1031 Advance, Defendant relies on the
following evidence:

1. Plaintiff's Complaint alleges that, “[E]ntities owned in
whole or in part by Okun purchased control of the 1031
Debtors.” (Complaint ¶ 22 (emphasis added).)

2. As of December 19, 2006, 1031 Tax Group was the
sole owner of 100% of the shares of the 1031 Advance.
Okun was the sole member of 1031 Tax Group. (Plaintiff's
Responses at 3.)

3. On March 5, 2007, Okun sent all employees an e-mail
stating that in spite of whatever corporate restructuring was
taking place, he made all final decisions as to how the
business was run. (Sturmer Decl., Ex. K, Docket Item No.
52–6.)

4. Dashiell, as President of 1031 Advance, learned in
February of 2007 that $8 million had been taken by Okun

without her knowledge . 27  Upon learning that Okun had
taken funds in violation of the investment guidelines,
Dashiell could have demanded immediate control over
all funds and placed the funds where they would be

inaccessible to Okun, but did not do so. 28

5. Even after learning of these loans and developing
serious concerns about the ability of 1031 Advance to
close its accounts, Dashiell continued trying to bring in

new clients. 29  Dashiell did not instruct employees to stop

accepting new accounts until the end of April, 2007. 30

6. Many members of Okuns' senior management and
in-house lawyers knew that Okun was stealing funds,

including David Field, Richard Simring and Lara Coleman,

the Chief Operating Officer of 1031 Tax Group. 31

Plaintiff responds that Okun's fraudulent conduct should
not be imputed to 1031 Advance because Dashiell, as the
President of 1031 Advance, maintained day-to-day control of
the corporation and was not a part of Okun's fraud. Plaintiff
contends that Dashiell would have stopped the fraud had she
been aware of it, and thus Okun must be viewed an officer
collaborating with outsiders to defraud a corporation whose

management was not complacent in perpetrating the fraud. 32

In support of this contention, Plaintiff relies on the following
evidence:

*7  1. In February of 2007, Dashiell was in the process of
setting up segregated accounts at Citibank for subsidiaries

of 1031 Tax Group. 33  She had the authority to do this,
and was poised to start moving all of the funds into those
accounts. (Id.) The signatories for these accounts were
going to be herself, David Field and Nicole Elder. (Id.)
Okun would not be a signatory. (Id.)

2. The Declaration of James Lukenda, Chief Restructuring
Officer of 1031 Tax Group, that Okun is the sole member
of 1031 Tax Group, but that Okun was not involved in the

day-to-day operations of the QI businesses. 34

3. When Dashiell learned that $8 million had been
borrowed by Okun without her prior knowledge, she
was “livid” toward Coleman and said that she could not

transfer money whenever she felt like it . 35  Okun said
he would handle the situation, and told Dashiell that the
money would come back immediately. (Id.) Okun told
Coleman that they needed to close the loan immediately
to keep Dashiell confident that he would close every
loan he borrowed. (Id.) The money was replaced within
about seven days. (Id.) Replacing money this quickly was
atypical. A week's worth of interest was paid on this loan,
which was also completely atypical. (Id.) Dashiell was
informed that the money had been replaced. (Id.)

4. March 23, 2007, was the first time that Dashiell began
to suspect that the money being taken from accounts was
not being used for down payments on real estate [i.e., for
legitimate business purposes]. (Dashiell Depo 1. at 116:10–
17.) Dashiell began to suspect that this was taking place
when she learned that Okun had borrowed $700,000 to
pay the expenses of another of his companies, and not to

buy real estate. (Id. at 117:1–117:10, 35 Cal.Rptr.3d
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31.) She then opened an account at Countrywide Bank and
transferred funds from Wachovia to Countrywide, where

she would be the only authorized signatory. (Id. at
128:15–24, 35 Cal.Rptr.3d 31.)

Upon review, the Court finds that the undisputed facts do not
establish that Okun's fraudulent conduct should be imputed
to 1031 Advance as a matter of law. Although it is clear
with the benefit of hindsight that Dashiell was ineffective at
stopping Okun's fraud, the undisputed facts do not establish
that those perpetrating the fraud were solely responsible for
running 1031 Advance. Defendant's own evidence indicates
that Dashiell had the authority to move Exchanger funds
to accounts where Okun could not access them when
she realized he was taking loans without her knowledge.
(Coleman Depo. 1 at 439:17–441:12.) Defendant's evidence
also establishes that Okun took active steps to conceal the
fraudulent conduct from Dashiell, believing it was important
that she remain unaware of the fraud. (Coleman Depo. 2 at
228:4–231:23.) Further, while it is undisputed that Coleman
withdrew exchange funds at Okun's request when he told her
to, the evidence does not establish whether removal of such
funds was actually within Okun's authority with regard to the
corporation, or whether the removal was merely allowed to
take place because Okun successfully hid his fraud from the

corporation's management. 36  Thus, a triable issue exists as
to Dashiell's role in the corporation as well as in the alleged
fraud by Okun.

*8  Accordingly, the Court DENIES Defendant's Motion for
Summary Judgment on the basis of Plaintiff's unclean hands.

C. Motion for Partial Summary Judgment
Defendant moves for partial summary judgment on the issue
of whether Plaintiff has standing to seek damages for the
funds deposited by 1031 clients which were misappropriated
by Okun. Defendant contends that although such funds
were in the possession of 1031 Advance at the time of its
bankruptcy petition, they represent injuries to the individual
investors, and not to 1031 Advance itself, giving the trustee
no standing to seek damages which would include the funds.
(MSJ at 18.) Plaintiff responds that the proper measure of
damages is the amount necessary to restore 1031 Advance
to the position it was in before Okun misappropriated the
funds, and is thus equal to the total amount of funds

misappropriated. 37

Upon review, the Court finds that this subject is inadequately
briefed, and DENIES the Motion without prejudice to
Defendant to refile. Although Defendant's Motion is framed
in terms of the trustee's standing, the Court finds that the
question before it is not one of standing, but rather of the
proper measure of damages to 1031 Advance once standing
is established. The cases relied upon by Defendant address
instances of a bankruptcy trustee seeking to assert a claim that

is the legal property of another. See, e.g., Caplin v. Marine
Midland Grace Trust, 406 U.S. 416, 420, 92 S.Ct. 1678, 32

L.Ed.2d 195 (1988); Williams v. Cal. 1st Bank, 859 F.2d
664, 665–67 (9th Cir.1988). Here, there is no question that
a claim for legal malpractice is the property of the debtor

corporation. 38  Thus, Caplin and Williams are inapposite to
the trustee's standing to assert a legal malpractice claim.
The cases relied upon by the trustee, by contrast, establish
that the dissipation of a corporation's assets confers standing
upon a corporation, but do not address the proper measure

of damages based on the loss of assets. See, e.g., Smith v.
Arthur Andersen LLP, 421 F.3d 989, 1005 (9th Cir.2005) (“We
need not and do not express any opinion on the appropriate
measure of damages in this case. The only question before
us is whether the trustee has sufficiently alleged an injury to
[the corporation].”). Thus, the Court finds that these cases are
also inapposite to the question of the proper measurement of
damages to a corporation when funds deposited by clients are
misappropriated.

Accordingly, the Court DENIES Defendant's Motion for
Partial Summary Judgment without prejudice to refile a
dispositive motion on the issue of the appropriate measure of
damages to 1031 Advance.

V. CONCLUSION

The Court DENIES Plaintiff's Motion to Amended, DENIES
Defendant's Motion for Summary Judgment and DENIES
Defendant's Motion for Partial Summary Judgment without
prejudice.

All Citations

Not Reported in F.Supp.2d, 2011 WL 6990187
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Footnotes

1 (Notice of Motion for Plaintiff Trustee to File a First Amended Complaint; Trustee's Memorandum of Points
and Authorities in Support of Motion, hereafter, “Motion to Amend,” Docket Item No. 60.)

2 (Defendant Silicon Valley Law Group's Memorandum of Points and Authorities in Support of Motion for
Summary Judgment or, in the Alternative, Partial Summary Judgment, hereafter, “MSJ,” Docket Item No.
52–1.)

3 Section 1031 of the Internal Revenue Code allows owners of investment property to defer capital gains
taxes that would otherwise be due upon the sale of a property if they timely identify and purchase a
replacement property. These “1031 Exchanges” are often done with the use of a “qualified intermediary,” with
whom the sale proceeds are deposited until a replacement property is found. Use of a qualified intermediary,
or “QI,” allows the taxpayer to avoid constructive receipt of the sale proceeds, as is necessary to preserve
the tax benefit. 1031 Advance was such a QI until it filed for bankruptcy.

4 (Complaint ¶ 29, hereafter, “Complaint,” Docket Item No. 1; Defendant Silicon Valley Law Group's Answer
to Plaintiff's Complaint ¶ 29, hereafter, “Answer,” Docket Item No. 16.)

5 (Complaint ¶ 29; Answer ¶ 29.)
6 (See MSJ at 2 (citing Complaint ¶ 29).)
7 (Declaration of Debra Steel Sturmer in Support of Silicon Valley Law Group's Motion for Summary Judgment

or, in the Alternative, Partial Summary Judgment, hereafter, “Sturmer Decl.,” Ex. A, Plaintiff's Responses
and Objections to Silicon Valley Law Group's Request for Admissions at 3, hereafter, “Plaintiff's Responses,”
Docket Item No. 52–5.)

8 (Complaint ¶ 97; MSJ at 4.)
9 (Complaint ¶¶ 22–23; MSJ at 14.)
10 (Sturmer Decl., Ex. G and Ex. H, E-mails Between Janet Dashiell and Lara Coleman, Docket Item No. 52–6.)
11 (Plaintiff's Responses at 7–8.)
12 (MSJ at 2 (citing Complaint ¶¶ 24–26).)
13 (Complaint ¶ 27; Answer ¶ 27.)
14 (See Order Granting in part and Denying in part Defendants' Various Motions to Dismiss at 2 (describing

factual allegations), hereafter, “Hunter Dismissal Order,” Hunter Docket Item No. 264.)
15 (Defendant Silicon Valley Law Group's Memorandum of Points & Authorities in Opposition to Plaintiff's Motion

to File a First Amended Complaint at 1, hereafter, “Amendment Opp'n,” Docket Item No. 67.)
16 (See Amendment Opp'n at 6–7.)
17 (See Motion to Amend at 9.)
18 (See Answer at 17.)
19 See In re 1031 Tax Group, LLC, 420 B.R. 178, 194 (Bankr.S.D.N.Y.2009) (“[T]he trustee does not have

constitutional standing to recover from Citibank money lost by the 1031 Debtors' exchange participants who
were waiting to complete their 1031 exchange transactions when Okun looted funds from the Citibank bank
accounts”).

20 (See Hunter Docket Item No. 447.)
21 (See Motion to Amend at 9.)
22 (See Reply Memorandum of Points and Authorities of Plaintiff Trustee in Support of Motion to File a First

Amended Complaint at 2–3, Docket Item No. 73.)
23 (See Hunter Dismissal Order at 26–27 (explaining elements of the plaintiffs' claims in Hunter ).)
24 (See, e.g., Defendant Silicon Valley Law Group's Motion for Summary Judgment in Hunter (arguing that

Defendant should be granted summary judgment due to Plaintiff's lack of evidence that Defendants had
actual knowledge of Okun's criminal activity), Hunter Docket Item No. 402.)

25 (See Amendment Opp'n at 6–7.)
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26 (Trustee's Memorandum of Points and Authorities in Opposition to SVLG's Motion for Summary Judgment,
or in the Alternative, Partial Summary Judgment at 16–31, hereafter, “MSJ Opp'n,” Docket Item No. 68.)

27 (Sturmer Decl., Ex. D, Deposition of Janet Dashiell Vol. 1 at 122:6–122:15, hereafter, “Dashiell Depo. 1,”
Docket Item No. 52–5.)

28 (Sturmer Decl., Ex. C, Deposition of Lara Coleman at 439:17–441:12, hereafter, “Coleman Depo. 1,” Docket
Item No. 52–5.)

29 (See Sturmer Decl., Ex. Y, E-mail from Dashiell at 1 (stating that she is trying to generate new business),
Docket Item No. 52–7; Sturmer Decl., Ex. X, Deposition of Anita Hunter at 135:7–137:14 (explaining that
Dashiell was trying to close a deal with her in February and March of 2007 and did not disclose that Okun
had been using funds for his own use), Docket Item No. 52–7.)

30 (Sturmer Decl., Ex. Z, E-mail from Dashiell, Docket Item No. 52–7.)
31 (Coleman Depo. 1 at 378:1–379:7.)
32 (MSJ Opp'n at 24–26.)
33 (Declaration of Michael S. Devorkin in Opposition to SVLG's Motion for Summary Judgment or, in the

Alternative, Partial Summary Judgment, hereafter, “Devorkin Decl.,” Ex. 8, Deposition of Janet Dashiell at
332:20–334:15, hereafter, “Dashiell Depo. 2,” Docket Item No. 69–5.)

34 (See Defendant Silicon Valley Law Group's Request for Judicial Notice in Support of Motion for Summary
Judgment or, in the Alternative, Partial Summary Judgment, Ex. B, Declaration of James Lukenda ¶¶ 10–
11, Docket Item No. 52–9.)

35 (Devorkin Decl., Ex. 7, Deposition of Lara Coleman at 228:4–231:23, hereafter, “Coleman Depo. 2,” Docket
Item No. 69–3.)

36 (See Coleman Depo. 1 at 438:15–438:20.)
37 (MSJ Opp'n at 4.)
38 See Office of Statewide Health Planning and Dev. v. Musick, Peeler & Garrett, 76 Cal.App.4th 830, 833–

34, 90 Cal.Rptr.2d 705 (Cal.Ct.App.1999); see also Baum v. Duckor, Spradling & Metzger, 72 Cal.App.4th
54, 66, 84 Cal.Rptr.2d 703 (Cal.Ct.App.1999) (explaining that claim for malpractice belongs to client to whom
attorney owed duty).
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United States District Court, N.D. California.

MICROTECHNOLOGIES, LLC, Plaintiff,
v.

AUTONOMY, INC., et al., Defendants.

Case No. 15-cv-02220-JCS
|

Signed 09/21/2018

Attorneys and Law Firms

Benjamin Delalio Bianco, James M. Ringer, Meister Seelig &
Fein LLP, New York, NY, Cadio R. Zirpoli, Geoffrey Conrad
Rushing, Richard Alexander Saveri, R. Alexander Saveri,
Saveri & Saveri, Inc., San Francisco, CA, for Plaintiff.

Neil A. Goteiner, Matthew Stephen Lee Cate, Farella Braun &
Martel LLP, San Francisco, CA, Robert S. Frank, Jr., Michael
R. Dube, Stuart Marc Glass, Choate, Hall & Stewart LLP,
Boston, MA, for Defendants.

ORDER ON CROSS MOTIONS FOR
JUDGMENT ON THE PLEADINGS

Re: Dkt. Nos. 148, 149

JOSEPH C. SPERO, Chief Magistrate Judge

I. INTRODUCTION
*1  Plaintiff MicroTechnologies, LLC (“MicroTech”) and

Defendants Autonomy, Inc. and Autonomy Systems Limited
(collectively, “Autonomy”) have filed motions for judgment
on the pleadings pursuant to Rule 12(c) of the Federal Rules
of Civil Procedure, each asserting that the opposing party’s
claims or counterclaims are barred by the doctrine of in
pari delicto, or unclean hands. The Court held a hearing
on September 21, 2018. For the reasons discuss below,
both motions are DENIED, without prejudice to either party

asserting this defense at trial. 1

II. BACKGROUND

A. MicroTech’s Complaint

MicroTech alleges that it paid Autonomy for two software
deals that Autonomy never completed. Am. Compl. (dkt. 135)
¶ 1. According to MicroTech, the parties had an arrangement
in which Autonomy would reach deals for sales of its software
to end users, but would then ask MicroTech to issue a
purchase order for the software and invoice MicroTech for
the transaction. Id. ¶ 2. MicroTech would pay Autonomy
for the software, Autonomy would deliver the software to
the end user, the end user would pay for the software, and
MicroTech would typically be entitled to keep ten percent
of the amount paid. Id. MicroTech alleges that the parties
originally used the framework for sales of software to the
United States government, but began in 2009 to use the same
framework for sales to non-governmental end users, several
of which were completed without incident. Id. ¶¶ 13–14. This
framework was not consistent with the parties' written reseller
agreement or with the terms of the purchase orders, which
were attached to MicroTech’s original complaint but are not
attached to its operative amended complaint. See Compl. (dkt.
1) Exs. A–C.

MicroTech’s amended complaint pertains to two deals where
MicroTech alleges that after it paid Autonomy more than
sixteen million dollars pursuant to the framework set forth
above, Autonomy did not complete the transactions by
providing software to the end users, and the end users
did not pay MicroTech. Am. Compl. ¶ 3. In the first of
those transactions, MicroTech alleges that Autonomy told
MicroTech in early 2010 that the Biblioteca Apostolica
Vaticana (the “Vatican Library”) had agreed to purchase
Autonomy software, and provided MicroTech with the
details of the purportedly agreed transaction. Id. ¶¶ 15–16.
MicroTech issued a purchase order to Autonomy for the
Vatican Library transaction in the amount of $11,550,000,
Autonomy issued a corresponding invoice to MicroTech,
and MicroTech made payments to Autonomy over the next
fifteen months totaling $9,221,331.71. Id. ¶¶ 17–18. In late
2011, MicroTech began to believe that the Vatican Library
transaction would not close, and in March of 2014, MicroTech
learned that the Vatican Library had purchased software
for the same purpose from a different supplier. Id. ¶ 20.
Autonomy has neither returned the money paid by MicroTech
nor delivered software to the Vatican Library. Id. ¶ 21.

*2  For the second transaction at issue, MicroTech
alleges that Autonomy identified Hewlett-Packard (“HP”)
as an end user that had agreed to purchase Autonomy’s
software. Id. ¶ 22. MicroTech issued a purchase order for
$7,350,000, Autonomy invoiced MicroTech, and MicroTech
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paid Autonomy that amount in August of 2011. Id. ¶¶ 23–
24. According to MicroTech, the deal never closed, but
Autonomy neither delivered software to HP nor returned
MicroTech’s payment. Id. ¶ 25. Christopher “Stouffer” Egan,
Autonomy’s former chief executive officer and head of
sales in the United States, entered a deferred prosecution
agreement with federal prosecutors in which he admitted that
Autonomy’s chief financial officer Sushovan Hussain “had
[Egan] sell the deal to MicroTech” despite Egan and Hussain’s
knowledge “that HP was not interested in buying Autonomy’s
software.” Id. ¶¶ 26–28. MicroTech alleges that Autonomy
did not tell MicroTech that the HP software deal was unlikely
to close, and that MicroTech in fact believed that the deal
would close successfully. Id. ¶ 29.

In October of 2011, HP acquired Autonomy’s parent company
for more than ten billion dollars. Id. ¶ 30. Shareholders
initiated derivative litigation against HP based on that
acquisition, and HP took the position in that litigation that
Autonomy’s Vatican Library transaction was “fraudulent”
and “fake.” Id. ¶¶ 31–32. According to MicroTech,
“MicroTech had no involvement in—or prior knowledge of
—any fraud allegedly committed by Autonomy.” Id. ¶ 33.

MicroTech brings five claims: two for breach of contract (one
for each transaction), id. ¶¶ 34–43, two for unjust enrichment
(one for each transaction), id. ¶¶ 44–53, and one for fraud
related to the HP software transaction, id. ¶¶ 54–60.

Autonomy states in its answer that Autonomy “entered into
a series of sham transaction with MicroTech whose purpose
was to allow the improper recognition of revenue and profit
by its then ultimate parent, Autonomy Corporation plc,”
although Autonomy denies that MicroTech paid Autonomy
with its own funds, and asserts instead that Autonomy had
“funneled” money to MicroTech to make such payments. Am.

Answers (dkts. 136, 137) 2  ¶ 12.

B. Autonomy’s Counterclaims
Autonomy alleges in its counterclaims that MicroTech and
Autonomy entered a series of sham transactions between
2009 and June 30, 2011 for the purpose of artificially inflating
and accelerating the revenue and profit of Autonomy’s
parent corporation, which caused the parent corporation’s
stock value to rise and made it an attractive candidate for

acquisition. Am. Counterclaim (dkt. 136) 3  ¶ 2. Autonomy
alleges that, at the direction of its then-officers and directors
Hussain and Michael Lynch, among others, it paid MicroTech

for MicroTech’s role in the sham transactions. Id. ¶ 3.
According to Autonomy, at least some officers of MicroTech
were aware that the transactions were shams, and had agreed
with Autonomy that Microtech would not use its own funds to
purchase Autonomy software, but Autonomy would instead
either forgive MicroTech’s obligations or surreptitiously
reimburse MicroTech by purchasing products that Autonomy
did not need. Id. ¶¶ 12–13. Autonomy alleges that in some
cases, Autonomy paid a “Marketing Assistance Fee” to
MicroTech, even though MicroTech neither provided any
assistance in marketing the products nor added any other
value to the transactions. Id. ¶ 13(h). These transactions
allowed Autonomy to recognize more than twenty-five
million dollars of fictitious revenue and to accelerate the
recognition of more than twenty million dollars of actual
revenue. Id. ¶ 14.

*3  Autonomy brings a single counterclaim against
MicroTech for aiding and abetting Lynch, Hussain, and others
in breaching their fiduciary duty to Autonomy, and seeks to
recover the payments that Autonomy made to MicroTech. Id.
¶¶ 3, 21–23.

MicroTech denies the material allegations of Autonomy’s
counterclaim, in particular all allegations that MicroTech was
aware that any transactions were shams or fraudulent at the
time of MicroTech’s participation. See generally MicroTech
Answers (dkts. 138, 139).

C. Procedural History
MicroTech filed this action in May of 2015. See generally
Compl. The parties filed cross motions for summary
judgment, and in May of 2017 the Court granted those with
respect to each party’s unjust enrichment claims but denied
them as to all other claims on the basis that genuine issues
of material fact remained to be resolved. See generally MSJ

Order (dkt. 96). 4  MicroTech has since amended its complaint
to reassert unjust enrichment claims in addition to claims that
survived summary judgment. See Am. Compl. ¶¶ 44–53. With
trial approaching, both parties sought and received permission
to file their present motions for judgment on the pleadings
based on the doctrine of in pari delicto, an issue not raised in
either party’s motion for summary judgment.

D. Arguments on the Present Motions
MicroTech seeks judgment in its favor on Autonomy’s
counterclaims, on the basis that “Autonomy affirmatively
alleges that its own, controlling officers and directors engaged
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in an elaborate fraud” in order to make Autonomy a more
attractive candidate for acquisition, and thus to benefit
Autonomy. MicroTech Mot. (dkt. 148) at 6. While MicroTech
denies that it knowingly participated in fraud, it contends
that the claim that MicroTech assisted with Autonomy’s own
fraudulent scheme “ ‘is precisely th[e] sort of unfairness that
the unclean hands doctrine seeks to address.’ ” Id. (quoting

Peregrine Funding, Inc. v. Sheppard Mullin Richter &
Hampton LLP, 133 Cal. App. 4th 658, 681, 35 Cal.Rptr.3d 31
(2005) ) (alteration in original).

Autonomy contends in its opposition and cross-motion that
the “only plausible conclusion” from MicroTech’s allegations
is that, because MicroTech allegedly received payment for
transactions where—in contrast to the written terms of
the parties' agreements—MicroTech actually took on no
risk, the “only conceivable purpose for transactions of this
type was to provide a basis on which [Autonomy] could
recognize revenue on transactions that were, in essence,
fictional.” Autonomy Mot. (dkt. 149) at 3. According to
Autonomy, MicroTech “effectively alleges in its Answer to
[Autonomy’s] Counterclaims that the parties were in pari
delicto”; although Autonomy does not cite any particular
admission in MicroTech’s answer to that effect, the assertion
appears to be based on one of MicroTech’s affirmative
defenses. Id. at 3–4, 6. Autonomy also suggests that
because MicroTech’s present motion asserts that Autonomy’s
counterclaims are barred by the doctrine of in pari delicto,
MicroTech has effectively admitted that the parties were
jointly engaged in wrongful conduct and should not be
allowed to proceed on its own claims. See id. at 5–6.

*4  Responding to the arguments of MicroTech’s motion,
Autonomy argues that its counterclaims should survive
because the alleged wrongful conduct of Autonomy’s officers
and directors in purportedly breaching their fiduciary duties
was adverse to the interests of Autonomy itself, and thus
cannot be imputed to Autonomy. Id. at 6–7 (citing, e.g.,
In re Crown Vantage, Inc., No. 02-3836 MMC, 2003 WL
25257821, 2003 U.S. Dist. LEXIS 27980 (N.D. Cal. Sept. 25,
2003) ).

In its opposition to Autonomy’s motion and reply in support
of its own motion, MicroTech contends that it has not
admitted that the parties were in pari delicto but instead
consistently denied that it was aware of any wrongdoing
at the time of its transactions with Autonomy. MicroTech
Reply (dkt. 152) at 2–3. MicroTech argues that its affirmative
defense of in pari delicto, as well as its present motion,

are based on the fact pattern alleged in Autonomy’s
counterclaims—allegations that MicroTech denies. Id. at 3 &
n.3. Responding to Autonomy’s adverse interest argument,
MicroTech contends that actions taken to inflate Autonomy’s
stock price and court an acquisition were not adverse to
the company because they benefited all shareholders, and
that regardless, under the “sole actor” doctrine the adverse
interest exception does not apply where the relevant actors
controlled and dominated the corporation, which Autonomy
has alleged was the case here. Id. at 4–7 & n.5 (citing, e.g.,

Official Comm. of Unsecured Creditors v. R.F. Lafferty &
Co., 267 F.3d 340, 359 (3d Cir. 2001); Crown Vantage, 2003
WL 25257821, at *7–8; Uecker v. Zentil, 244 Cal. App. 4th

789, 798, 198 Cal.Rptr.3d 620 (2016); Peregrine Funding,
133 Cal. App. 4th at 679, 35 Cal.Rptr.3d 31; Autonomy
Counterclaim ¶ 17).

In Autonomy’s reply brief, Autonomy renews its argument
that MicroTech has admitted to joint wrongdoing, but rests
that argument on Autonomy’s own allegations and on
MicroTech’s defenses to the facts as alleged by Autonomy,
not on MicroTech’s allegations or admissions. See Autonomy
Reply (dkt. 154) at 3–5. Autonomy also asserts, without
citation to authority, that artificially inflating Autonomy’s
stock price benefited the officers and directors who engaged
in misconduct but was adverse to Autonomy itself, and
notes its allegation that the conduct at issue “ ‘caused
substantial injury and damage to Autonomy, Inc.’ ” Id. at
6–7 (quoting Am. Counterclaim ¶ 23). Autonomy argues
that the “sole actor” doctrine does not apply because,
despite its allegation that “Lynch and Hussain controlled
and dominated Autonomy, Inc. affairs,” Am. Counterclaim
¶ 17, Autonomy also alleges that Autonomy Corporation
plc owned Autonomy, Inc., and that Lynch and Hussain
concealed their conduct from other directors of Autonomy
Corporation plc, who, Autonomy now suggests, had ultimate
authority over the corporation’s affairs. Id. at 7–8. Autonomy
also notes that most authority applying the “sole actor”
doctrine has done so in the context of a sole shareholder,

which is not the case here and has not been alleged. Id.

III. ANALYSIS

A. Legal Standard
Rule 12(c) of the Federal Rules of Civil Procedure permits
a party to move for judgment on the pleadings “[a]fter the
pleadings are closed—but early enough not to delay trial.”
Fed. R. Civ. P. 12(c). Here, although trial is imminent, the
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Court granted the parties leave to file their present motions
addressing in pari delicto defenses with respect to amended
pleadings filed relatively recently.

*5  “Analysis under Rule 12(c) is substantially identical
to analysis under Rule 12(b)(6) because, under both rules,
a court must determine whether the facts alleged in the
complaint, taken as true, entitle the plaintiff to a legal

remedy.” Chavez v. United States, 683 F.3d 1102, 1108
(9th Cir. 2012) (citation and internal quotation marks
omitted). Generally, a plaintiff’s burden at the pleading stage
is relatively light. Rule 8(a) of the Federal Rules of Civil
Procedure states that “[a] pleading which sets forth a claim
for relief ... shall contain ... a short and plain statement of the
claim showing that the pleader is entitled to relief.” Fed. R.
Civ. P. 8(a). In ruling on a motion under Rule 12(c), the Court
must accept all factual allegations in the complaint as true and
view them in the light most favorable to the non-moving party.

Fleming v. Pickard, 581 F.3d 922, 925 (9th Cir. 2009).

Dismissal at the pleading stage may be based on a lack of
a cognizable legal theory or on the absence of facts that

would support a valid theory. Balistreri v. Pacifica Police
Dep't, 901 F.2d 696, 699 (9th Cir. 1990). A complaint must
“contain either direct or inferential allegations respecting all
the material elements necessary to sustain recovery under

some viable legal theory.” Bell Atl. Corp. v. Twombly,
550 U.S. 544, 562, 127 S.Ct. 1955, 167 L.Ed.2d 929 (2007)

(citing Car Carriers, Inc. v. Ford Motor Co., 745 F.2d
1101, 1106 (7th Cir. 1984) ). “A pleading that offers ‘labels
and conclusions’ or ‘a formulaic recitation of the elements

of a cause of action will not do.’ ” Ashcroft v. Iqbal,
556 U.S. 662, 678, 129 S.Ct. 1937, 173 L.Ed.2d 868 (2009)
(quoting Twombly, 550 U.S. at 555). “Nor does a complaint
suffice if it tenders ‘naked assertion[s]’ devoid of ‘further

factual enhancement.’ ” Id. (quoting Twombly, 550
U.S. at 557). Rather, the claim must be “ ‘plausible on its
face,’ ” meaning that the plaintiff must plead sufficient factual
allegations to “allow[ ] the court to draw the reasonable
inference that the defendant is liable for the misconduct

alleged.” Id. (quoting Twombly, 550 U.S. at 570).

The late stage of this case presents the somewhat unusual
circumstances of the Court considering motions under Rule
12(c) after resolving motions for summary judgment. Even
though a factual record was previously before the Court, the

present motions require the Court to look only to the pleadings
—the allegations of MicroTech’s complaint and Autonomy’s
counterclaims, and the admissions of each party’s answer. The
parties have, properly, limited their briefs to the pleadings
and not referenced any evidence previously presented, and the
Court does not consider any such evidence in resolving the
motions.

B. In Pari Delicto Doctrines
The doctrine of in pari delicto (literally, “in equal fault”) is

both an equitable defense, see, e.g., Peregrine Funding,
133 Cal. App. 4th at 677, 35 Cal.Rptr.3d 31, and, while
not discussed separately in the parties' briefs here, also a

doctrine of contract invalidity, see McIntosh v. Mills, 121
Cal. App. 4th 333, 347–52, 17 Cal.Rptr.3d 66 (2004). Both
versions of the doctrine look to whether the party bringing a
claim or seeking to enforce a contract was jointly engaged in
unlawful conduct with the defendant. Crown Vantage, 2003

WL 25257821, at *6; McIntosh, 121 Cal. App. 4th at
347, 17 Cal.Rptr.3d 66. In the contract context, an illegal
contract may not be enforced where the plaintiff was at
least as blameworthy as the defendant (or where there is
an “overriding public interest to be served by voiding the

agreement”). McIntosh, 121 Cal. App. 4th at 347, 17
Cal.Rptr.3d 66 (citation omitted).

In cases involving a corporate entity, agents of the corporation
must have participated in wrongdoing, and the doctrine does
not apply where the agents' interests were adverse to the
interests of the corporation. See Crown Vantage, 2003 WL
25257821, at *7; Uecker, 244 Cal. App. 4th at 797–98,
198 Cal.Rptr.3d 620. The parties disagree on the appropriate
standard for determining adverse interest. MicroTech relies

on the district court’s decision in Cement & Concrete
Workers Dist. Council Pension Fund v. Hewlett Packard
Co., 964 F.Supp.2d 1128, 1144 (N.D. Cal. 2013), for the
proposition that “[t]he adverse interest exception is narrow
and generally requires ‘an agent to completely abandon the
principal’s interests and act entirely for his own purposes.’ ”

Cement & Concrete, 964 F.Supp.2d at 1144 (citation
omitted). That decision, which was not in the context of
an in pari delicto defense, applied federal law and cited

no authority from the California state courts. See id.
California courts have generally framed the rule merely
as whether interests were “adverse,” without stating a
requirement of “complete” abandonment of the corporation’s
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interests. See, e.g., Uecker, 244 Cal. App. 4th at 797–98, 198
Cal.Rptr.3d 620; In re California TD Investments LLC, 489
B.R. 124, 130 (Bankr. C.D. Cal. 2013) (considering California
law).

*6  “This exception is in turn subject to an exception.”
Uecker, 244 Cal. App. 4th at 798, 198 Cal.Rptr.3d 620.
“[W]hen there is effectively no distinction between agent
and principal,” the “sole actor exception applies,” and the
wrongdoing of a person who sufficiently “dominate[s] and
control[s]” a corporation can be imputed to the corporation
without regard for whether the corporation’s interests were

adverse. Id.; Casey v. U.S. Bank Nat'l Ass'n, 127 Cal.
App. 4th 1138, 1143–44, 26 Cal.Rptr.3d 401 (2005) (citation
omitted).

C. Autonomy Is Not Entitled to Judgment on
MicroTech’s Claims

The resolution of Autonomy’s motion for judgment is
relatively straightforward. MicroTech’s allegations set forth
a sparse fact pattern in which the parties had an unwritten
agreement that MicroTech would receive payment for issuing
purchase orders without taking on any risk or expending
significant effort with respect to Autonomy’s sales of
software. See generally Am. Compl. While the inference
that Autonomy asks the Court to draw from those facts—
that MicroTech’s true role was to help facilitate Autonomy’s
false accounting—might be consistent with the allegations,
it is not the only possible interpretation. Looking only to
MicroTech’s allegations, it is conceivable that Autonomy
sought to include MicroTech in its transactions for other
reasons, such as to benefit from MicroTech’s reputation in
the industry, or to cultivate a relationship for more substantial
dealings with MicroTech in the future, among other possible
explanations. Nothing in MicroTech’s answer to Autonomy’s
counterclaims admits that MicroTech knowingly participated
in any misconduct.

Autonomy relies heavily on MicroTech’s own assertion of an
in pari delicto affirmative defense, but MicroTech’s defense
is in response to the very different fact pattern alleged by
Autonomy, which—in contrast to MicroTech’s allegations—
explicitly describes misconduct by MicroTech in concert with
Autonomy, or at least with certain officers of Autonomy.
Parties may plead inconsistent theories and defenses in the
alternative, and particularly in a case like this one where the
evidence might well be amenable to multiple interpretations
by a finder of fact, see generally MSJ Order, it is reasonable

and appropriate for MicroTech to assert affirmative defenses
that it believes would apply even if a finder of fact agrees
with Autonomy’s version of the underlying facts rather than
with MicroTech’s comparatively more innocent fact pattern.
MicroTech’s affirmative defense therefore provides no basis
to dismiss its own claims. Autonomy’s motion for judgment
on the pleadings is DENIED.

D. MicroTech Is Not Entitled to Judgment on
Autonomy’s Claims

MicroTech’s motion for judgment on Autonomy’s claims
is different in that Autonomy clearly alleges concerted
misconduct involving both Autonomy and MicroTech. See,
e.g., Am. Counterclaim ¶ 2 (“MicroTech entered into a
series of sham transactions with Autonomy ... designed to
permit [parent corporation] Autonomy Corporation plc ... to
recognize revenue and profit that was, in fact, non-existent,
and to accelerate improperly the recognition of other revenue
and profit.”). On their face, such allegations tend to suggest
that Autonomy was an equal participant in the wrongdoing
alleged, and that an in pari delicto defense should apply.

In response to MicroTech’s motion, Autonomy argues
that Autonomy itself was not in pari delicto because the
officers and directors who carried out the misconduct with
MicroTech—primarily Lynch and Hussain—acted adversely
to Autonomy’s interests. Whether that was so is not obvious.
Autonomy has not identified any way in which Lynch and
Hussain’s interests differed from those of other Autonomy
shareholders, nor has Autonomy cited authority for the
proposition that efforts to inflate a corporation’s value leading
up to an acquisition can be considered adverse to the interests
of that corporation. On the other hand, Autonomy alleges
that the conduct at issue caused Autonomy to make payments
to MicroTech without receiving any meaningful assistance
with software sales, see Am. Counterclaim ¶¶ 13–16, and
specifically alleges that such payments harmed Autonomy,

id. ¶ 23. 5  While there may be reason to believe that
Autonomy and its other shareholders benefited from Lynch
and Hussain’s alleged conduct in courting an acquisition at
artificially inflated stock price, there is no basis to resolve on
the pleadings whether any benefit to Autonomy outweighed
the payments that Lynch and Hussain allegedly authorized
to MicroTech for no real value in return. But again, even if
Lynch and Hussain’s decisions ultimately harmed Autonomy
because the benefit of an inflated stock price was not worth
the payments made to MicroTech, it is not obvious that Lynch
and Hussain’s interests differed from Autonomy’s interests.
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*7  At an earlier stage of the case, the question of whether
Lynch and Hussain acted adversely to Autonomy might
warrant dismissal of the complaint with leave to amend to
more clearly allege such adverse interest. Motions under Rule
12(c) must be brought “early enough not to delay trial,”
however, and there is insufficient time remaining before
the October 15, 2018 pretrial conference to resolve another
round of amended pleadings and challenges thereto without
delaying trial. Fed. R. Civ. P. 12(c). The Court therefore
declines to grant MicroTech’s motion on this basis.

Even if Lynch and Hussain acted adversely to Autonomy,
MicroTech would prevail on an in pari delicto defense if
those individuals could be considered alter egos of Autonomy
such that the “sole actor” exception applied. Autonomy’s
allegations that Lynch and Hussain “effectively controlled
Autonomy, Inc.’s business affairs,” Am. Counterclaim ¶ 9,
and that they “controlled and dominated Autonomy, Inc.
affairs,” id. ¶ 17, track the language used in some “sole actor”
cases and provide at least some support for applying that rule

here. See, e.g., Casey, 127 Cal. App. 4th at 1443–44, 26
Cal.Rptr.3d 527 (2005) (discussing the lack of allegations in
that case that individuals “so ‘dominated and controlled’ [a
corporation] that their wrongdoing should be imputed to the
corporation.”). Generally, however, California courts have
framed the question not only as one of control, but also
of ownership. See, e.g., Ucker, 244 Cal. App. 4th at 798,
198 Cal.Rptr.3d 620 (addressing whether “the principal was

‘owned’ and ‘controlled by’ the agent” (quoting Peregrine
Funding, 133 Cal. App. 4th at 679, 35 Cal.Rptr.3d 31)
(emphasis added) ). Most if not all cases applying this

exception have done so where the individual or individuals
at issue wholly owned the corporate entity. See, e.g., id. at
793, 798, 198 Cal.Rptr.3d 620. Some have looked to whether
the corporation was itself a “sham” whose existence should

be disregarded. Peregrine Funding, 133 Cal. App. 4th at
678–79, 35 Cal.Rptr.3d 31 (citing bankruptcy court and Third
Circuit authority). There is no allegation here that Lynch and
Hussain held a complete or controlling ownership interest
in Autonomy, or that Autonomy was a sham corporation.
Moreover, Autonomy’s allegation that Lynch and Hussain
concealed their actions from other members of Autonomy
Corporation plc’s board of directors tends to suggest that
Lynch and Hussain lacked complete control over the company
such that they could be considered alter egos. See Am.
Counterclaim ¶ 17. Viewed in context of counterclaims as
a whole, Autonomy’s allegations that Lynch and Hussain
controlled Autonomy do not rise to the level of establishing
on the pleadings that the sole actor exception applies—and
certainly would not support dismissal without leave to amend,
as would be necessary to grant meaningful relief at this
late stage of the case. MicroTech’s motion for judgment is
therefore DENIED.

IV. CONCLUSION
For the reasons discussed above, both parties' motions for
judgment on the pleadings are DENIED.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2018 WL 4538782

Footnotes

1 The parties have consented to the jurisdiction of the undersigned magistrate judge for all purposes pursuant

to 28 U.S.C. § 636(c).
2 Defendants Autonomy, Inc. and Autonomy Systems Limited filed separate answers, which are substantially

identical in relevant part.
3 Defendants Autonomy, Inc. and Autonomy Systems Limited filed separate counterclaims, which are

substantially identical in relevant part, but use somewhat different paragraph numbers. See Autonomy Reply
(dkt. 154) at 1 n.1 (stating that the “Counterclaims are substantively the same for all purposes relevant to
this Reply.”). For simplicity, this order includes citations only to Autonomy, Inc.’s counterclaim. Autonomy
Systems Limited’s counterclaim may be found at docket entry 137.
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4 MicroTechnologies, LLC v. Autonomy, Inc., No. 15-cv-02220-JCS, 2017 WL 1848470 (N.D. Cal. May 8,
2017).

5 It is also perhaps worth noting that the essence of Autonomy’s breach of fiduciary duty claim, which MicroTech
does not challenge on the pleadings except on the basis of its in pari delicto defense, is that Lynch and
Hussain acted contrary to the interests of Autonomy. See Am. Counterclaim ¶ 21.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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2019 WL 476004
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

Leon D. MILBECK
v.

TRUECAR, INC. et al.

Case No. 2:18-cv-02612-SVW-AGR
|

Filed 02/05/2019

Attorneys and Law Firms

Justin B. Farar, Mario Man-Lung Choi, Laurence D King,
Kaplan Fox and Kilsheimer LLP, San Francisco, CA, Frederic
S. Fox, Pro Hac Vice, Jason A. Uris, Pro Hac Vice, Jeffrey
P. Campisi, Pro Hac Vice, Robert N. Kaplan, Pro Hac Vice,
Kaplan Fox and Kilsheimer LLP, New York, NY, for Leon D.
Milbeck.

Boris Feldman, Catherine E Moreno, Jerome F. Birn, Jr.,
Wilson Sonsini Goodrich and Rosati PC, Palo Alto, CA,
Nicholas R. Miller, Wilson Sonsini Goodrich and Rosati PC,
Washington, DC, for TrueCar, Inc. et al.

Proceedings: IN CHAMBERS ORDER DENYING
DEFENDANTS' MOTION TO DISMISS [88]

STEPHEN V. WILSON, U.S. DISTRICT JUDGE

*1  A motion to dismiss under Rule 12(b)(6) challenges
the legal sufficiency of the claims stated in the complaint.
Fed. R. Civ. P. 12(b)(6). To survive a motion to dismiss, a
complaint “must contain sufficient factual matter, accepted as
true, to ‘state a claim to relief that is plausible on its face.’

” Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) (quoting

Bell Atlantic Corp. v. Twombly, 550 U.S. 544, 570 (2007) ).
claim is plausible on its face “when the plaintiff pleads factual
content that allows the court to draw the reasonable inference
that the defendant is liable for the misconduct alleged.”
Id. Rule 9(b) “requires particularity when pleading ‘fraud
or mistake.’ ” Iqbal, 566 U.S. at 686. “Allegations in the
complaint, together with reasonable inferences therefrom, are

assumed to be true for purposes of the motion.” Odom
v. Microsoft Corp., 486 F.3d 541, 545 (9th Cir. 2007).

The Court has reviewed Plaintiff's Amended Class Action
Complaint, Dkt. 47, and Defendants' motion to dismiss,
Dkt. 88. For purposes of the motion-to-dismiss stage,
Plaintiff has adequately alleged—under both the plausibility
and heightened pleading standards—that Defendants made
materially false and misleading statements by making risk
statements regarding TrueCar's reliance on USAA's website
without alerting the public that the risk had already come to
fruition and by falsely representing that USAA would be a
key driver of unit and revenue growth in 2017. Furthermore,
Plaintiff has adequately alleged a strong inference of scienter
by alleging that Defendants knew about USAA's website
redesign and its impact as of January 2017 and that
Guthrie and Pierantoni sold TrueCar stock in sales that were
suspicious in their timing, size, and amount, especially in light
of Guthrie's and Pierantoni's prior sales. Assuming, as it must,
the allegations to be true, the Court DENIES Defendants'
motion to dismiss.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2019 WL 476004

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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2011 WL 13213575
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

NAUTILUS, INC., a Washington
corporation, Plaintiff,

v.
CHUNCHAI YU, an individual; Steven Burnstein,

an individual; Dr Trade International, Inc., a
California corporation; Rodney Timmerwilke, an
individual; and Does 1–10, inclusive, Defendants.

Case No. CV 10–00624 MMM (MANx)
|

Signed 12/19/2011

Attorneys and Law Firms

Jerome H. Friedberg, Isaacs Friedberg LLP, Patricia S.
Riordan, Samuel R. Watkins, Theodora Oringher Miller and
Richman PC, Los Angeles, CA, for Plaintiff.

Chunchai Yu, Chino, CA, pro se.

ORDER GRANTING PLAINTIFF'S
MOTION FOR DEFAULT JUDGMENT

AND PERMANENT INJUNCTION

MARGARET M. MORROW, UNITED STATES DISTRICT
JUDGE

*1  On January 28, 2010, Nautilus, Inc. commenced
this action against Chunchai Yu, Steven Burnstein, and
certain fictitious defendants for trademark infringement, trade
dress infringement, false designation of origin, unlawful
importation of goods, patent infringement, and unfair

competition. 1  That same day, plaintiff served Burnstein;
Burnstein, however, failed to appear or respond to plaintiff's

complaint. 2  On August 4, 2010, plaintiff filed a request for

the clerk to enter Burnstein's default. 3  The clerk did so on

August 5, 2010. 4  Thereafter, on August 26, 2010, plaintiff

moved for entry of default judgment against Burnstein, 5

which the court granted on November 8, 2010. 6  On March

31, 2011, after filing an amended complaint, 7  plaintiff
moved for entry of default judgment against four additional

defendants: Yu, 8  Stanley Yang, DR Trade, International Inc.

(“DR Trade”), and Rodney Timmerwilke. 9  Plaintiff also
requested that the court revise its order granting default
judgment against Burnstein under Rule 54(b) of the Federal

Rules of Civil Procedure. 10

I. FACTUAL AND PROCEDURAL BACKGROUND

A. Allegations in Nautilus's Amended Complaint
*2  Nautilus Inc., owns and markets Bowflex brand exercise

equipment, and owns the Bowflex trademarks. It alleges
that it has used the marks “BOWFLEX”, “BOWFLEX
XTREME”, “SELECTTECH”, and the Bowflex “B” design
(collectively, the “Bowflex trademarks” or “Bowflex marks”)
in connection with the marketing and sale of its Bowflex

brand exercise equipment for a number of years. 11  Plaintiff
asserts that it is the owner of U.S. Trademark registration
numbers 1,416,128; 3,089,399; 3,099,981; and 3,127,405,
which were issued in November 1986, May 2006, June 2006,
and August 2006 respectively, and which remain in full force

and effect. 12  Plaintiff has filed and recorded copies of the
registration certificates for these marks with the U.S. Bureau

of Customs and Border Protection (“CBP”). 13  It contends
that its Bowflex marks are among the most widely recognized
marks in the United States, and that its exercise equipment is

one of the most popular brands in the country. 14

Plaintiff also asserts that it owns the “Bowflex Trade Dress,”
which appears on its Bowflex Selecttech line of dumbbells

and dumbbell stands. 15  It contends that the trade dress is
nonfunctional and unique and distinctive in design. Plaintiff
has advertised the availability of its products and services
under the “BOWFLEX SELECTTECH” trade dress to the

public at considerable expense; 16  as a result of its efforts,
the Bowflex trade dress has purportedly come to be identified
with and distinguish plaintiff's goods from those of its

competitors, and to symbolize the goodwill of its business. 17

For these reasons, plaintiff maintains, the trade dress is of
great value to it.

Finally, plaintiff alleges that it is the owner of the following
patents: (1) Weight Selection Methods and Apparatus, Patent
No. 7,077,791 issued in July 2006; (2) Adjustable Dumbbell
System, Patent No. 7,261,678 issued in August 2007; (3)
Adjustable Dumbbell Support Base, Patent No. 508,628
issued in August 2005; (4) Adjustable Dumbbell, Patent
No. 540,405 issued on April 10, 2007; and (5) Adjustable
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Dumbbell, Patent No. 540,894 issued on April 17, 2007

(collectively, the “Bowflex patents”). 18

Plaintiff alleges that defendants Yu, Burnstein, Yang, and
DR Trade imported and sold counterfeit exercise equipment

that infringes its trademarks, trade dress, and patents. 19  The
complaint asserts that CBP periodically inspects a fraction

of the merchandise imported into the United States, 20

and that on or about July 14, 2009, CBP allegedly found
three hundred pieces of counterfeit exercise equipment

imported in Yu's name. Yu is Burnstein's wife. 21  CBP
seized the equipment and served a “Notice of Seizure of

Infringing Merchandise” on plaintiff in October 2009. 22

Plaintiff inspected samples of the equipment and confirmed

that it was indeed counterfeit. 23  Plaintiff alleges that Yu
and Burnstein have imported more than thirty-eight ocean
shipping containers containing counterfeit Bowflex Product,

worth at least $4.5 million. 24

Plaintiff also alleges that as the result of another inspection
on September 30, 2009, CBP discovered that a shipment
imported into the United States in the name of DR Trade
contained a commercial quantity of counterfeit exercise
equipment bearing spurious marks that were identical or

substantially indistinguishable from the Bowflex marks. 25

Plaintiff alleges that together, Yang and his company DR
Trade have imported more than seventy-three ocean shipping
containers from entities in China containing counterfeit

Bowflex product, worth at least $11.5 million. 26

*3  Plaintiff asserts that in June 2010, private
investigators working for it responded to an offer to
sell BOWFLEX SELECTTECH dumbbells on the website
www.craigslist.org. The seller of the dumbbells met
Nautilus's private investigators in the parking lot of
a Yum Yum Donuts shop in Covina, California, and

concluded the transaction. 27  Plaintiff alleges that the seller

of these SELECTTECH dumbbell was Timmerwilke. 28

Timmerwilke allegedly told the investigators that he had
not imported the goods, but acted as a middleman for the
importer, who maintained a warehouse in Fountain Valley,

California. 29  Plaintiff alleges that the importer described by
Timmerwilke is Yang; the warehouse is the building where

DR Trade does business. 30

Plaintiff contends that between July 2008 and November
2009—the period during which the import activities of Yu,
Burnstein, Yang, and DR Trade were at their peak—there
were more than 290 phone telephone conversations between

Yu and/or Burnstein and Yang. 31  It asserts that many of
these calls are grouped around the dates Yu's and Burnstein's

shipments were imported. 32  Plaintiff also alleges that Yu,
Burnstein, Yang, and DR Trade have all imported exercise
equipment from a company named Zhejiang Health Ascend

Industry Ltd. 33  It asserts that the sheer number and temporal
grouping of telephone calls between Yu and/or Burnstein and
Yang, combined with the fact that they shared a common
source for known counterfeit BOWFLEX brand exercise
equipment, strongly suggest a coordinated and mutual effort
by Yu, Burnstein, and Yang to import counterfeit BOWFLEX

brand exercise equipment into the United States. 34

Plaintiff asserts that the seized exercise equipment and/or
its packaging bore counterfeit versions of the “BOWFLEX”,
“BOWFLEX XTREME”, “SELECTTECH”, and Bowflex
“B” Design trademarks, that it embodied one or more of the
inventions and designs protected by the Bowflex patents, and
that it bore a “striking resemblance [that was] confusingly
similar[ ] to genuine BOWFLEX exercise equipment having

the Bowflex Trade Dress.” 35  It maintains that defendants
imported the equipment referenced in the notice of seizure
as part of ongoing efforts to sell and/or distribute counterfeit
BOWFLEX brand exercise equipment, and contends that
defendants are engaged or otherwise involved in facilitating
the commercial importation of counterfeit BOWFLEX brand

exercise equipment into the United States. 36  Plaintiff alleges
that, as a result of defendants' actions, it is losing sales and
goodwill, and the value of its Bowflex Marks, Bowflex Trade
Dress, and Bowflex Patents has been diminished. It contends

these losses will continue if defendants are not enjoined. 37

Plaintiff's complaint pleads eight claims: (1) federal
trademark infringement under section 32(1) of the Lanham

Act, 15 U.S.C. § 1114(1); 38  (2) false designation of
origin and trademark and trade dress infringement under

section 43(a)(1)(A) of the Lanham Act, 15 U.S.C. §

1125(a)(1)(A); 39  (3) unlawful importation of goods bearing
infringing marks under section 42 of the Lanham Act,

15 U.S.C. § 1124; 40  (4) unlawful importation of goods
bearing registered U.S. trademarks in violation of section

526(a) of the Tariff Act, 19 U.S.C. § 1526(a); 41  (5) patent
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infringement in violation of section 271 and 289 of the

Patent Act, 35 U.S.C. §§ 271; 42  (6) unfair competition
in violation of California's Unfair Business Practices Act,

California Business & Professions Code §§ 17200 et

seq.; 43  (7) common law unfair competition and trademark

infringement; 44  and (8) civil conspiracy. 45

B. Procedural History and Motion for Default
Judgment

*4  As noted, on November 5, 2010, plaintiff filed an
amended complaint adding defendants Yang, DR Trade, and
Timmerwilke. On January 10, 2011, the court issued an order
to show cause why Yu's answer to the original complaint
should not be stricken and her default entered due to her
failure to appear at the scheduling conference, and why
default should not be entered against Yang, DR Trade, and
Timmerwilke for failure to file a response to the amended

complaint. 46  On February 10, 2011, the court struck Yu's
answer and directed the clerk to enter the defaults of the

four defendants. 47  The clerk did so that same day. 48  On
March 31, 2011, plaintiff moved for entry of default judgment

against Yu, 49  Yang, DR Trade, and Timmerwilke. 50  It seeks
statutory damages, post-judgment interest, and injunctive

relief, 51  and asks that the court award additional statutory

damages against Burnstein. 52

II. DISCUSSION

A. Legal Standard Governing Compliance with

Rule 55 of the Federal Rules of Civil Procedure and
Local Rule 55–1

Local Rule 55–1 requires that a party moving for default
judgment submit a declaration (1) indicating when and
against what party default has been entered; (2) identifying
the pleading as to which default has been entered; (3) stating
whether the defaulting party is an infant or incompetent
person, and if so, whether that person is represented
by a general guardian, committee, conservator or other
representative; (4) representing that the Servicemembers
Civil Relief Act, 50 App. U.S.C. § 521, does not apply; and (5)
affirming that notice has been served on the defaulting party,

if required by Rule 55(b)(2). 53

Plaintiff has complied with these requirements. 54  Its attorney
has submitted a declaration stating that none of the defendants
responded to the court's order to show cause why default

should not be entered. 55  The declaration identifies the

pleading as to which their defaults were entered. 56  It also
states that defendants are not minors, infants, or incompetent

persons, 57  and that defendants are not in the military, based
on a search for their names and birth dates on the Department

of Defense's Manpower Data Center website. 58  The clerk
entered the defaults of all of these defendants on February

10, 2011. 59  On April 8, 2011, plaintiff served each defendant
with its motion for entry of default judgment and a copy

of the Watkins and Porter declarations. 60  Plaintiff has thus
complied with the procedural prerequisites for entry of default
judgment. See, e.g., Elektra Entertainment Group Inc. v.
Crawford, 226 F.R.D. 388, 392 (C.D. Cal. 2005) (finding

that the procedural requirements of Rule 55 and Local
Rule 55–1 were met where plaintiff submitted declarations
addressing each required factor).

B. Legal Standard Governing Default Judgment—the
Eitel Factors

*5  A court, in its discretion, may enter default judgment
against a party following the entry of that party's default by

the clerk under Rule 55(b). See Pepsico v. California
Security Cans, 238 F.Supp.2d 1172, 1174 (C.D. Cal. 2002);
Kloepping v. Firemen's Fund, No. C 94–2684 TEH, 1996
WL 75314, *2 (N.D. Cal. Feb. 13, 1996). Once a defendant's
default has been entered, the factual allegations of the
complaint, except those concerning damages, are deemed
to have been admitted by the non-responding party. See

FED.R.CIV.PROC. 8(d); see also, e.g., Geddes v. United
Financial Group, 559 F.2d 557, 560 (9th Cir. 1977) (“The
general rule of law is that upon default the factual allegations
of the complaint, except those relating to the amount of
damages, will be taken as true” (citations omitted)). The court
must still “consider[, however,] whether the unchallenged
facts constitute a legitimate cause of action, since a party
in default does not admit mere conclusions of law.” 10A
Charles Alan Wright, Arthur R. Miller, & Mary Kay Kane,
FEDERAL PRACTICE AND PROCEDURE: CIVIL 3D §

2688, at 63 (1998) (footnote omitted); see also Cripps v.
Life Ins. Co. of North America, 980 F.2d 1261, 1267 (9th
Cir. 1992) (“[N]ecessary facts not contained in the pleadings,
and claims which are legally insufficient, are not established
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by default”); Doe v. Qi, 349 F.Supp.2d 1258, 1272
(N.D. Cal. 2004) (“[Although] the factual allegations of [the]
complaint together with other competent evidence submitted
by the moving party are normally taken as true ... this Court
must still review the facts to insure that the Plaintiffs have
properly stated claims for relief”).

If the court determines that the allegations in the complaint
are sufficient to establish liability, it must then determine
the “amount and character” of relief that should be awarded.
10A Wright, Miller, & Kane, supra, § 2688, at 63; Crawford,
226 F.R.D. at 394 (the district court has “wide latitude” and
discretion in determining the amount of damages to award in
a default judgment, quoting James v. Frame, 6 F.3d 307, 310
(5th Cir. 1993)).

C. Whether the Eitel Factors Favor Entry of Default
Judgment in Plaintiff's Favor

“The grant or denial of a motion for the entry of a default

judgment is within the discretion of the court.” Warner
Bros. Entertainment Inc. v. Caridi, 346 F.Supp.2d 1068, 1071
(C.D. Cal. 2004) (citing cases). In the Ninth Circuit, the
court must consider the following factors in exercising its
discretion: (1) the possibility of prejudice to the plaintiffs; (2)
the merits of plaintiffs' substantive claims; (3) the sufficiency
of the complaint; (4) the sum of money at stake in the action;
(5) the possibility of a material factual dispute; (6) whether
the default was a product of excusable neglect; and (7) the

policy favoring decisions on the merits. Eitel v. McCool,
782 F.2d 1470, 1471–72 (9th Cir. 1986).

1. Possibility of Prejudice to Plaintiff

The first Eitel factor considers whether a plaintiff will suffer

prejudice if default judgment is not entered. Pepsico,

238 F.Supp.2d at 1177; see also Eitel, 782 F.2d at
1471–72. Since the facts in the complaint are deemed true,
the court concludes that plaintiff would, in fact, suffer
prejudice if judgment were not entered in its favor. Absent
entry of a default judgment, plaintiff will be unable to
stop defendants' future, and continuing, sales of counterfeit
exercise equipment that exploits the Bowflex trademarks,
trade dress, and patents. Plaintiff stands to lose substantial
revenue as a result of such sales, faces dilution of its customer

base, and will most probably lose goodwill. This factor,
therefore, favors entry of a default judgment.

2. Substantive Merits of the Claims
and Sufficiency of the Complaint

The second and third Eitel factors assess the substantive merit
of plaintiff's claims, and the sufficiency of its complaint;
they “require that a plaintiff state a claim on which [it] may

recover.” See Pepsico, 238 F.Supp.2d at 1175; see also

Discovery Communications, Inc. v. Animal Planet, Inc.,
172 F.Supp.2d 1282, 1288 (C.D. Cal. 2001) (“The Ninth
Circuit has suggested that the [ ] two Eitel factor[s] involving
the substantive merits of Plaintiff's claims and the sufficiency
of the complaint [ ] ‘require that plaintiff's allegations state

a claim on which [it] may recover,’ ” quoting Danning
v. Lavine, 572 F.2d 1386, 1388 (9th Cir. 1978)). The court
therefore evaluates plaintiff's substantive claims.

a. Trademark Infringement Under § 32 of the
Lanham Act and Unfair Competition Under

California Business & Professions Code § 17200

*6  Plaintiff's first and sixth causes of action state claims
for infringement of registered trademarks under § 32(1) of

the Lanham Act, and unfair competition under California
Business & Professions Code §§ 17200 et seq. respectively.

“An action for unfair competition under Cal. Bus. &
Prof. Code §§ 17200 et seq. is ‘substantially congruent’ to
a trademark infringement claim under the Lanham Act.”

Academy of Motion Picture Arts & Scis. v. Creative House
Publ'ns, Inc., 944 F.2d 1446, 1457 (9th Cir. 1991). Therefore,
when federal trademark and unfair competition claims are
based on the same infringing conduct, courts apply the same

analysis to both claims. See Interstellar Starship Servs.
Ltd. v. Epix, Inc., 184 F.3d 1107, 1110 (9th Cir. 1999) (“The
ultimate test for unfair competition is exactly the same as for
federal trademark infringement, that is whether the purchaser
is likely to be deceived or confused by the similarity of the

marks”); Duncan v. Stuetzle, 76 F.3d 1480, 1491 n. 17 (9th
Cir. 1996) (“[S]tate common-law claims of unfair competition
and actions pursuant to California statute prohibiting unfair
business practices are ‘substantially congruent’ to claims
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made under Lanham Act”); Affinity Group, Inc. v. Balser
Wealth Management, LLC, No. CV 05–01555 WQH (LSP),
2007 WL 1111239, *2 (S.D. Cal. Apr. 10, 2007) (“The
elements necessary to establish trademark infringement and
unfair competition claims are identical”).

To succeed on its federal trademark infringement claim
and, therefore, on its unfair competition claims, plaintiff
must establish: (1) ownership of the trademarks at issue;
(2) use by defendants, without authorization, of a copy,
reproduction, counterfeit, or colorable imitation of the marks
in connection with the sale, distribution, or advertising of
goods and services; and (3) that defendant's unauthorized
use of the marks is likely to cause confusion, to cause

mistake or to deceive. 15 U.S.C. § 1114(a); Discovery
Communications, 172 F.Supp.2d at 1288.

(1) Ownership of the Marks and Unauthorized
Use in Connection with Commerce

Registration of a mark is “prima facie evidence of the validity
of the registered mark[,] ... of the registrant's ownership
of the mark, and ... [of the] exclusive right to use the
registered mark in commerce on or in connection with the
goods or services specified in the registration.” 15 U.S.C. §

1115(a); Brookfield Communications, Inc. v. West Coast
Entertainment Corp., 174 F.3d 1036, 1047 (9th Cir. 1999)
(plaintiff's “registration of the mark on the Principal Register
in the Patent and Trademark Office constitutes prima facie
evidence of the validity of the registered mark and of
[plaintiff's] exclusive right to use the mark on the goods
and services specified in the registration”). Where a plaintiff
adduces proof of registration, the burden shifts to defendant

to rebut the presumption of ownership. See, e.g., Sengoku
Works Ltd. v. RMC Int'l, Ltd., 96 F.3d 1217, 1219 (9th Cir.
1996) (“It is axiomatic in trademark law that the standard test
of ownership is priority of use. To acquire ownership of a
trademark it is not enough to have invented the mark first or
even to have registered it first; the party claiming ownership
must have been the first to actually use the mark in the sale of
goods or services.... When proving ownership of a trademark,
federal registration of the mark is prima facie evidence that the
registrant is the owner of the mark. Therefore, the registrant is
granted a presumption of ownership, dating to the filing date
of the application for federal registration, and the challenger
must overcome this presumption by a preponderance of the
evidence” (citation omitted)).

Plaintiff has registered the “BOWFLEX”, “BOWFLEX
XTREME”, “SELECTTECH”, and Bowflex “B” trademarks
with the United States Patent and Trademark Office, and

provided the applicable registration numbers. 61  It utilizes
the Bowflex trademarks in connection with the marketing
and sale of Bowflex exercise equipment, and has done so
for a number of years. Having failed to appear, defendants
have adduced no evidence to overcome the presumption of
ownership raised by these facts. The court thus concludes that
plaintiff has established ownership of the Bowflex marks.

*7  The facts alleged in the complaint, which are admitted as
true given defendants' default, establish that the marks have
used the Bowflex marks in connection with the sale, offering

for sale, distribution, or advertising of goods. 62  Plaintiff

asserts that it did not authorize defendants to use the marks, 63

and the second element of federal trademark infringement and
unfair competition claims is thus satisfied as well.

(2) Likelihood of Confusion

“The test for likelihood of confusion is whether a ‘reasonably
prudent consumer’ in the marketplace is likely to be confused
as to the origin of the good or service bearing one of

the marks.” Dreamwerks Production Group, Inc. v. SKG
Studio, d/b/a Dreamworks SKG, 142 F.3d 1127, 1129 (9th
Cir. 1998) (footnote omitted). The Ninth Circuit has identified
eight factors that should be considered in making this
assessment: (1) the strength of the mark; (2) the proximity
or relatedness of the goods; (3) the marks' similarity in
appearance, sound, and meaning; (4) evidence of actual
confusion; (5) the degree to which the parties' marketing
channels converge; (6) the type of goods at issue, and the
degree of care customers are likely to exercise in purchasing
those goods; (7) evidence of defendants' intention in selecting
and using the allegedly infringing mark; and (8) the likelihood

that the parties will expand their product lines. AMF Inc. v.
Sleekcraft Boats, 599 F.2d 341, 349 (9th Cir. 1979), abrogated

in part on other grounds as recognized in Mattel, Inc. v.
Walking Mountain Productions, 353 F.3d 792, 810 n. 19 (9th

Cir. 2003); see also, e.g., GoTo.com, Inc. v. Walt Disney
Co., 202 F.3d 1199, 1205 (9th Cir. 2000) (reciting the eight
Sleekcraft factors).
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Although assessing likelihood of confusion under this eight-
factor test is generally a factual determination, “in cases
involving counterfeit marks, it is unnecessary to perform the
step-by-step examination ... because counterfeit marks are

inherently confusing.” Phillip Morris USA Inc. v. Shalabi,

352 F.Supp.2d 1067, 1073; see also Gucci America,
Inc. v. Duty Free Apparel, Ltd., 286 F.Supp.2d 284, 287
(S.D.N.Y. 2003) (“[C]ounterfeits by their very nature, cause
confusion”).

The exercise equipment defendants marketed and sold
bears marks that are “either identical with or substantially
indistinguishable from the [four registered] Bowflex

Marks.” 64  In fact, CBP officials were able to identify
defendants' shipment of goods as counterfeit Bowflex
exercise equipment based on the similarity of the marks and

the equipment's similarities to genuine Boxflex product. 65

An ordinary consumer encountering the marks in the
marketplace, therefore, would likely be confused by the
similarities. The buying public, moreover, would likely
believe that the counterfeit goods came from the same source
as bona fide Bowflex products. The third and final element of
federal trademark infringement and unfair competition claims
is therefore satisfied.

b. False Designation of Origin and
Trademark and Trade Dress Infringement

in Violation of § 43(a)(1) of the Lanham Act

Plaintiff's second claim against defendants alleges false
designation of origin, and trademark and trade dress
infringement in violation of § 43(a)(1)(A) of the Lanham Act,

15 U.S.C. § 1125(a)(1)(A). Unlike trademark infringement
claims under § 32 of the Lanham Act, which concern
registered marks only, claims under § 43(a) of the Lanham Act
apply both to registered and unregistered marks, and protect

against a wider range of practices. E. & J. Gallo Winery v.
Gallo Cattle Co., 967 F.2d 1280, 1288 n. 2 (9th Cir. 1992).

(1) Trademark Infringement Under § 43(a)

*8  Though pled as two distinct claims, “the essential
elements of the [§ 32 and § 43(a) ] claims are identical....”

Phillip Morris USA Inc., 352 F.Supp.2d at 1072; see

also Brookfield Communications, 174 F.3d at 1047 n.8
(“Brookfield frames its claims under sections 32 and 43(a)
of the Lanham Act in terms of trademark infringement
and unfair competition, respectively. Whereas section 32
provides protection only to registered marks, section 43(a)
protects against infringement of unregistered marks and
trade dress as well as registered marks. Despite these
differences, the analysis under the two provisions is

oftentimes identical” (citations omitted)); Duncan, 76 F.3d
at 1491 n. 17. Based on the court's discussion of plaintiff's
§ 32 claims, it concludes that plaintiff has alleged sufficient
facts to state a claim for infringement under Lanham Act §
43(a) as well.

(2) Trade Dress Infringement Claim Under § 43

“In contrast to a trademark, ‘trade dress’ refers to the ‘total
image of a product’ and may include features such as
size, shape, color, color combinations, texture or graphics.”

International Jensen, Inc. v. Metrosound U.S.A., Inc., 4

F.3d 819, 822 (9th Cir. 1993) (citing Vision Sports, Inc.
v. Melville Corp., 888 F.2d 609, 613 (9th Cir. 1989)). To
recover for trade dress infringement under section 43(a), a
plaintiff must show (1) that its trade dress is protectable, i.e.,
that it is distinctive or has acquired secondary meaning, and
that it is nonfunctional, and (2) that defendant's use of the
same or similar trade dress is likely to confuse customers.

See Kendall–Jackson Winery v. E. & J. Gallo Winery, 150

F.3d 1042, 1046–47 (9th Cir. 1998); Rachel v. Banana
Republic, Inc., 831 F.2d 1503, 1506 (9th Cir. 1987) (A “trade
dress may be protected if it is nonfunctional and has acquired
secondary meaning and if its imitation creates a likelihood of

consumer confusion,” quoting Fuddruckers, Inc. v. Doc's
B.R. Others, Inc., 826 F.2d 837, 842 (9th Cir. 1987)). Under
the first prong of the test, “[a] product feature is functional if
it is essential to the product's use or if it affects the cost and

quality of the product.” Rachel, 831 F.2d at 1506 (citing

Fuddruckers, 826 F.2d at 842).

Plaintiff's complaint describes the elements of its trade dress,
the extent to which plaintiff has used the trade dress, the
distinctive and nonfunctional nature of the trade dress, and

the fame of the trade dress. 66  The trade dress includes
distinctive and non-functional features such as curved hand
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grips, sculpted and ridged individual weights, a three-tiered
and adjustable weighting system at each end of plaintiff's
barbells, weight stands designed specifically to match the
shapes and sizes of plaintiff's dumbbell weights, ridged
weights shaped to lock in place when stacked together, and

other features. 67  Plaintiff asserts that the trade dress has

acquired secondary meaning in the minds of consumers, 68

and consequently that defendants' appropriation of the trade

dress is likely to cause confusion and to deceive customers. 69

Plaintiff has thus adequately pled the elements of a trade dress
infringement claim.

(3) False Designation of Origin Claim

To prevail on a false designation of origin claim, plaintiff
“must establish that Defendant used in commerce any word,
term, name, symbol, or device, or any combination thereof ...
which is likely to cause confusion, or to cause mistake, or
to deceive as to the affiliation, connection, or association of
Defendant with Plaintiff, or as to the origin, sponsorship, or

approval of his goods by Plaintiff.” Philip Morris USA,
Inc. v. Castworld Products, Inc., 219 F.R.D. 494, 499 (C.D.

Cal. 2003) (citing 15 U.S.C. § 1125(a)(1)). 70

*9  Plaintiff contends that defendants have used the Bowflex
trademarks and trade dress in connection with the sale, or
offering for sale, of goods bearing the marks and trade

dress, 71  and that their use of plaintiff's marks and trade

dress causes confusion and deceives customers. 72  Since
plaintiff has alleged facts tending to show that defendants'
counterfeit goods are substantially identical to its products,
such confusion appears inevitable. Accepting the truth of
plaintiff's allegations, as the court must, plaintiff has stated a

claim for false designation of origin under § 1125(a).

c. Patent Infringement Claims

Plaintiff's fifth through ninth claims allege infringement of its
'791, '678, '628, '405, and '894 patents. To prevail on its patent

infringement claims under § 271, plaintiff must prove
that, without its consent, defendants made, used, offered to
sell, or sold any patented invention within the United States,
or “imported into the United States any patented invention

during the term of the patent therefor.” 35 U.S.C. §

271(a). 73

The complaint alleges that plaintiff is the owner of the '791,

'678, '628, '405, and '894 patents, 74  and that defendants
have used the patents in commerce in connection with
the importation and sale of counterfeit exercise equipment

without its consent. 75  Specifically, plaintiff alleges that
defendants imported counterfeit goods into the United States,

and offered those goods for sale. 76  These allegations suffice
to state a claim for patent infringement.

d. Unlawful Importation of
Goods Bearing Infringing Marks

Plaintiff's third and fourth causes of action allege that
defendants unlawfully imported goods bearing infringing
marks in violation of § 42 of the Lanham Act, 15 U.S.C.
§ 1124, and goods bearing registered U.S. trademarks in
violation of § 526(a) of the Tariff Act, 19 U.S.C. § 1526(a).
15 U.S.C. § 1124 bars the importation of goods if they “copy
or simulate” a trademark (i.e., if they bear a counterfeit or
spurious trademark). It provides in pertinent part that

“[e]xcept as provided in subsection (d) of section 526 of
the Tariff Act of 1930 [19 USCS § 1526(d) ], no article
of imported merchandise which shall copy or simulate
the name of any domestic manufacture, ..., or which shall
copy or simulate a trademark registered in accordance with
the provisions of this Act or shall bear a name or mark
calculated to induce the public to believe that the article is
manufactured in the United States, ... shall be admitted to
entry at any customhouse of the United States.”

Section 1526 of the Tariff Act prohibits the importation
of merchandise bearing a registered trademark owned by a
United States trademark holder unless the trademark holder
has consented in writing. Section 1526(a) states, in pertinent
part:

*10  “Except as provided in subsection (d) of this section,
it shall be unlawful to import into the United States any
merchandise of foreign manufacture if such merchandise,
or the label, sign, print, package, wrapper, or receptacle,
bears a trademark owned by a citizen of, or by a corporation
or association created or organized within, the United
States, and registered in the Patent [and Trademark] Office
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by a person domiciled in the United States ... unless written
consent of the owner of such trademark is produced at the
time of making entry.”

To prevail on its unlawful importation claims under § 1124
of the Lanham Act and § 1526(a) of the Tariff Act, plaintiff
must prove that Yu, Burnstein, Yang and DR Trade imported
goods bearing copies or simulations of its federally registered

trademarks. See Sebastian Int'l, Inc. v. Russolillo,

186 F.Supp.2d 1055, 1070–71 (C.D. Cal. 2000); Disenos
Artisticos E Industriales, S.A. v. Work, 676 F.Supp. 1254, 1272
(E.D.N.Y. 1987) (citing 19 U.S.C. § 1526).

Plaintiff alleges that it is the registered owner of the
Bowflex trademarks, and that it recorded copies of the federal
registration certificates for the marks with the United States

Bureau of Customs and Border Patrol. 77  The complaint

further alleges that Yu, 78  Burnstein, 79  Yang, 80  and DR

Trade 81  imported exercise equipment bearing counterfeit
or spurious Bowflex marks into the United States without

its consent. 82  Plaintiff has therefore sufficiently pled that
these defendants unlawfully imported counterfeit goods in
violation of the Lanham Act and the Tariff Act.

e. Common Law Unfair Competition

To prevail on its common law unfair competition claim,
plaintiff must prove that defendants “passed off” their
products as plaintiff's, or as somehow related to, associated

with, or sponsored or endorsed by plaintiff. See Bank of
the West v. Super. Ct., 2 Cal.4th 1254, 1263 (1992) (“The
common law tort of unfair competition is generally thought
to be synonymous with the act of ‘passing off’ one's goods
as those of another.... According to some authorities, the tort
also includes acts analogous to ‘passing off,’ such as the sale
of confusingly similar products, by which a person exploits a
competitor's reputation in the market”).

Plaintiff alleges that defendants “pass[ed] off” counterfeit
goods as [its] Bowflex products by “arrang[ing] for and
import[ing] the shipment referenced in the Notice of Seizure
in connection with [their] ongoing efforts to sell, offer for
sale, and/or distribute counterfeit BOWFLEX brand exercise

equipment....” 83  This allegation suffices to allege passing

off. See, e.g., DaimlerChrysler AG v. Bloom, 315 F.3d 932,

937 (8th Cir. 2003) (“Passing off occurs where a company
sells its goods or services under the pretense that they are

the goods or services of another”); The Topps Co., Inc. v.
Gerrit J. Verburg Co., 961 F.Supp. 88, 90 (S.D.N.Y. 1997)
(applying New York law and stating that “[n]o actual sale
is required for [passing off]; it is enough that the goods

are offered for sale”); Whelen Engineering Co., Inc. v.
Tomar Electronics, Inc., 672 F. Supp. 659, 662–63 (D. Conn.
1987) (rejecting the argument that passing off requires an
actual sale). Plaintiff represents that Yu and Burnstein sold the
goods directly to consumers via the web-based auction site,

www.eBay.com. 84  It asserts that Yang, 85  DR Trade, 86  and

Timmerwilke 87  sold counterfeit Bowflex equipment. Thus,
plaintiff has adequately alleged the elements of a common law

unfair competition claim as to all defendants. 88

f. Civil Conspiracy

*11  In its twelfth claim for relief, plaintiff contends
that Yu, Burnstein, Yang, DR Trade, and Timmerwilke
conspired to import, sell, and/or offer for sale commercial
quantities of counterfeit exercise equipment. “A conspiracy
does not stand as an independent claim, rather it is a legal
doctrine to establish joint liability by the conspirators for

the underlying tort.” Entertainment Research Group v.
Genesis Creative Group, 122 F.3d 1211, 1228 (9th Cir. 1997)

(citing Applied Equipment Corp. v. Litton Saudi Arabia

Ltd., 7 Cal.4th 503, 511 (1994)); see also Kidron v. Movie
Acquisition Corp., 40 Cal.App.4th 1571, 1581 (1995) (“As
is well established, civil conspiracy is not an independent
tort .... Rather, civil conspiracy is a ‘legal doctrine that
imposes liability on persons who, although not actually
committing a tort themselves, share with the immediate
tortfeasors a common plan or design in its perpetration,’

” citing Applied Equipment Corp.,7 Cal.4th at 510–
11). “Liability for civil conspiracy generally requires three
elements: (1) formation of the conspiracy (an agreement
to commit wrongful acts); (2) operation of the conspiracy
(commission of the wrongful acts); and (3) damage resulting

from operation of the conspiracy.” People v. Beaumont

Inv., Ltd., 111 Cal.App.4th 102, 137 (2003) (citing Applied

Equipment Corp., 7 Cal.4th at 511); see also Gonzales v.
Lloyds TSB Bank, PLC, 532 F.Supp.2d 1200, 1207 (C.D. Cal.
2006) (“The elements of an action for civil conspiracy are
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the formation and operation of the conspiracy and damage
resulting to plaintiff from an act or acts done in furtherance

of a common design,” quoting Applied Equipment Corp.,
7 Cal.4th at 511).

“In addition to those three elements, it has been said that
participants in a conspiracy also must know that their conduct
is wrongful ... [, and that] one harmed by a conspiracy ‘is
entitled to damages from those defendants who concurred in
the tortious scheme with knowledge of its unlawful purpose.’

” Beaumont Inv., Ltd., 111 Cal.App.4th at 137 (quoting

Wyatt v. Union Mortgage Co., 24 Cal.3d 773, 784 (1979));

see also Kidron, 40 Cal.App.4th at 1582 (“The conspiring
defendants must also have actual knowledge that a tort is
planned and concur in the tortious scheme with knowledge

of its unlawful purpose,” citing Wyatt 24 Cal.3d at 784–
86). “However, to the extent that knowledge of the scheme's
unlawful purpose is required, it may be inferred from the
surrounding circumstances, including the nature of the acts
done, the relation of the parties, and the interests of the

defendants.” Beaumont Inv., Ltd., 111 Cal.App.4th at 137

(citing Wyatt 24 Cal.3d at 785).

“By participation in a civil conspiracy, a coconspirator
effectively adopts as his or her own the torts of
other coconspirators within the ambit of the conspiracy.”

Applied Equipment Corp., 7 Cal.4th at 511 (citing

Wyatt, 24 Cal.3d at 784). “In this way, a coconspirator
incurs tort liability co-equal with the immediate tortfeasors.”
Id. See also Vieux v. East Bay Regional Park District, 906
F.3d 1330, 1343 (9th Cir. 1990) (“A civil conspiracy is a
combination ‘of two or more persons who, by some concerted
action, intend to accomplish some unlawful objective for the
purpose of harming another which results in damage’ ”);

Transgo, Inc. v. Ajac Transmission Parts Corp., 768 F.2d
1001, 1020 (9th Cir. 1985) (to prove civil conspiracy, the
alleged conspirators must have reached “a unity of purpose
or a common design and understanding, or a meeting of the
minds in an unlawful arrangement”), cert. denied, 474 U.S.
1059 (1986).

Plaintiff alleges that Yu, Burnstein, Yang, and DR Trade
imported dozens of ocean shipping containers from entities

in China. 89  It asserts that Burnstein and/or Yu, spoke with
Yang by telephone on at least 290 occasions between July

2008 and November 2009—the period during which their

import activities were at their peak. 90  Finally, plaintiff
contends that Yu, Burnstein, Yang, and DR Trade all
have imported exercise equipment made by the same

company in China. 91  Plaintiff's allegations also implicate
Timmerwilke. Specifically, when Nautilus's investigators
confronted Timmerwilke, Timmerwilke explained that he
was a middleman for an importer in Fountain Valley that is

allegedly Yang and Yang's company, DR Trade. 92  Because of
defendants' unlawful activities, plaintiff asserts that it has lost
“enormous goodwill and value it has created in the Bowflex

marks.” 93

*12  Accepting plaintiff's allegations as true, they indicate
that Yu, Burnstein, Yang, DR Trade, and Timmerwilke
worked together to import or to sell counterfeit Bowflex
equipment. First, plaintiff's allegations that Yu and/or
Burnstein, spoke with Yang 290 times in close proximity to
dates on which counterfeit merchandise was shipped to the
United States suggests that Yu, Burnstein, and Yang agreed

to coordinate activities. 94  See Cooper Tire & Rubber Co.
v. Farese, 423 F.3d 446, 458–59 (5th Cir. 2005) (“Cooper
Tire claims tortious interference with contract and business
relations, and civil conspiracy .... The record contains
evidence of phone calls between Farese, Turner, and Kaster,
before and after the dissemination of the affidavit to the
media. It can be inferred that these conversations included
discussions about Barnett and the separation agreement”);
United States v. Shepkaru, 191 Fed. Appx. 893, 897 (11th Cir.
Aug. 4, 2006) (Unpub. Disp.) (“A jury could reasonably infer
by the follow-up calls that Shepkaru had agreed to participate
in the conspiracy”).

Second, the allegation that Yu, Burnstein, Yang, and DR
Trade imported counterfeit Bowflex equipment from the
same company in China is a “surrounding circumstance”
that gives rise to an inference that all defendants knew
that equipment from this company was counterfeit, and
despite that knowledge, agreed to import it into the United
States. This knowledge also supports a finding that there
was an agreement to violate plaintiff's trademark and trade
dress rights. Plaintiff's allegation that defendants imported
counterfeit Bowflex product into the United States and sold
it through various channels indicates that there was more
than just an agreement to import counterfeit product. Rather,
wrongful acts were committed to carry the agreement out.
Because plaintiff alleges that it has suffered actual damages,
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the third and final element of civil conspiracy is satisfied as
well.

Consequently, plaintiff has adequately alleged that defendants
are liable for each other's acts as conspirators. See Richmark
Corp. v. Timber Falling Consultants, Inc., CIV. No. 88–1203–
FR, 1990 WL 84598, *1 (D. Or. May 31, 1990) (“TFC
has submitted evidence sufficient to satisfy the court that
Ever Bright was a joint venturer with Richmark, and is thus
subject to liability under the contract between Richmark and
TFC. The evidence also supports a finding that Ever Bright
participated in a civil conspiracy to fraudulently induce TFC

to enter into the contract”); see also Asis Internet Services
v. Optin Global, Inc., No. C 05–5124 CW, 2006 WL 1820902,
*7 (N.D. Cal. June 30, 2006) (“If Plaintiff successfully pleads
these claims, it would fulfill the civil conspiracy requirement
of pleading an underlying violation.... Plaintiff alleges that
the Mortgage Defendants ‘were informed and knew prior
to conspiring with SPAMMERS that SPAMMERS had been
named in a federal prosecution for violations of the CAN–
SPAM Act and California Business and Professions Code
§ 17529.5.’ However, Plaintiff may prove, consistent with
this allegation, that the Mortgage Defendants entered into
an agreement with the Spammer Defendants with the intent

to commit violations of the anti-spam laws”); AccuImage
Diagnostics Corp v. Terarecon, Inc., 260 F.Supp.2d 941,
951 (N.D. Cal. 2003) (“[P]articipation in a civil conspiracy
can be inferred from circumstantial evidence of defendant's
conduct.... Boyd cannot persuasively argue that plaintiff's
conspiracy claim against him is groundless.... [P]laintiff
pleads facts that sufficiently implicate Boyd in an agreement
to misappropriate AccuImage's intellectual property.... [E]ven
if Boyd did not overtly commit the alleged wrongful acts,
he can be liable as a coconspirator for misappropriation if
he entered the agreement and he allowed Taylor to keep his
laptop and begin new employment with TeraRecon. From this
circumstantial conduct, Boyd's involvement in the conspiracy

can be inferred” (citations omitted)). 95

g. Conclusion Regarding Second and Third Eitel Factors

*13  Plaintiff has pled each of the three elements necessary
to prevail on its federal trademark infringement claim:
ownership of a valid mark; defendants' unauthorized use
of that mark in commerce; and a likelihood of consumer
confusion. The second and third Eitel factors thus favor entry
of default judgment on this claim. For the same reason, those

factors favor entry of default judgment against defendants on

plaintiff's Business & Professions Code § 17200 unfair

competition claim. 96  See, e.g., Inwood Laboratories,
Inc. v. Ives Laboratories, Inc., 456 U.S. 844, 861 (1982)
(“[T]he purpose of the Lanham Act was to codify and
unify the common law of unfair competition and trademark
protection,” citing S.Rep. No. 1333, 79th Cong., 2d. Sess.

(1946)); Entrepreneur Media, Inc. v. Smith, 279 F.3d 1135,

1153 (9th Cir. 2002) (“actions pursuant to [California
Business and Professions Code] § 17200 are ‘substantially
congruent’ to claims made under the Lanham Act,” quoting

Cleary v. News Corp., 30 F.3d 1255, 1263 (9th Cir. 1994)

(first set of quotation marks omitted)); Halo Management,
LLC v. Interland, Inc., 308 F.Supp.2d 1019, 1027 n. 10 (N.D.
Cal. 2003) (“Federal trademark infringement and state unfair
competition are in this sense coextensive: Where a likelihood
of confusion has been established for infringement purposes,
it has been established for unfair competition purposes as

well,” citing Century 21 Real Estate Corp. v. Sandlin, 846
F.2d 1175, 1178 (9th Cir. 1988)).

Plaintiff has also established the elements necessary to prevail
on its false designation of origin and trade dress claims under

15 U.S.C. § 1125(a), its Lanham Act unlawful importation
claim, its patent infringement claims, its unlawful importation
of goods bearing infringing marks in violation of the Tariff
Act claim, its common law unfair competition claim, and its
civil conspiracy claim. The second and third Eitel factors,
therefore, favor entry of default judgment against defendants
on all claims.

3. The Sum of Money at Stake

The fourth Eitel factor balances “the amount of money at stake
in relation to the seriousness of the [d]efendant's conduct.”

Pepsico, 238 F.Supp.2d at 1175; see also Eitel, 782
F.2d at 1471–72. Although the complaint seeks money
damages, plaintiff's motion notes that defendants' “default has
deprived [it] of the ability to prove up a specific amount of

actual damages.” 97  Thus, plaintiff seeks maximum statutory
damages of $2,000,000 for each of the four infringed
trademarks, post-judgment interest, and permanent injunctive

relief. 98  Section 1117(c) of the Lanham Act gives trademark
owners the right to seek statutory damages in lieu of actual
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damages, ranging from $1,000 to $200,000 per trademark

infringed. 15 U.S.C. § 1117(c). If the infringement is
willful, trademark owners can recover statutory damages of

as much as $2,000,000 for each trademark infringed. Id.
Section 1117(a) provides that “the court in exceptional cases
may award reasonable attorney fees to the prevailing party.”
Id.

The statutory damages sought by plaintiff are within the
allowable range set by Congress; any award of attorneys'
fees must be reasonable. Since the district court has “wide
discretion in determining the amount of statutory damages to
be awarded,” the amount of money requested does not weigh

against the entry of default judgment. See Los Angeles
News Service v. Reuters Television International, Ltd., 149
F.3d 987, 996 (9th Cir. 1998). Further, injunctive relief is
an appropriate remedy in a trademark infringement action;
thus, this factor weighs in favor of granting plaintiff's motion

for default judgment. See Pepsico, 238 F.Supp.2d at 1176
(finding that plaintiff's prayer for injunctive relief to protect
against continued infringement weighed in favor of entering
a default judgment).

4. Possibility of Dispute

The next Eitel factor considers the possibility that material

facts are disputed. Pepsico, 238 F.Supp.2d at 1177;

Eitel, 782 F.2d at 1471–72. Plaintiff has proffered
documentation showing that it owns the Bowflex marks, trade
dress, and patents, and that defendants illegally appropriated
them. Because the clerk has entered default, there is no

dispute regarding the material facts. See, e.g., Pepsico, 238
F.Supp.2d at 1177 (“Upon entry of default, all well-pleaded
facts in the complaint are taken as true, except those relating

to damages,” citing TeleVideo Systems, Inc. v. Heidenthal,
826 F.2d 915, 917–18 (9th Cir. 1987)). This factor, therefore,
favors the entry of default judgment against all defendants.

5. Possibility of Excusable Neglect

*14  The sixth Eitel factor considers whether defendants'
default may have resulted from excusable neglect.

Pepsico, 238 F.Supp.2d at 1177; see also Eitel, 782 F.2d

at 1471–72. There is no indication that defendants allowed
their default to be taken as the result of excusable neglect.
Accordingly, this factor weighs in favor of the entry of default
judgment.

6. Policy Favoring Decisions on the Merits

“Cases should be decided upon their merits whenever

reasonably possible.” Eitel, 782 F.2d at 1472. The mere

enactment of Rule 55(b) indicates, however, that “this

preference, standing alone, is not dispositive.” Pepsico,
238 F.Supp.2d at 1177 (quoting Kloepping, 1996 WL 75314

at *3). Rule 55(a) allows a court to decide a case before a
hearing on the merits if defendant fails to appear and defend.

See Pepsico, 238 F.Supp.2d at 1177 (“Defendant's failure
to answer Plaintiffs' Complaint makes a decision on the merits
impractical, if not impossible”). Since all defendants have
failed to appear and defend, the seventh Eitel factor does not
preclude the entry of default judgment against them.

7. Conclusion Regarding the Eitel Factors

All of the Eitel factors weigh in favor of the entry of default
judgment. Consequently, the court grants plaintiff's motion
for default judgment against defendants on all causes of
actions.

D. The Character and Amount of Plaintiff's Recovery
As relief, plaintiff seeks statutory damages under the Lanham

Act, post-judgment interest, and injunctive relief. 99  Under
Rule 8(a)(3), plaintiff's demand for relief must be specific, and

it “must ‘prove up’ the amount of damages.” Philip Morris
USA Inc. v. Banh, No. CV 03–4043 GAF (PJWx), 2005 WL
5758392, *6 (C.D. Cal. Jan. 14, 2005); Elektra Entertainment
Group, Inc. v. Bryant, No. CV 03–6381 GAF (JTLx), 2004
WL 783123, *5 (C.D. Cal. Feb. 13, 2004) (“Plaintiffs must
‘prove up’ the amount of damages that they are claiming”).
Rule 54(c) limits the relief that can be sought in a motion for
entry of default judgment to that identified in the complaint.
FED.R.CIV.PROC. 54(c) (“A default judgment must not
differ in kind from, or exceed in amount, what is demanded

in the pleadings”). See also Pepsico, 238 F.Supp.2d at
1174 (stating that a default judgment “shall not be different
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in kind from or exceed in amount that prayed for in the
[complaint]”). In lieu of actual damages, a plaintiff may elect

to recover statutory damages, however. 100  15 U.S.C. §
1117(c) (“In a case involving the use of a counterfeit mark
(as defined in section 1116(d) of this title) in connection with
the sale, offering for sale, or distribution of goods or services,
the plaintiff may elect, at any time before final judgment
is rendered by the trial court, to recover, instead of actual
damages and profits under subsection (a) of this section, an
award of statutory damages ...”). Willful infringement entitles
the injured party to recover up to $2,000,000 per counterfeit
mark, per type of good sold, offered for sale, or distributed.

Id., § 1117(c)(2).

1. Statutory Damages

Although § 1117(c) does not provide guidelines for
determining an appropriate award, “courts faced with
determining statutory damages under the Act have analogized
to the body of case law interpreting a similar provision in

the Copyright Act.” Castworld Products, 219 F.R.D.

at 501 (citing Sara Lee Corp. v. Bags of New York, Inc.,

36 F.Supp.2d 161, 166 (S.D.N.Y. 1999)); Louis Vuitton
Malletier and Oakley, Inc. v. Veit, 211 F.Supp.2d 567, 583
(E.D. Pa. 2002) (“In the absence of clear guidelines for
setting a statutory award, courts have tended to use their wide
discretion to compensate plaintiffs, as well as to deter and
punish defendants, often borrowing from factors developed in
fixing a statutory damage award for copyright infringement”).

*15  In determining the appropriate amount of statutory
damages to award, a court should “consider the defendant's
profits, as well as saved expenses, the plaintiff's lost revenues,
and the defendant's state of mind.” Rolex Watch U.S.A.,
Inc. v. Zeotec Diamonds, Inc., No. CV 02–01089 GAF
(VBKx), 2003 WL 23705746, *4 (C.D. Cal. Mar. 7, 2003)

(quoting Veit, 211 F.Supp.2d at 584). The resulting
statutory damage award should be “low enough to bear some
rational relationship to the amount of damages incurred ... but
substantial enough to deter similarly situated businesses from
engaging in similar conduct in the future.” Id. at *5.

a. Willfulness

Under the Lanham Act, “infringement is willful and thus
triggers the enhanced statutory damages limit, if the defendant
‘had knowledge that his actions constitute an infringement.’

” Microsoft Corp. v. Marturano, No. 1:06cv1747 OWW
GSA, 2009 WL 1530040, *5 (E.D. Cal. May 27, 2009) (citing

Ford Motor Co. v. Cross, 441 F.Supp.2d 837, 852 (E.D.

Mich. 2006)). “Willfulness under [ 15 U.S.C. § 1117(c) ]
has been interpreted to mean a deliberate and unnecessary
duplicating of a plaintiff's mark in a way that [is] calculated
to appropriate or otherwise benefit from the good will the
plaintiff ha[s] nurtured or an aura of indifference to plaintiff's
rights.” Rolex Watch U.S.A., Inc., 2003 WL 23705746 at *3.
“Willfulness can be also inferred from a defendant's failure to
defend.” Adobe Systems Inc. v. Brooks, No. 5:08–cv–04044
RMW, 2009 WL 593343, *3 (N.D. Cal. Mar. 5, 2009) (citing

Castworld Products, 219 F.R.D. at 500 (holding that
defendant willfully infringed plaintiff's trademark based on
plaintiff's allegations of willful infringement and defendant's
“failure to comply with the judicial process or to participate

in any way in the present litigation”)); Tiffany Inc. v.
Luban, 282 F.Supp.2d 123, 124 (S.D.N.Y. 2003) (“By virtue
of the default, the [defaulting party's] infringement is deemed
willful”).

As noted, all defendants have defaulted, and the court may
infer wilful infringement from that fact alone. In addition,
Yu admitted that she knew the Bowflex exercise equipment
she and Burnstein had been importing from China and selling
for many years was counterfeit, since the two were able to

sell it for half the price. 101  Moreover, Yu and Burnstein
allegedly continued to import counterfeit exercise equipment
from China even after the June and July 2009 shipments had
been seized by CPB as counterfeit, and after an undercover

ICE agent had advised Yu to stop her activities. 102  These
circumstances indicate Yu's and Burnstein's knowledge that
the goods were counterfeit, and their willful infringement of
plaintiff's marks.

In addition, Yu and Burnstein are alleged to have imported
at least thirty-eight ocean shipping containers containing

counterfeit Bowflex product. 103  Similarly, Yang 104  and
his company DR Trade are alleged to have imported more
than seventy-three ocean containers containing counterfeit

Bowflex product from entities in China. 105  The sheer
volume of the counterfeit shipments is evidence of
willfulness. See Philip Morris USA Inc. v. U.S. Sun Star
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Trading, Inc., No. CV 08–0068(KAM)(JO), 2010 WL
2133937, *7 (E.D.N.Y. Mar. 11, 2010) (“Where, as here,
Defendant imports 8,000,000 counterfeit cigarettes, having
a street value of millions of dollars, Defendant obviously
knew that its conduct constituted infringement,”) citing

Castworld Products, 219 F.R.D. at 501–02; Philip
Morris USA Inc. v. ABC Chinese Food, Inc., No. 08–
CV–4336 (BMC), 2009 WL 4067997, *1 (E.D.N.Y. Nov.
18, 2009) (finding that the importation of 34,272 cartons
containing 7,000,000 counterfeit cigarettes was willful, and
noting that “[t]he quantity alone demonstrates willfulness”).
Thus, the court finds that all defendants acted willfully.

b. Number of Infringing Acts
and Corresponding Damages

*16  Since the court has determined that the conduct of Yu,
Burnstein, Yang, DR Trade, and Timmerwilke was willful, it
may, in its discretion, award statutory damages in an amount
that is “not more than $2,000,000” per counterfeit mark per

type of good sold. 15 U.S.C. § 1117(c). “The phrase ‘per
counterfeit mark per type of goods or services sold,’ has been
interpreted to mean that the statutory maximum applies per
mark infringed, regardless of the number of infringing items
sold or offered for sale.” Rolex Watch U.S.A., Inc., 2003 WL
23705746 at *3. In cases involving willful infringement, some
courts have awarded either maximum statutory damages
without application of a multiplier, or a lower amount for

each infringed mark. See id. at *4–5. See also Veit, 211
F.Supp.2d at 584–85. Further, because the court finds that
Yu, Burnstein, Yang, DR Trade, and Timmerwilke conspired
to infringe on the marks, each defendant is liable for the
infringing acts of the other defendants.

Because the court finds that Yu, Burnstein, Yang, DR
Trade, and Timmerwilke acted willfully, the court finds
that § 1117(c)(2) of the Lanham Act applies, and
grants two separately enforceable judgments—one against
Yu and Burnstein and one against Yang, DR Trade

and Timmerwilke. 106  The flagrant nature of defendants'
activities underscores the need for a damages award that
will deter them from engaging in such conduct in the

future. 107  The court is mindful of the volume of counterfeit

goods involved, 108  and defendants' willful infringement.
Nonetheless, it concludes, in the case of Yu and Burnstein,
that an award smaller than the maximum statutory damages

award will suffice to deter them from engaging in further
infringement while at the same time bearing a rational
relationship to plaintiff's actual damages. Rolex Watch U.S.A.,
Inc., 2003 WL 23705746 at *5 (statutory damages should
be “low enough to bear some rational relationship to the
amount of damages incurred ... but substantial enough to
deter similarly situated businesses from engaging in similar
conduct in the future”). Considering these dual objectives,
the court awards plaintiffs $4,000,000 in statutory damages,

for which Yu and Burnstein are separately liable. 109  The
court concludes, however, that an award less than the
statutory maximum of $8,000,000 would not suffice to
deter Yang, DR Trade, and Timmerwilke from engaging
in further infringement. Thus, the court awards plaintiffs
$8,000,000 in statutory damages, for which Yang, DR Trade,
and Timmerwilke are separately liable.

2. Interest on the Judgment

*17  Under 28 U.S.C. § 1961(a), “[i]nterest shall be
allowed on any money judgment in a civil case recovered
in a district court.” Plaintiff is entitled to post-judgment
interest, calculated at the statutory rate based on date of

entry of judgment. 28 U.S.C. § 1961(a); Carte Blanche
(Singapore) Pte. v. Carte Blanche International, 888 F.2d
260, 269 (2d Cir. 1989).

3. Injunctive Relief

15 U.S.C. § 1116 (a) vests the district court with “power
to grant injunctions, according to principles of equity and
upon such terms as the court may deem reasonable, to
prevent the violation of any right” of a trademark owner. A
plaintiff seeking a permanent injunction must satisfy a four-

factor test before the court can grant relief. See eBay,
Inc. v. MercExchange, LLC, 547 U.S. 388, 392–93 (2006)
(explaining that the Supreme Court has “consistently rejected
invitations to replace traditional equitable considerations with
a rule that an injunction automatically follows a determination

that a copyright has been infringed”); see also Reno Air
Racing Association, Inc. v. McCord, 452 F.3d 1126, 1137–
38 (9th Cir. 2006) (applying “traditional equitable principles”
under eBay in deciding whether entry of a permanent
injunction in a trademark case was appropriate). Specifically,
a plaintiff seeking a permanent injunction must demonstrate
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(1) that it has suffered irreparable injury; (2) that there is no
adequate remedy at law; (3) “that, considering the balance of
hardships between the plaintiff and defendant, a remedy in
equity is warranted”; and (4) that it is the public's interest to

issue the injunction. eBay, 547 U.S. at 391.

a. Whether Plaintiff Has Established Irreparable
Injury and the Absence of an Adequate Remedy at Law

“Injunctive relief is the remedy of choice for trademark and
unfair competition cases, since there is no adequate remedy
at law for the injury caused by a defendant's continuing
infringement. It is the remedy provided by federal and

state trademark infringement statutes.” Sandlin, 846 F.2d
at 1180–81. Plaintiff alleges that defendants unlawfully
appropriated its trademarks, trade dress, and patents. Money
damages are insufficient to compensate for this kind of
continuous and ongoing injury. Stated differently, there is no
adequate remedy at law that will compensate for plaintiff's

injury. See, e.g., Microsoft Corp. v. Atek 3000 Computer
Inc., No. 06 CV 6403 SLT (SMG), 2008 WL 2884761,
*5 (E.D.N.Y. July 23, 2008) (“[P]laintiff has demonstrated
that it has no adequate remedy at law since ‘there is
no assurance in the record against defendant's continued
violation of plaintiff's copyrights’ and trademarks,” quoting
Warner Brothers Entertainment, Inc. v. Carsagno, No. 06 CV
2676 NG (RLM), 2007 WL 1655666, *6 (E.D.N.Y. June 4,
2007)).

A lack of an adequate remedy at law also supports a finding
that plaintiff will suffer irreparable injury if defendants'
infringement is not permanently enjoined. See id. (noting
that, in a trademark case where there was no indication that
defendant would cease its infringing activity, the irreparable
injury requirement for entry of a permanent injunction
overlaps with the lack of an adequate remedy at law,
citing Northwestern National Insurance Co. of Milwaukee
Wisconsin v. Alberts, 937 F.2d 77, 80 (2d Cir. 1991)); see
also Trading Technologies Int'l, Inc. v. eSpeed, Inc., No.
04 C 5312, 2008 WL 4531371, *3 (N.D. Ill. May 22,
2008) (noting, in a patent case, that “[c]onsideration of [the
inadequate legal remedy factor] overlaps considerably with
that of irreparable injury, in that an inadequate remedy at law
can cause irreparable harm”).

*18  Although, post-eBay, a court may no longer presume
irreparable injury from the bare fact of liability in a trademark

or trade dress case, the injury caused by the presence of
infringing products in the market—such as lost profits and
customers, as well as damage to goodwill and business
reputation—will often constitute irreparable injury. See, e.g.,

Atek 3000 Computer Inc., 2008 WL 2884761 at *5
(concluding that plaintiff had demonstrated irreparable injury
where it had “established that defendant committed copyright
and trademark infringement, and ... there [was] no reason to
conclude that defendant ha[d] or [would] cease its infringing
acts because it continued infringing plaintiff's copyrights and
trademarks despite being notified of its infringement”).

Plaintiff has sufficiently alleged that defendants have used,
and, in all likelihood, will continue to use, infringing marks
and trade dress; it has also established the likelihood of
customer confusion, damage to reputation, and lost profits.
For these reasons, plaintiff has established that it will suffer
irreparable harm in the absence of injunctive relief. See,

Microsoft Corp. v. Evans, No. 1:06 CV 01745 AWI (SMS),
2007 WL 3034661, *12 (E.D. Cal. Oct. 17, 2007) (“Plaintiff
[seeking a permanent injunction] has already shown actual
success on the merits because the complaint states a claim for
infringement, and Defendant has defaulted; further, Plaintiffs
have alleged that unless restrained, Defendant will continue
to cause irreparable injury for which there is no full monetary
compensation. This is sufficient for a permanent injunction”);

Castworld Products, 219 F.R.D. at 502 (“The Court
finds that the proposed injunctive relief is appropriate because
the claims otherwise warrant an injunction, and Defendant,
though well aware of serious claims brought against it, has
chosen to ignore this lawsuit. Failure to grant the injunction
would needlessly expose the Plaintiff to the risk of continuing
irreparable harm”).

b. Whether the Balance of Hardships
Favors a Permanent Injunction

There is no indication that defendants will suffer hardship
from entry of a permanent injunction; rather, an injunction
will merely assure their compliance with the Lanham Act
and other laws governing trademark infringement and unfair
competition. By contrast, plaintiff has shown that it will
suffer irreparable harm if an injunction does not issue.
Accordingly, the balance of hardships favors entry of a
permanent injunction.
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c. Whether the Public Interest
Favors a Permanent Injunction

In trademark infringement claims, the public interest is “the
right of the public not to be deceived or confused.” AT&T
Corp. v. Vision One Security Systems, No. 95–0565–IEG
(BTM), 1995 WL 476251, *7 (S.D. Cal. July 27, 1995)
(citation omitted). “Where defendant's concurrent use of
plaintiff's trademark without authorization is likely to cause
confusion, the public interest is damaged by the defendant's

use.” Id.; see also, e.g., Atek 3000 Computer Inc., 2008
WL 2884761 at *5–6 (“[T]he public interest lies in the
enforcement of the principles recognized by Congress in
creating the [Copyright and Lanham] Acts, especially the
prevention of consumer confusion”). This factor, therefore,
also favors entry of a permanent injunction.

4. Conclusion Regarding Entry
of a Permanent Injunction

The court concludes that all four eBay factors are satisfied.
Therefore, plaintiff is entitled to a permanent injunction
against defendants' infringement of plaintiff's trademarks,
trade dress, and patents. Accordingly, the court grants

plaintiff's request for injunctive relief. 110

III. CONCLUSION

*19  For the reasons stated, the court grants plaintiff's motion
for entry of default judgment.

All Citations

Not Reported in Fed. Supp., 2011 WL 13213575

Footnotes

1 Complaint for (i) Lanham Act–§ 32 ( 15 U.S.C. § 1114); (ii) Lanham Act–§ 43(a) ( 15 U.S.C. § 1125(a));
(iii) Lanham Act–§ 42 (15 U.S.C. § 1124); (iv) Tariff Act–§ 526 (19 U.S.C. § 1526(A)); (v) Patent Act–§§ 271,

289 ( 35 U.S.C. §§ 271, 289); (vi) Statutory Unfair Competition ( Cal. Bus. & Prof. Code §§ 17200 et
seq.); and (vii) Common Law Unfair Competition (“Complaint”), Docket No. 1 (Jan. 28, 2010).

2 See First Amended Proof of Service Executed by Plaintiff Nautilus, Inc. Upon Steven Burnstein, Docket No.
14 (Feb. 23, 2010); Request for Clerk to Enter Default Against Defendant Steven Burnstein, Declaration of
Samuel R. Watkins (“Watkins Decl. Supporting Request for Default”), Docket No. 35 (Aug. 4, 2010). Unlike
Burnstein, Yu filed an answer to the complaint. (Answer to Complaint Filed by Chenchai Yu, Docket No. 11
(Feb. 19, 2011).)

3 Request for Clerk to Enter Default Against Defendant Steven Burnstein, Docket No. 35 (Aug. 4, 2010).
4 Default by Clerk Entered as to Defendant Steven Burnstein, Docket No. 36 (Aug. 5, 2010).
5 Notice and Motion for Entry of Default Judgment Against Chunchai Yu et al. (“Motion for Entry of Default No.

1”), Docket No. 38 (Aug. 26, 2011).
6 Order Granting Plaintiff's Motion for Default Judgment and Permanent Injunction (“Order re Default

Judgment”), Docket No. 44 (Nov. 8, 2010).
7 First Amended Complaint (“FAC”) for (i) Lanham Act–§ 32 ( 15 U.S.C. § 1114); (ii) Lanham Act–§ 43(a)

( 15 U.S.C. § 1125(a)); (iii) Lanham Act–§ 42 (15 U.S.C. § 1124); (iv) Tariff Act–§ 526 (19 U.S.C. § 1526(A));

(v) Patent Act– §§ 271, 289 ( 35 U.S.C. §§ 271, 289); (vi) Statutory Unfair Competition ( Cal.
Bus. & Prof. Code §§ 17200 et seq.); (vii) Common Law Unfair Competition; and (viii) Civil Conspiracy, Docket
No. 43 (Nov. 5, 2010).
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8 Although Yu answered the original complaint, Yu failed to appear at the scheduling conference and failed
to show cause why the court should not strike her answer. (Minute Order in Chambers Striking Answer to
Complaint (“Striking Order”), Docket No. 55 (Feb. 10, 2011).)

9 Notice and Motion for Entry of Default Judgment Against Chunchai Yu et al. (“Motion for Entry of Default No.
2”), Docket No. 58 (March 31, 2011).

10 “A district court may revise its own interlocutory decisions ‘at any time before the entry of judgment
adjudicating all the claims and the rights and liabilities of all the parties.’ ” Estate of Botvin ex rel. Ellis v.
Islamic Republic of Iran, 772 F.Supp.2d 218, 222 (D.D.C. 2011) (citing FED.R.CIV.PROC. 54(b)) (“When
an action presents more than one claim for relief—whether as a claim, counterclaim, crossclaim, or third-
party claim—or when multiple parties are involved, the court may direct entry of a final judgment as to one or
more, but fewer than all, claims or parties only if the court expressly determines that there is no just reason
for delay. Otherwise, any order or other decision, however designated, that adjudicates fewer than all the
claims or the rights and liabilities of fewer than all the parties does not end the action as to any of the claims
or parties and may be revised at any time before the entry of a judgment adjudicating all the claims and all
the parties' rights and liabilities”).
Here, plaintiff filed an amended complaint and, following entry of the court's order granting plaintiff's motion for
entry of default judgment against Burnstein, a second motion for entry of default judgment against Burnstein's
co-defendants, Yu, Yang, Timmerwilke, and DR Trade. The amended complaint contains substantially
broader allegations against Burnstein than the original complaint. Thus, plaintiff also asks that the court enter
default judgment against Burnstein on the new allegations. Most significantly, the amended complaint alleges
that Burnstein (with Yu) conspired with Yang and his company DR Trade. (See Motion for Entry of Default
No. 2 at 8–9, 10–11.) The amended complaint alleges that between July 2008 and November 2009—the
period during which the import activities of Yu, Burnstein, and Yang were at their peak—there were more than
290 telephone conversations took Yu, Burnstein, and Yang. (FAC, ¶ 39; Motion for Entry of Default No. 2 at
10.) In support of its second motion for default judgment, plaintiff proffers evidence that Yang and DR Trade
imported more than $11.5 million of counterfeit exercise equipment. (Motion for Entry of Default No. 2 at 16–
17; Watkins Decl., ¶ 18, Exh. I.) Thus, the court will consider whether Burnstein should be held accountable
not only for the counterfeit product that he imported with Yu—for which the court awarded damages in its
original default order—but also for the $11.5 million of counterfeit product that Yang and DR Trade purportedly
imported. (See infra, part II.E.)

11 FAC, ¶ 4.
12 Id., ¶ 18. A copy of the registration certificates and U.S. Bureau of Customs and Border Protection records

for the marks are attached to the complaint as Exhibits A–H.
13 Id., ¶ 19.
14 Id., ¶ 17.
15 Id., ¶ 21.
16 Id., ¶¶ 23–24.
17 Id., ¶ 24.
18 Id., ¶ 25; Exh. J–N.
19 Id., ¶¶ 26–34.
20 Id., ¶ 26.
21 Id., ¶¶ 26–27.
22 Id., ¶ 27.
23 Id., ¶ 28.
24 Motion for Entry of Default No. 2 at 12–13.
25 FAC, ¶ 30.
26 Id., ¶ 33; Motion for Entry of Default No. 2 at 16.
27 FAC, ¶ 37.
28 Id., ¶ 38.
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29 Id.
30 Id.
31 Id., ¶ 39.
32 Id.
33 Id., ¶  40. Zhejiang Health Ascend Industry Ltd. is allegedly the same company from which a man named

Brian Polee imported counterfeit BOWFLEX brand exercise equipment into the United States, a crime for
which Polee was convicted in 2009. (Id.)

34 Id., ¶  41.
35 Id., ¶ 28.
36 Id., ¶ 34.
37 Id., ¶¶ 43–44.
38 Id., ¶¶ 45–49.
39 Id., ¶¶ 50–54.
40 Id., ¶¶ 55–59.
41 Id., ¶¶ 60–64.
42 Id., ¶¶ 65–99. Specifically, plaintiff alleges that defendants “infringe[d] the '791 Patent in violation of 35

U.S.C. § 271” (Id., ¶¶ 65–71 (Fifth Cause of Action)), “infringe[d] the '678 Patent in violation of 35 U.S.C.

§ 271” (Id., ¶¶ 72–78 (Sixth Cause of Action)), “infringe[d] the '628 Patent in violation of 35 U.S.C. §§ 271

and 289” (Id., ¶¶ 79–85 (Seventh Cause of Action)), “infringe[d] the '405 Patent in violation of 35 U.S.C.

§§ 271 and 289” (Id., ¶¶ 86–99 (Eighth Cause of Action)), and “infringe[d] the '894 Patent in violation of

35 U.S.C. § 271 and 289” (Id., ¶¶ 93–99 (Ninth Cause of Action)).
43 Id., ¶¶ 100–103.
44 Id., ¶¶ 104–107.
45 Id., ¶¶ 108–115.
46 Order to Show Cause, Docket No. 50 (Jan. 10, 2011).
47 Striking Order.
48 Entry of Default, Docket No. 56 (Jan. 10, 2011).
49 As noted, although Yu answered the original complaint, she failed to appear at the scheduling conference

and failed to show cause why the court should not strike her answer. (Striking Order at 1.)
50 Motion for Entry of Default No. 2.
51 Id. at 3.
52 See supra, note 10 and accompanying text.
53 Rule 55(b)(2) requires service on the defaulting party if that party has appeared in the action.

FED.R.CIV.PROC. 55(b)(2) (“If the party against whom a default judgment is sought has appeared
personally or by a representative, that party or its representative must be served with written notice of the

application at least 3 days before the hearing”); see also, e.g., In re Roxford Foods, Inc., 12 F.3d 875,

879 (9th Cir. 1993) (noting that Rule 55(b)(2) notice “is only required where the party has made an
appearance”). Because no defendants have appeared personally or through a representative, plaintiff need
not comply with the fifth procedural requirement of Local Rule 55–1. Here Yu appeared and was served with
plaintiff's motion. Although plaintiff was not required to serve the remaining defendants against whom it seeks
to have default judgment entered, it nonetheless did so. (Proof of Service, Docket No. 49 (Apr. 8, 2011.))

54 Motion for Entry of Default No. 2, Exh. 2 (Declaration of Samuel R. Watkins in Support of Motion for Entry of
Default Judgment Against Steven Burnstein (“Watkins Supp. Decl.”)).

55 Watkins Supp. Decl., ¶ 4.
56 Id., ¶ 2.
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57 Id., ¶ 5.
58 Id., ¶¶ 5–6.
59 Id., ¶ 4.
60 Proof of Service, Docket No. 59 (Apr. 8, 2011).
61 FAC, ¶ 18, Exh. A–D (copies of the registration certificates).
62 Id., ¶¶ 26–41.
63 Id., ¶¶ 2, 6, 26–41, 46, 51, 56, 61, 67–68, 74–75, 81–82, 88–89, 95–96.
64 Id., ¶ 6; see also id., ¶¶ 26–41.
65 Id., ¶¶ 26–27.
66 Id., ¶¶ 4, 17–20, 21–24, Exh. A–O (samples of Bowflex trade dress).
67 Id., Exh. A–O.
68 Id., ¶ 24.
69 Id., ¶ 51.
70 In pertinent part, 15 U.S.C. § 1125(a) provides: “Any person who, on or in connection with any goods

or services, or any container for goods, uses in commerce any word, term, name, symbol, or device, or
any combination thereof, or any false designation of origin, false or misleading description of fact, or false
or misleading representation of fact, which—(A) is likely to cause confusion, or to cause mistake, or to
deceive as to the affiliation, connection, or association of such person with another person, or as to the origin,
sponsorship, orapproval of his or her goods, services, or commercial activities by another person, or (B)
in commercial advertising or promotion, misrepresents the nature, characteristics, qualities, or geographic
origin of his or her or another person's goods, services, or commercial activities—shall be liable in a civil
action by any person who believes that he or she is or is likely to be damaged by such act.”

71 FAC, ¶ 51.
72 Id.
73 Certain of plaintiff's patent claims are also brought under 35 U.S.C. § 289. That statute states, in pertinent

part: “Whoever during the term of a patent for a design, without license of the owner, (1) applies the patented
design, or any colorable imitation thereof, to any article of manufacture for the purpose of sale, or (2) sells or
exposes for sale any article of manufacture to which such design or colorable imitation has been applied shall
be liable to the owner to the extent of his total profit, but not less than $250, recoverable in any United States
district court having jurisdiction of the parties.” Thus, certain of plaintiff's patent claims allege infringement
of a design patent.

74 FAC, ¶¶ 5, 25, Exh. J–N.
75 Id., ¶¶ 6, 26–41, 46, 51, 56, 61, 67–68, 74–75, 81–82, 88–89, 95–96.
76 Id., ¶¶ 26–36.
77 Id., ¶¶ 17, 19, Exh. E–H (true and correct copies of computer printouts documenting the recordation of the

certificates with the CBP).
78 Id., ¶ 29.
79 Id.
80 Id., ¶ 33.
81 Id., ¶¶ 30–33.
82 Id., ¶¶ 26–38, 55–64.
83 Id., ¶ 105.
84 Motion for Entry of Default No. 2 at 14; Declaration of Mark L. Porter in Support of Motion for Entry of Default

(“Porter Decl.”), ¶ 5.
85 FAC, ¶ 37.
86 Id.
87 Id., ¶ 38.
88 Id., ¶ 105.
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89 Plaintiff alleges that Yu and Burnstein imported at least thirty-eight ocean shipping containers from entities
in China. (Motion for Entry of Default No. 2 at 12–13 (thirty-eight Yu/Burnstein shipments.) It asserts that
Yang and DR Trade imported at least seventy-three containers. (Motion for Entry of Default No. 2 at 16;
Watkins Decl., ¶ 18, Ex. I (Sonical Int'l, Inc. Power of Attorney and Arrival Notices for seventy-three Yang/
DR Trade shipments).

90 Id., ¶ 39.
91 Id., ¶ 40.
92 Id. ¶ 38.
93 Id. ¶ 7.
94 Id., ¶¶ 39–41.
95 The court notes neither Yang nor Timmerwilke can be liable for conspiring with DR Trade. A corporate entity

may not conspire with itself or its agents or employees. See Torres v. Wells Fargo, No. C 07–5561, 2008 WL
2397460, *2 (N.D. Cal. June 11, 2008) (“Torres may not maintain a claim based upon an alleged conspiracy
between Wells Fargo and its agents and employees because a corporate entity ‘cannot conspire with itself
any more that a private individual can. It is a general rule that the acts of the agent are the acts of the

corporation,’ ” citing Black v. Bank of Am., 30 Cal.App.4th 1, 6 (1994); see also Icasiano v. Allstate Ins.
Co., 103 F.Supp.2d 1187, 1192 (N.D. Cal. 2000) (“[B]ecause an employer cannot ‘conspire’ with its employee
as a matter of law, the ‘conspiracy’ claim ... must be dismissed” (citation omitted)). Yang and Timmerwilke
can nonetheless be liable for conspiring with Yu and Burnstein, and Yu and Burnstein can be held liable for
conspiring with DR Trade. As a result, all defendants are liable as co-conspirators.

96 Plaintiff's first claim pleads trademark infringement, while its sixth claim pleads unfair competition.
97 Motion for Entry of Default No. 2 at 4.
98 Id. at 33.
99 Motion for Entry of Default No. 2 at 3.
100 Defendants' default has deprived plaintiff of the ability to prove up a specific amount of actual damages.

Accordingly, plaintiff seeks statutory damages pursuant to 15 U.S.C. § 1117(c).
101 Motion for Entry of Default No. 2 at 27; Watkins Decl., Ex. A (O'Hara Affidavit) at 64.
102 Motion for Entry of Default No. 2 at 27; O'Hara Affidavit at 58.
103 FAC, ¶ 29.
104 On June 8, 2010, Yang is alleged to have opened a PayPal account using the alias “Mark Meininger,” and an

e-mail address of mmeinegernautilus@yahoo.com. (Watkins Decl., ¶¶ 22–23, Exs. M and N (PayPal account
and transactional records).) Mark Meininger is an in-house attorney at Nautilus responsible for the company's
anti-counterfeiting efforts. (Id., ¶ 24.) Yang's misappropriation of Meininger's identity and use of plaintiff's
name in an email address clearly show his appreciation of the illegality of his conduct.

105 FAC, ¶ 33. Yang and DR Trade are alleged to have imported more than $11.5 million of counterfeit exercise
equipment over a period of years. Plaintiff alleges that documents obtained from Sonical Int'l, a customs
broker, indicate that Yang and DR Trade imported at least 73 shipments of counterfeit exercise equipment
from various manufacturers in China. (Motion for Entry of Default No. 2 at 16; Watkins Decl., ¶ 18, Ex. I
(Sonical Int'l, Inc. Power of Attorney and Arrival Notices for 73 Yang/DR Trade shipments).) The counterfeit
goods in Yang's and DR Trade's 73 shipments had a total weight of 868,422 kilograms. (Watkins Decl., ¶
18, Ex. I.) Yang also purportedly sold counterfeit Bowflex equipment to tens of thousands of buyers on the
Internet using his own name and several aliases. (Id., ¶¶ 22–23.) Yang's PayPal accounts allegedly show
that he completed more than 33,770 transactions with buyers located throughout the United States. (Id.)

106 Plaintiff argues that the court should enter separately enforceable judgments against Yu and Burnstein, on the
one hand, and Yang and DR Trade, on the other. Plaintiff contends that since the two groups imported distinct
shipments of counterfeit Bowflex product, each group is separately liable and therefore each group should
be liable for its own separately enforceable judgment. In support, plaintiff asserts that under the Copyright
Act, “ceiling and floor dollar limitations are multiplied if separate works or separately liable infringers are
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involved in one lawsuit.” Banh, 2005 WL 5758392 at *7 (citing J. Thomas McCarthy, MCCARTHY ON

TRADEMARKS AND UNFAIR COMPETITION § 30:95 (2004) (emphasis added)). See also, e.g., Mason
v. Montgomery Data, Inc., 967 F2.d 135, 143–44 (5th Cir. 1992) (“Under [§ 504(c)(1) of the Copyright Act],
the total number of ‘awards’ of statutory damages ... that a plaintiff may recover in any given action depends
on the number of works that are infringed and the number individually liable infringers, regardless of the
number of infringements of those works. So if a plaintiff proves that one defendant committed five separate
infringements of one copyrighted work, that plaintiff is only entitled to only one award of statutory damages....
And if a plaintiff proves that two different defendants each committed five separate infringements of five
different works, the plaintiff is entitled to ten awards, not fifty” (emphasis original)). The court agrees that the
application of this rules is also appropriate in the trademark context. The rule is not inconsistent with the text
of the statute, and it serves to deter distinct groups from conspiring to infringe trademarks.
Applying the rule, Yu and Burnstein are liable for a single award for each of the four Bowflex marks they
infringed, despite the fact that their infringement involved thirty-eight shipments of infringing goods. Yang,
DR trade, and Timmerwilke are separately liable for a single award of statutory damages for each of the
four Bowflex they infringed, despite the fact that Yang and DR Trade imported seventy-three shipments of
counterfeit goods.

107 Plaintiff asserts that “[d]eterrence is particularly important in a case such as this. Despite having lost an
investment totaling more than $300,000 due to CPB's seizure of her June and July 2009 shipments, Yu
continued to import counterfeit exercise equipment from China. Yang and DR Trade also continued to import
huge volumes of counterfeit exercise equipment after their September 2009 shipment had been seized by
CPB. Given their multi-million dollar businesses, Yu, Yang, and DR Trade likely believed these losses could
be overcome by continued operations.” (Motion for Entry of Default No. 2 at 30). It also asserts that it “is
facing a grave threat from counterfeiters who are not deterred by such a large loss.” (Id.) The court finds
these arguments persuasive and good cause for awarding maximum statutory damages.

108 See supra, notes 96–98 and accompanying text.
109 Based on the allegations in the first amended complaint and the second motion for entry of default, the court

finds it appropriate to revise the original amount of damages awarded against Burnstein from $2,000,000
to $4,000,000.

110 Specifically, the court will enjoin Yu, Burnstein, Yang, DR Trade, and Timmerwilke, their agents, employees,
attorneys, and all persons in active concert or participation with them who receive actual notice of the order
by personal service or otherwise, from: (1) purchasing, importing, distributing, selling, or offering for sale,
counterfeit BOWFLEX brand exercise equipment, or assisting, aiding or abetting any other person or entity in
doing so; (2) using the Bowflex Marks or trademarks confusingly similar therewith, or the Bowflex Trade Dress
or trade dress confusingly similar therewith, and assisting, aiding or abetting any other person or entity in
doing so; and (3) importing, distributing, selling, or offering for sale, exercise equipment infringing the Bowflex
Patents, and assisting, aiding or abetting any other person or entity in doing so. (See FAC at 23.) The court
will also require defendants, within thirty days of the date of entry of judgment: (1) to deliver to plaintiff any and
all exercise equipment in their possession, custody, and/or control that infringes the Bowflex Marks, Bowflex
Trade Dress, and/or the Bowflex Patents; (2) to recall all goods sold or distributed by them that infringe the
Bowflex Marks, Bowflex Trade Dress, and/or the Bowflex Patents; (3) to deliver to plaintiff's counsel any and
all documents in their possession, custody, and/or control that reflect or relate to the purchase, importation,
storage, shipping, or sale of exercise equipment that infringes the Bowflex Marks, Bowflex Trade Dress, and/
or the Bowflex Patents; (4) to prepare and deliver to plaintiff's counsel a complete list of entities from whom
they purchased, and to whom they sold, exercise equipment that infringes the Bowflex Marks, Bowflex Trade
Dress, and/or the Bowflex Patents; (5) to file and serve on plaintiff's counsel a written report, under oath,
setting forth in detail the manner in which they have complied with these provisions. (Id. at 23–24.)

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MANELLA, J.

INTRODUCTION

*1  Appellants Kindred Healthcare Operating, Inc., Kindred
Healthcare Services, Inc. (Kindred), and two Kindred
hospitals, Kindred Los Angeles and Kindred Brea, appeal
from a judgment entered upon special verdicts finding
Kindred liable for breach of contract, fraud and intentional

conversion of medical equipment belonging to respondents
Tarik Omari and Bio-Tek Technology, Inc., doing business

as Tartech. 1  (See appendix A.) 2  The jury also found by
clear and convincing evidence that Kindred committed the
fraud or conversion by means of malice, oppression or
fraud, and awarded punitive damages. (See appendix B.)
Kindred's primary contentions are that the fraud verdicts are
not supported by substantial evidence, the court erroneously
excluded impeachment evidence, compensatory and punitive
damages were excessive and the punitive damage award
was invalid under California law and the United States
Constitution. We reject appellants' contentions and affirm the
judgment.

PROCEDURAL BACKGROUND

The jury returned a verdict against appellants in the sum of
$1,828,113, which included damages for emotional distress
in the amount of $500,000. In addition, the jury assessed

punitive damages against them in the amount of $3,000,000. 3

After judgment was entered April 18, 2005, appellants timely
filed motions for a new trial and for judgment notwithstanding
the verdict. Both motions were denied June 21, 2005, and
appellants timely filed a notice of appeal July 19, 2005.

FACTS 4

In 1981, Tarik Omari immigrated to the United States from
Israel, where he had been a college instructor in electronics
and computer science. While working full time, Omari
obtained a masters degree in biophysics in 1988, and in
1990, formed his own company, American Medical Services
Company (American Medical), a sole proprietorship which
sold and serviced biomedical and radiology equipment in the
San Fernando Valley.

American Medical provided services to several Vencor
hospitals beginning in 1997, before Vencor's name was

changed to Kindred in 2000. 5  At that time, American
Medical was the primary service contractor for the radiology
department at the Kindred hospitals of Los Angeles,
Westminster, Brea and Ontario. The chief executive officer
(CEO) of Kindred Los Angeles was Judy McCurdy, whom
Omari met while providing services between 1997 and 2000.
Virgis Narbutas was the CEO of both Kindred Westminster
and Kindred Brea, and had previously been CEO of Kindred
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Ontario. Omari first met Narbutas in 1999, and exchanged
greetings with him many times in the cafeteria of Kindred
Brea, while providing radiology services for that hospital
from 1997 to approximately 2000. On average, Omari would
appear personally at one or another Kindred facility weekly
to provide services. He never received any complaints about
his services.

In 1996, Omari met Ghassan El-Abed, who was then the
director of biomedical engineering with the Kindred regional
offices. The two became friends, and eventually Omari
considered El-Abed his best friend. In 1999, while El-Abed
was still employed by Kindred, they began discussing the
formation of a biomedical and hemodialysis company. In
2000, after El-Abed left Kindred and while he was employed
by Anaheim General Hospital, they incorporated Bio-Tek
Technology, Inc., and set about doing business as Tartech,
a company Omari had incorporated in 1998. Omari was the
CEO and the chief financial officer (CFO), and El-Abed was
the secretary of the corporation. Omari and El-Abed did not
have a written contract, but agreed that Omari would provide
the capital for the venture, and El-Abed would use his contacts
to obtain contracts with Kindred hospitals. Omari was to have
a 60 percent ownership in the company, and El-Abed was to
have a 40 percent interest.

*2  Omari invested $400,000 to start Tartech. He purchased
and overhauled five dialysis machines, a portable X-ray
machine, a telemetry machine and other equipment and
accessories. Omari hired nurses and licensed personnel to
service and maintain the medical equipment, as well as a
physician to serve as medical director. Tartech also obtained
professional liability and worker's compensation insurance, as
required of Kindred vendors. At first, because only Omari was
licensed to maintain the biomedical machinery, the company
hired a temporary biomedical technician; in 2001, it hired
Richard Damon as a full-time technician.

Like other hospitals, Kindred required vendors such as
Tartech to have written protocols and procedures, and Omari
hired a consultant to write them. El-Abed recommended
Candy Peter and his good friend, Cynthia Duque, doing
business together as “Peter Duque,” and El-Abed represented
to Omari that Duque and Peter had the necessary expertise
to write a protocol and procedures manual. Omari paid
Peter Duque $11,000 to write the manual. At some point
after retaining Peter Duque, Omari learned that Duque was
employed by Kindred. Duque had been the director of
nursing at Kindred Ontario before her promotion in 2000 to

the position of chief operating officer (COO) of the Brea

facility. 6  Kindred policy forbids employees from entering
into separate contracts with vendors or taking money from

them. 7  Omari was unaware of that policy.

Tartech's first contract was with Kindred Los Angeles, and
was signed by McCurdy in February 2000; later, Tartech
obtained contracts from Westminster, Ontario and Brea.
Tartech's income from Kindred hospitals increased every
month, and according to respondents' economist, Tartech
could have expected a profit beginning November 2001.
However, in November 2001, without Omari's knowledge,
El-Abed formed a corporation, International Healthcare
Resources, Inc. (IHR), in order to take over Tartech's
business. El-Abed filed a statement of domestic stock
corporation showing himself as the CEO, secretary and
member of the board of directors. Duque was listed as the

CFO and the only other director. 8  There were no other
officers.

El-Abed and Duque put their plan into action two days after
Omari left the country in mid-December 2001 for a family
vacation in Israel. El-Abed submitted contract documents
to the four Kindred hospitals under contract with Tartech,
in order to begin the process of obtaining approval of IHR
as a vendor, representing to the hospitals that Tartech had

simply changed its name to IHR. 9  Such an approval process
normally takes several weeks, and is overseen by the COO-in
Brea's case, Duque. The CFO must also approve the contract
prior to the CEO's final approval. The CFO at Brea was
John Browne, who, along with Duque, was responsible for
verifying compliance with Kindred's vendor requirements

checklist. 10  Although the checklist included liability and
worker's compensation insurance policies, it was apparent
on the certificate of insurance El-Abed submitted to the
accounting department that IHR had no liability insurance
prior to January 1, 2001, and no worker's compensation
insurance at all.

*3  El-Abed informed the accounting department that he
would be submitting invoices with the new company name,
and Duque assured the person responsible for payment
of invoices, Tanzmeister, that El-Abed's information was

correct. 11  Tanzmeister's note forwarding the contract to
Narbutas contained the notation, “Cynthia states all OK.”
Narbutas signed the contract January 8, 2002, although it was
deemed effective November 1, 2001.
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In mid-December 2001, El-Abed personally met with
McCurdy, CEO of Kindred Los Angeles, who agreed
to “renew” Tartech's contract under the “new company

name.” 12  McCurdy told El-Abed that she liked the services
performed by Damon, and would do “whatever it takes”
to keep him. Although not clear from the record how
IHR became a vendor for Kindred Westminster, by late
December Tartech had been replaced by IHR, and outstanding
invoices for services performed by Tartech as of November
1, 2001, were paid to IHR by Kindred Westminster, Brea,
Los Angeles and Ontario. El-Abed offered jobs to Tartech's
employees, and by the end of December 2001, most
of them were employed by IHR, paid with the money
diverted from Tartech. Thereafter, IHR provided the services
Tartech had previously provided, using Tartech's equipment
and employees, including licensed biomedical technician,
Richard Damon.

On December 27, 2001, El-Abed hosted a holiday luncheon
for Kindred staff to celebrate his new company. He purchased
gifts for them-an iPod for the director of nursing, a Palm Pilot
or Blackberry for Narbutas, an expensive pen set for Browne,
perfume for Tanzmeister, and for Duque, a cell phone with

service included. 13

Before leaving for his vacation in mid-December 2001, Omari
had signed several blank checks and left them with El-Abed
to be used for Tartech expenses during his absence. El-Abed
admitted writing one of the checks to cash for $3,000 and
depositing it into his personal account. When the check was
returned due to insufficient funds, the bank telephoned Omari
in Israel to inform him that there were no more funds in his
account and that several checks had been returned unpaid.
Omari called El-Abed, who behaved as though he did not
know what was happening, and said it must be a mistake.
Omari cut his vacation short and returned.

Once home, Omari discovered El-Abed's fraud. In a panic,
Omari called his friend Nizar Marouf, told him that his partner
had taken everything, and asked him for help. The next
morning, January 2, 2002, they visited three of the affected
hospitals together-Los Angeles, Brea and Ontario. Marouf
drove, because Omari was “an emotional wreck.” Omari
took with him the articles of incorporation and the statement
of domestic stock corporation for Bio-Tek Technology, Inc.
The documents showed Omari as the CEO, CFO, director
and majority shareholder, and El-Abed as secretary and

director. 14

At Kindred Brea, they asked to see CEO Narbutas, but were
sent to accounts payable, where Omari showed Tanzmeister
the corporate documents. Tanzmeister sent them to see COO
Duque, to whom Omari emotionally explained that his partner
El-Abed had somehow changed the accounts and contracts.
Duque smiled, told him to relax and not to worry, and
promised to investigate and correct any mistake. She did not
reveal her role in IHR, and behaved as though she knew
nothing of El-Abed's fraud. In the days following the meeting,
Omari telephoned Duque and Narbutas to inquire about the
investigation, but neither of them ever took or returned his
calls.

*4  Omari's third visit on January 2 was to Kindred Los
Angeles, where he spoke to the CFO, Katherine Rodriguez, in
accounts payable. Rodriguez accompanied Omari and Marouf
to CEO McCurdy's office, where Omari showed her the
corporate documents, and explained that there had been no
name change, that Tartech was still active, and that he was
the president and majority shareholder. Without revealing that
she had entered into a vendor contract with IHR the week
before, McCurdy said she would investigate and get back to
him. When Omari did not hear from McCurdy, he telephoned
and asked about the investigation. She swore at him and hung
up. She called him back a day or two later, apologized for her
rudeness, and again promised to investigate. Although Omari
left messages for her, she never called back.

On January 15, 2002, McCurdy sent a letter notifying Tartech
that its contract with Kindred Los Angeles was cancelled as

of January 1, 2002, the day before she had met with him. 15

The next day, El-Abed wrote a letter to McCurdy, agreeing
to be responsible for all financial disputes that might arise
from Kindred's termination of Tartech's contract. McCurdy
admitted that her only investigation into the conflict consisted
of talking to El-Abed, but denied asking El-Abed for a hold-
harmless agreement. McCurdy testified that she cancelled the
Tartech contract in order to hire Richard Damon, who was by
then working for IHR. Damon was essential to the hospital,
because it was expecting an accreditation survey by the Joint
Commission on Accreditation of Hospitals, and would not
have been able to pass the accreditation review without him.
She later recruited Damon to work directly for the hospital,
telling her CFO Rodiguez in a February e-mail message, “We
must keep Richard-pull out the stops as we cannot get along

without him.” 16

On January 2, 2002, the same day Omari visited the
hospitals, Narbutas addressed a letter to El-Abed at Tartech's
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office, notifying Tartech that its contract with Kindred
Westminster was terminated, effective February 1, 2002.
One week later, Narbutas gave his final approval to the
IHR contract with Brea, deemed effective November 1,
2001. Three days later, on January 11, 2002, Omari wrote
Narbutas, explaining that Tartech had never ceased to exist,
that Tartech had not changed its name or ownership, and
that the attempt to transfer its assets to another company
was unauthorized. Omari's letter demanded reversal of the
transfer and immediate release of all payments owed Tartech.
At approximately the same time, El-Abed's attorney sent
Narbutas a letter entitled, “Notice of Non-Affiliation,” also
dated January 11, 2002, which claimed that the affiliation
between El-Abed, IHR and Tartech had been formally
severed, and that any statements made by Omari against El-
Abed and IHR were false and made with ill will. Narbutas
received both letters and understood there was a problem, but
did not contact Omari, follow up, or investigate further.

*5  Unsuccessful in his own communications with Brea,
Westminster and Los Angeles, Omari retained an attorney,
Mr. Motaz M. Gerges. On January 31, 2002, Gerges wrote to
the hospitals and the corporate offices, explaining El-Abed's
fraud and naming COO Duque as his coconspirator. The letter
demanded payment of specified invoices totaling more than
$60,000, and informed Kindred that the equipment used in

providing the services remained the property of Tartech. 17

Gerges expressed the opinion that Duque had intentionally
harmed Omari's business in retaliation for his demand for
repayment of sums lent to her to buy her house.

When Narbutas read the claim that Duque had taken money
from a vendor, he notified Steve Turner, Kindred's regional
vice-president, who asked him to investigate. Narbutas
testified that his concern was Duque's behavior, and he could
not recall whether he mentioned the conflict between Omari
and El-Abed to Turner. With Browne as a witness, Narbutas
called Duque into his office and asked her whether she
had taken the money, but claimed not to have spoken to
her about the Tartech-El-Abed conflict. When she admitted
having borrowed the money, Narbutas suspended her and
reported the admission to human resources and legal counsel
in Louisville, Kentucky, where it was decided that she would
be terminated for violating company policy. On February 14,
2002, before Narbutas could fire her, Duque resigned. Before
she left, however, she unlocked a door to a room in a deserted
wing of the hospital for El-Abed, and he and an IHR employee
moved Tartech's machines there. As for the Omari-El-Abed

conflict, Narbutas did nothing to investigate, except suggest
to Browne that he “kind of look into it.”

Browne testified that Narbutas defended Duque until she
resigned. After Browne was asked to look into the matter,
he forwarded both letters from Omari's attorney to corporate

counsel in Louisville. 18  He retrieved from Tanzmeister the
unpaid disputed invoices and, though aware of Tartech's
claims, continued to pay IHR, without determining whether
the Tartech invoices listed in Gerges's two letters had been
paid. He then prepared a letter for Narbutas's signature,
cancelling IHR's contract with Brea, effective March 14,

2002. 19

By the time the IHR contract was cancelled, Browne had
received a copy of Gerges's letter informing the hospital that
the equipment used by IHR at the hospital, including five
dialysis machines, belonged to Tartech, and he knew that the
equipment was still located at the hospital. Without informing
Gerges or Omari, Browne telephoned El-Abed on March

7, 2002, and invited him to pick up the equipment. 20  El-
Abed came with Norry the same day Browne telephoned,
and Browne watched as they drove the equipment out of the

parking lot in a U-Haul truck. 21  Two months later, on advice
of counsel, Browne telephoned El-Abed to ask him to return
the equipment to Omari. El-Abed refused. In fact, it was too
late-El-Abed and Duque had already shipped all but one item
to the Philippines, where Duque had negotiated a sale.

*6  Omari testified that the cost of purchasing and
refurbishing the stolen dialysis machines was $110,200.
The cost of purchasing and refurbishing the X-ray machine
and purchasing accessories was $87,000. Omari's expert
witness, economist Phillip Allman, testified that based upon
past expenses and income, Tartech's expected lost profit
was approximately $1.2 million through the time of trial.
Appellants presented no expert testimony.

The parties stipulated to several facts: Tartech owned all the
hemodialysis machines and other medical equipment released
by Kindred to El-Abed; McCurdy, CEO of Kindred Los
Angeles, Narbutas, CEO of Kindred Brea, and John Browne,
CFO of Kindred Brea, were all officers and managing agents
of Kindred, and all their actions were taken within the scope
of their employment; the net worth of the “whole corporate

Kindred organization” was $1.4 billion at the time of trial. 22
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DISCUSSION

1. Contentions
We summarize appellants' five primary assignments of error,
leaving the many subcontentions to such time that they
become relevant to our discussion. The first assignment
of error is that the punitive damage award was excessive,
contrary to California law, and unconstitutional under the

“guideposts” set forth in State Farm Mut. Automobile
Ins. Co. v. Campbell (2003) 538 U.S. 408, 123 S.Ct. 1513,
155 L.Ed.2d 585 (State Farm ). In the second, appellants
claim the fraud verdicts were not supported by substantial
evidence. In appellants' third assignment of error, they
contend the damages awarded for Omari's emotional distress
were excessive and unsupported by substantial evidence,
and that emotional distress damages are not recoverable for
conversion of business equipment. In the fourth, appellants
contend that the economic damages awarded were excessive
and not supported by substantial evidence. Finally, appellants
contend that the trial court abused its discretion in excluding
a document offered to impeach Omari's testimony regarding
the cost of overhauling dialysis machines, and in denying the
motion for new trial on that ground.

In addition to the contentions just summarized, appellants
have included contentions and argument in at least 10 of the
33 footnotes in the opening brief and eight of the 28 footnotes
in the reply brief. Each point in an appellate brief must be
stated under a separate heading or subheading summarizing
the point. (Cal. Rules of Court, rule 8.204(a)(1)(B).) As
the placement of argument in a footnote does not comply

with this rule, we disregard it. (See Santa Teresa Citizen
Action Group v. State Energy Resources Conservation &
Development Com. (2003) 105 Cal.App.4th 1441, 1451, 130

Cal.Rptr.2d 392; Western Aggregates, Inc. v. County of
Yuba (2002) 101 Cal.App.4th 278, 290.)

Respondents suggest that rather than follow appellants' order
of discussion, the contentions regarding the punitive damage
award should be discussed last. We agree that the more
logical approach is to begin with whether substantial evidence
supports the jury's findings of fraud, as the remaining
contentions depend, in part, upon the resolution of that issue
and issues relating to it. Indeed, all of appellants' other issues
are more easily discussed prior to punitive damages. Thus,
we begin with appellants' second assignment of error, that
the fraud verdicts were not supported by substantial evidence,

after which we discuss the third and fourth assignments of
error, before finally turning to punitive damages. We also
discuss some of appellants' subcontentions-not summarized
here-out of order where warranted.

2. Substantial Evidence-Fraud and Conversion
*7  Appellants contend that several fraud elements were

unsupported by substantial evidence. 23  Respondents contend
that appellants' inadequate summary of the evidence,
consisting mostly of the evidence supporting appellants'
contentions, has resulted in a forfeiture of their substantial
evidence claim. The only evidence relevant to a substantial
evidence review is that evidence which supports the
prevailing parties, and a proper summary disregards the

appellant's evidence. ( Campbell v. Southern Pacific Co.,
supra, 22 Cal.3d at p. 60, 148 Cal.Rptr. 596, 583 P.2d
121.) We agree with respondents that, contrary to the proper
standard of substantial evidence review, appellants' summary
casts the most favorable light on the evidence favoring their
position, and they have drawn all inferences necessary to
support their arguments, rejecting those apparently drawn by

the jury. (See Nestle v. City of Santa Monica, supra, 6
Cal.3d at p. 925, 101 Cal.Rptr. 568, 496 P.2d 480.)

For example, appellants contend there is no evidence of
intentional misrepresentations or concealment by McCurdy,
Narbutas and Browne. However, they fail to discuss
McCurdy's promise to investigate Omari's claims, or her
concealment of the fact that she had just signed a contract
with IHR, and intended to do whatever was necessary in order
to keep the services provided by Damon, whose technical
expertise was necessary to permit Kindred Los Angeles to
pass the accreditation review. Nor do they discuss evidence
suggesting Browne facilitated El-Abed's removal of the
equipment after he knew it belonged to Tartech, and without
notifying Omari.

Contrary to the events as described by appellants, Kindred
officers were informed as early as January 2, 2002, that
Tartech had not simply changed its name, and that Omari
was alleging that El-Abed had stolen his business. By mid-
January, El-Abed had admitted to Kindred in his notice of
non-affiliation that the two companies were separate entities.
By the end of January, Kindred officers knew Tartech was
claiming entitlement to the equipment that it had installed.
In January, February and March 2002, Kindred continued
to pay IHR instead of Tartech for work performed using
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Tartech equipment; in March 2002, without notifying Omari,
Kindred turned that equipment over to El-Abed. Kindred
officers falsely promised Omari they would investigate and
correct any mistake, but from January 2, 2002 through mid-
March 2002, other than the Ontario CEO, Kindred officers
failed to investigate, and ignored Omari's and his attorney's
pleas for assistance.

Appellants contend that the facts do not show the officers'
conduct was fraudulent, apparently meaning that the
evidence did not show fraudulent intent. “[F]raudulent intent
must often be established by circumstantial evidence....
[It] has been inferred from such circumstances as
defendant's ... failure even to attempt performance, or
his continued assurances after it was clear he would not

perform.” ( Tenzer v. Superscope, Inc. (1985) 39 Cal.3d
18, 30, 216 Cal.Rptr. 130, 702 P.2d 212.) Here, Kindred's
fraudulent intent may be found in their officers' false
promises to investigate, their concealment of the fact that
they intended to pay El-Abed's company notwithstanding
Tartech's contractual entitlement and their intentional return
of equipment owned by Tartech to El-Abed.

*8  Appellants contend that there was no justifiable reliance,
and quoting Witkin, they define reliance as “ ‘an immediate
cause of [the plaintiff's] conduct which alters his legal
relations.’ “ (See 5 Witkin, Summary of Cal. Law (10th ed.
2005) Torts, § 808, p. 1164.) Appellants' quote does not define
justifiable reliance; it defines actual reliance, which is an
element of fraudulent inducement; actual reliance is presumed
when material facts are misrepresented or concealed. (See

Engalla v. Permanente Medical Group, Inc., supra, 15
Cal.4th at pp. 976-977, 64 Cal.Rptr.2d 843, 938 P.2d 903.)

Appellants suggest that Omari's ineffectual actions to protect
himself show an absence of reliance, because he did, in fact,
act by retaining an attorney and making demands. Appellants
further suggest that Omari's reliance was unjustified because
he should have been aware of any fraudulent concealment
by the time the equipment was sold. What appellants have
described is, more realistically, a failure to act-had Omari
known all the facts, he could have taken court action or
retrieved the equipment before Kindred released it to El-

Abed. Reliance may consist of forbearance. ( Small v. Fritz
Companies, Inc. (2003) 30 Cal.4th 167, 174, 132 Cal.Rptr.2d
490, 65 P.3d 1255.) A plaintiff's failure to protect himself
is not deemed unjustifiable unless his “ ‘conduct ... in the
light of his own intelligence and information was manifestly

unreasonable.’ “ ( Alliance Mortgage Co. v. Rothwell
(1995) 10 Cal.4th 1226, 1240, 44 Cal.Rptr.2d 352, 900 P.2d
601.) Whether Omari's forbearance was reasonable was a
question of fact for the jury to resolve, and any failure to take
action before it was too late was not manifestly unreasonable.

(See id. at pp. 1239-1240, 44 Cal.Rptr.2d 352, 900 P.2d
601.)

In addition, appellants argue that Omari was fully aware
that Duque's work on Tartech's procedures manual and her
acceptance of a loan constituted ultra vires misbehavior on her
part-that she was a “double agent.” However, the record fails
to disclose that Omari knew of Duque's position when he lent
her money. Moreover, appellants disregard Omari's testimony
that he was unaware of Kindred's policy or of the fact that
Duque was employed by Kindred when he employed her as
a consultant.

Appellants would have this court disbelieve Omari, and
believe only those witnesses whose credibility was apparently
rejected by the jury-and by the trial judge, who, in denying
appellants' motion for new trial based upon alleged attorney
misconduct in calling the defense witnesses “ ‘liars,’ “ stated:
“Quite frankly, that is a mild word for some of the defense
witnesses. This Court has been on the bench for 20 years and
cannot remember a case where it appeared that so many of the
defense witnesses were ‘making it up as they go along.’ The
jurors obviously agreed.”

Appellants' statement of facts recites testimony that was
apparently rejected by the jury, omitting contrary evidence.
For example, appellants cite Duque's testimony that she
did not have the authority to determine whether a vendor
should be paid, from which appellants argue that Duque could
not have arranged to have IHR's invoices paid. However,
the evidence showed that she did, in fact, arrange to have
IHR's invoices paid-Duque assured Tanzmeister the name
change was “all OK,” an assurance communicated directly
to CEO Narbutas. Duque later told Norry that she had
arranged for the payment of the Tartech invoices to IHR.
Appellants also suggest that a change in vendor name and
federal identification number did not prompt suspicion of
El-Abed, because Kindred officers testified they believed
it to be a simple name change-testimony the jury was not
required to believe. Further, they disregard evidence that
one such officer was Browne, who later helped El-Abed
misappropriate Tartech's equipment. Similarly, appellants
argue that Kindred officers did not know Omari's relationship
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to Tartech, suggesting, as they did at trial, that the Kindred
officers did not know Omari, and were acquainted only with
El-Abed. They reference McCurdy's testimony that she had
never seen Omari before January 2, 2002, but disregard
Omari's testimony that he had known McCurdy since 1997,
when he was the vendor doing business as American Medical,
and that he had exchanged greetings many times with
Narbutas at Brea.

*9  It is the province of the jury, not the appellate
court, “ ‘to judge of the effect or value of the evidence,
to weigh the evidence, to consider the credibility of the
witnesses, [and] to resolve conflicts in the evidence or in
the reasonable inferences that may be drawn therefrom.’

[Citations.]” ( Leff v. Gunter (1983) 33 Cal.3d 508, 518,
189 Cal.Rptr. 377, 658 P.2d 740.) In doing so, a “jury is
not required to believe the testimony of any witness, even

if uncontradicted.” ( Sprague v. Equifax, Inc. (1985) 166
Cal.App.3d 1012, 1028, 213 Cal.Rptr. 69.) “It is well settled
that the trier of fact may accept part of the testimony of
a witness and reject another part even though the latter
contradicts the part accepted. [Citations.] ... ‘[T]he jury
properly may reject part of the testimony of a witness, though
not directly contradicted, and combine the accepted portions
with bits of testimony or inferences from the testimony of
other witnesses thus weaving a cloth of truth out of selected

available material. [Citations.]’ “ ( Stevens v. Parke, Davis
& Co. (1973) 9 Cal.3d 51, 67-68, 107 Cal.Rptr. 45, 507 P.2d
653.)

In reviewing for substantial evidence, we begin with the
presumption that the record contains evidence to sustain every

finding of fact. ( Foreman & Clark Corp. v. Fallon (1971)
3 Cal.3d 875, 881, 92 Cal.Rptr. 162, 479 P.2d 362.) It is
appellants' burden to demonstrate that it does not. (Ibid.)
Appellants do not meet their burden by pointing out all
the inferences that might have been drawn in their favor,
while inviting this court to reject any contrary inferences.

(See Crawford v. Southern Pacific Co. (1935) 3 Cal.2d
427, 429, 45 P.2d 183.) Appellants must show not only that
their inferences are reasonable, but also that all contrary
inferences are unreasonable-and they must do so upon a
complete and fair recitation of all the evidence most favorable

to respondents. ( Boeken v. Philip Morris, Inc. (2005) 127
Cal.App.4th 1640, 1658, 26 Cal.Rptr.3d 638.)

Appellants do not challenge the sufficiency of the evidence
as to conversion. Respondents contend that the conversion
findings alone support the award of damages, and any defect
in the fraud findings may be disregarded. We agree. The
special verdict form, to which appellants did not object,
did not require the jury to allocate damages between the
fraud and conversion causes of action. “The ‘general verdict
rule’ ... provides that where several counts are tried, a general
verdict will be sustained if any one count is supported
by substantial evidence and is unaffected by error, despite
possible insufficiency of evidence as to the remaining counts.
[Citation.] The rule is based on the assumption ‘that the
jury found on the cause of action or theory which was
supported by substantial evidence and as to which there
was no error,’ an assumption that may be proven incorrect
by the special verdict or response to special interrogatories.

[Citation.]” ( Tavaglione v. Billings (1993) 4 Cal.4th 1150,
1157, 17 Cal.Rptr.2d 608, 847 P.2d 574.)

Appellants do not contend that the special verdict form
shows that different amounts were awarded as to the fraud
and conversion counts. Instead, they challenge the economic
damages award as excessive, because it included both the
value of the equipment and consequential damages. They
contend that Civil Code section 3336 allows one measure
or the other, not both. Assuming arguendo that appellants'
interpretation of section 3336 is correct, they have failed
to preserve this issue for appeal. “To preserve for appeal
a challenge to separate components of a plaintiff's damage
award, a defendant must request a special verdict form that

segregates the elements of damages. [Citations.]” ( Greer v.
Buzgheia (2006) 141 Cal.App.4th 1150, 1158, 46 Cal.Rptr.3d
780.)

*10  Moreover, substantial evidence supports the fraud
verdicts. Duque concealed from Omari until he was out of the
country her plan to assist El-Abed in the takeover of Tartech.
Thereafter, she facilitated the plan by assuring Tanzmeister
that the new contract with IHR represented merely a name
change. Finally, before Omari was aware of her complicity,
she promised to investigate his claim that El-Abed was trying
to steal his business, and promised to correct any mistakes.
The jury understandably concluded she had no intention of
fulfilling these promises. A false promise-one made without
intention to perform-is the equivalent of a misrepresentation

of fact. ( Las Palmas Associates v. Las Palmas Center
Associates (1991) 235 Cal.App.3d 1220, 1238, 1 Cal.Rptr.2d
301.) Before leaving Kindred, Duque, without notifying
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Omari, also assisted El-Abed in secreting Tartech's equipment
in a locked storage room, from which El-Abed later removed
it.

Duque was not alone among the officers whom the jury could
reasonably have concluded misrepresented and concealed
material facts from Omari to his detriment. CEO McCurdy,
after promising to investigate Omari's claims on January
2, failed to do so, and failed to disclose that she had
already signed a new contract with El-Abed-the party Omari
claimed was stealing his business and misleading the hospital
into diverting payments due Tartech. Far from investigating
Omari's complaint, on January 15, McCurdy cancelled
Tartech's contract with Kindred Los Angeles, retroactive to
the day before she promised to investigate his complaint.
The jury was entitled to conclude that McCurdy, like Duque,
misrepresented her intentions on January 2, induced Omari's
reliance on her promise to investigate, and did so to ensure
the retention of technician Richard Damon who, by then,
was employed by IHR and who, in McCurdy's words, “we
cannot get along without.” Omari, unaware of McCurdy's
true intentions, failed to take steps to stanch the flow of
payments to IHR, and failed to protect his equipment from
being returned to El-Abed.

The jury's findings that officers of Kindred concealed facts
from Omari was further supported by the evidence of
CFO Browne's conduct. He had before him evidence that
Tartech had not undergone a name change, that El-Abed was
attempting to take over Omari's business and that payments
due Tartech as the holder of the existing contracts were being
made instead to El-Abed's company, IHR. Browne continued
to authorize payments to IHR, despite having been notified of
unpaid invoices due Tartech. Further, after being advised that
the medical equipment belonged to Tartech, Browne, without
notifying Omari, contacted El-Abed and invited him to pick
up Tartech's equipment. The jury was entitled to find such
concealment material, and that it was a substantial factor in
causing Omari's damages. We may not reject those findings.

(See Crawford v. Southern Pacific Co., supra, 3 Cal.2d at
p. 429, 45 P.2d 183.)

3. Vicarious Liability
*11  Appellants contend that notwithstanding the jury's

contrary conclusion, Duque did not act within the scope of her
employment with Kindred, and her fraud cannot, therefore,

be imputed to Kindred . 24  We disagree.

Under the doctrine of respondeat superior, “an employer is
vicariously liable for the torts of its employees committed

within the scope of the employment.” ( Lisa M. v. Henry
Mayo Newhall Memorial Hospital (1995) 12 Cal.4th 291,
296, 48 Cal.Rptr.2d 510, 907 P.2d 358 (Lisa M.).) An
employee's actions need not benefit the employer; “an
employee's willful, malicious and even criminal torts may
fall within the scope of his or her employment for purposes
of respondeat superior, even though the employer has not
authorized the employee to commit crimes or intentional

torts.” (Id. at pp. 296-297, 48 Cal.Rptr.2d 510, 907 P.2d
358.) “The employer is liable not because the employer has
control over the employee or is in some way at fault, but
because the employer's enterprise creates inevitable risks as

a part of doing business. [Citations].” ( Bailey v. Filco,
Inc. (1996) 48 Cal.App.4th 1552, 1559, 56 Cal.Rptr.2d
333.) “[A]n employer is liable for risks ‘arising out of
the employment.’ [Citations.] [¶] A risk arises out of the
employment when ‘in the context of the particular enterprise
an employee's conduct is not so unusual or startling that
it would seem unfair to include the loss resulting from it
among other costs of the employer's business. [Citations.] In
other words, where the question is one of vicarious liability,
the inquiry should be whether the risk was one “that may
fairly be regarded as typical of or broadly incidental” to the
enterprise undertaken by the employer. [Citation.]’ [Citation.]
Accordingly, the employer's liability extends beyond his
actual or possible control of the employee to include risks

inherent in or created by the enterprise.” ( Perez v.
Van Groningen & Sons, Inc. (1986) 41 Cal.3d 962, 968,

227 Cal.Rptr. 106, 719 P.2d 676; see also, Hinman
v. Westinghouse Elec. Co. (1970) 2 Cal.3d 956, 960, 88
Cal.Rptr. 188, 471 P.2d 988.)

Appellants argue that Duque's fraud cannot be imputed to
Kindred, because “[a]n employer is not liable to a participant
in an employee's ex cathedra scheme.” Appellants rely upon
several authorities which discuss circumstances under which
the knowledge of an agent may be imputed to the principal.

(E.g., First Nat. Bank v. Reed (1926) 198 Cal. 252,

258, 244 P. 368; Meyer v. Glenmoor Homes, Inc. (1966)
246 Cal.App.2d 242, 264; People v. Parker (1965) 235
Cal.App.2d 86, 93, 44 Cal.Rptr. 900.) We do not disagree
with the principle relied upon in those cases, viz., that “ ‘[a]
corporation is not chargeable with the knowledge of an officer
who collaborates with an outsider to defraud it.’ “ (Meyer v.
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Glenmoor Homes, Inc., supra, at p. 264, quoting People v.
Parker, supra, 235 Cal.App.2d at p. 93, 44 Cal.Rptr. 900, and

citing First Nat. Bank v. Reed, supra, 198 Cal. at p. 258,
244 P. 368.) However, appellants have pointed to no evidence
of Omari's complicity in Duque's fraud; thus, these cases are
inapposite.

*12  Where an employee has committed a fraud within the
scope of employment, the corporate employer will be held
liable even if the employee committed the fraud entirely for
his or her own purposes, and even if the employer is “entirely
innocent and has received no benefit from the transaction,”
unless the party defrauded has notice that the employee has

acted entirely for his or her own purposes. ( Hartong v.
Partake, Inc. (1968) 266 Cal.App.2d 942, 960, 72 Cal.Rptr.

722.) This principle is illustrated in Rutherford v. Rideout
Bank (1938) 11 Cal.2d 479, 80 P.2d 978, cited by respondents.
There, a bank manager had made fraudulent representations
to induce the plaintiff to sell her real property to a third person.

(Id. at p. 482, 80 P.2d 978.) The court rejected the bank's
defense that its manager acted pursuant to an independent
purpose of the purchaser and his own, and that the particular

transaction was not authorized by the bank. (Id. at pp.
483-484, 80 P.2d 978.) Here, Duque engaged in a scheme
to defraud Omari and used her position as COO of Kindred
to facilitate the “name change,” thus diverting payment of
Tartech's invoices to IHR. By the time Omari discovered
Duque's fraud, it was too late.

Relying on Saks v. Charity Mission Baptist Church (2001)
90 Cal.App.4th 1116, 110 Cal.Rptr.2d 45 (Saks ), appellants
contend the evidence showed that Omari knew Duque's acts
were her own and unauthorized by Kindred. In Saks, the
plaintiff was denied recovery for damages caused when he
was fraudulently induced by an employee to enter into a
contract with the employer, knowing that the acts of the
employee were in conflict with the interests of the employer.

(See id. at pp. 1137-1140, 110 Cal.Rptr.2d 45.) Appellants
attempt to compare the facts of Saks with those of this
case by arguing that “Omari knew and co-authored Duque's
material conflict of interest in all of her dealings with him-
illicit dealings that resulted in his hospital contracts-and
he repeatedly asserted her solely personal motivation when
confronting Kindred.” The evidence was to the contrary.
Omari testified that Duque was introduced to him by El-
Abed, that he learned only after he retained Peter Duque

that she was employed by Kindred, and that he was unaware
of Kindred's policy prohibiting employees from accepting
loans from vendors. Moreover, the fact that Omari may have
suspected Duque's motivation related to his request that she
repay the money she owed does not make him complicit in
her fraudulent conduct. Indeed, Omari did not know-because
Duque had concealed from him-that she was in partnership
with El-Abed to transfer Tartech's contracts with Kindred
to El-Abed's company. Instead, she assured Omari that she
would investigate his complaints and rectify the situation. Far
from being complicit in her scheme, he was the victim of it.

Citing Lisa M., supra, 12 Cal.4th 291, 298-299, 48

Cal.Rptr.2d 510, 907 P.2d 358, and Farmers Ins. Group
v. County of Santa Clara (1995) 11 Cal.4th 992, 1004-1005,
47 Cal.Rptr.2d 478, 906 P.2d 440, appellants argue that
no liability is imposed upon an employer if “an employee
engages in an independent tort for her own purposes, or as
a result of a personal quarrel....” Appellants' argument is an
overstatement of the exception to vicarious liability; in fact,
liability is the norm, “ ‘with a few exceptions' in instances
where the employee has ‘substantially deviated from his

duties for personal purposes.’ “ ( Mary M. v. City of Los
Angeles (1991) 54 Cal.3d 202, 218, 285 Cal.Rptr. 99, 814 P.2d
1341 (Mary M.).) “To determine whether a particular set of
facts falls into one of those ‘few exceptions,’ it is necessary
to examine the employees' conduct as a whole, not simply
the tortious act itself. [Citation.] ‘ “The fact that an employee
is not engaged in the ultimate object of his employment at
the time of his wrongful act does not preclude attribution of
liability to an employer.” ‘ [Citation.] ... ‘[T]he proper inquiry
is not “ ‘whether the wrongful act itself was authorized but
whether it was committed in the course of a series of acts of

the agent which were authorized by the principal.’ “ ‘ “ (Id.

at pp. 218-219, 285 Cal.Rptr. 99, 814 P.2d 1341.)

*13  Substantial evidence supports the jury's conclusion
that Duque's fraud was committed in the course of duties

authorized by Kindred. (See Mary M., supra, 54 Cal.3d
at pp. 218-219, 285 Cal.Rptr. 99, 814 P.2d 1341.) Duque
and Narbutas testified that Duque, as COO, was subordinate
only to CEO Narbutas. Duque testified that all her duties
at Kindred Brea were managerial and involved verifying
regulatory compliance by vendors, including dialysis venders
such as Tartech, and that she reviewed all clinical contracts
and made clinical recommendations prior to review by the
CFO and execution by the CEO. Narbutas testified that
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Duque was his “right-hand person,” whose job duties as COO
included ensuring that the hospital operated according to
regulatory requirements and advising him regarding clinical
policies and procedures. She reviewed all vendor contracts,
advised the CEO and monitored vendor performance. Browne
testified that he and Duque both reviewed vendor contracts.
Duque made recommendations to Narbutas and had the
power to block any contract to which she had a clinical
objection. Although Narbutas had final approval authority of
hospital contracts, he relied upon Duque's recommendations.
In short, Duque “basically approved” contracts, including
IHR's contract with Kindred Brea, before they were presented
to the CEO. Indeed, it was Duque who confirmed that the
“name change” from Tartech to IHR was proper. Moreover, it
was Duque to whom Omari was sent when he complained that
his contracts with Kindred Brea were not being honored, and
it was Duque who falsely assured him any mistakes would be
rectified.

Thus, Duque used her authority as COO, the CEO's
“right-hand person,” and advisor to hospital administration
regarding vendor contracts and performance, to assure
Tanzmeister (and through her, Narbutas) that IHR was just
a name change and to arrange to have Tartech's invoices
paid to IHR. Contrary to appellants' argument, substantial
deviation is lacking, because Duque's fraud was accomplished
by conduct incident to her duties, and thus was reasonably

foreseeable by Kindred. (See Bailey v. Filco, Inc., supra,
48 Cal.App.4th at pp. 1559-1560, 56 Cal.Rptr.2d 333.) That
she did not perform her duties in a manner authorized by
Kindred or that benefited Kindred is of no moment. (See

Perez v. Van Groningen & Sons, Inc., supra, 41 Cal.3d at
pp. 968-969, 227 Cal.Rptr. 106, 719 P.2d 676.) We conclude
that substantial evidence supports the finding that Duque
committed fraud within the scope of her employment by
Kindred; thus, the fraud was properly imputed to Kindred
under the doctrine of respondeat superior.

4. Damages for Emotional Distress
Appellants contend that the verdict for emotional distress
damages must be reversed, because the fraud cause of
action was not supported by substantial evidence, and
because emotional distress damages are not recoverable
for conversion, unless the property converted had great
sentimental value. We reject both contentions.

Emotional distress damages are recoverable for intentional

fraud not involving the sale of property. (See Branch
v. Homefed Bank (1992) 6 Cal.App.4th 793, 798-800, 8

Cal.Rptr.2d 182; Sprague v. Frank J. Sanders Lincoln
Mercury, Inc. (1981) 120 Cal.App.3d 412, 417, 174 Cal.Rptr.
608.) Thus, as appellants failed to meet their burden to justify
a reversal of the fraud verdict, Kindred's fraud supported
recovery of emotional distress damages.

*14  Moreover, we reject appellants' contention that
conversion cannot support a recovery of damages for
emotional distress. In general, “a plaintiff who as a result of
a defendant's tortious conduct loses his property and suffers
mental distress may recover not only for the pecuniary loss

but also for his mental distress.” ( Crisci v. Security Ins.
Co. (1967) 66 Cal.2d 425, 433-434, 58 Cal.Rptr. 13, 426 P.2d
173.) Such damages are recoverable for conversion, so long

as it was intentional. ( Gonzales v. Personal Storage, Inc.
(1997) 56 Cal.App.4th 464, 475-477, 65 Cal.Rptr.2d 473.)
Although appellants repeatedly characterize the conversion
as negligent, the jury found it to have been intentional, and

appellants do not directly challenge that finding. 25

Appellants further contend that $500,000 for emotional
distress was excessive, because the evidence showed, at most,
that Omari was merely angry and unhappy, which can be
said of all litigants. They claim the only evidence of Omari's
mental suffering was his testimony that he saw a psychiatrist
and took medication for a period of time. This understates
the evidence the jury was entitled to consider. Nizar Marouf
testified that when Omari called him January 1, 2002, he
was in a state of panic. The next day, Omari was such “an
emotional wreck” that Marouf insisted upon driving Omari
to the hospitals. When Omari tried to explain the facts to
Duque, she had to calm him down. McCurdy testified that
when she spoke to Omari January 2, 2002, he was “pretty
intense.” Omari testified that as a result of this incident, he
was treated by a psychiatrist for the first time in his life. He
was placed on Valium, Prozac and other medications, none of
which he had ever taken before. Although he was no longer
on medication at the time of trial-some three and one-half
years after the events giving rise to the lawsuit-he broke down
while recalling the events, and testified to “how my life turned
upside down” as a result of appellants' conduct. The weight to
give such evidence was for the jury, and the reviewing court
is not authorized to interfere with the jury's judgment, unless
the amount of the award was so grossly disproportionate to
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the economic damages as to raise a presumption that it was
the result of passion and prejudice. (Pistorius v. Prudential
Insurance Co. (1981) 123 Cal.App.3d 541, 552, 176 Cal.Rptr.
660.)

Appellants suggest the award was grossly disproportionate
to the economic damages. On appeal, it is the appellants'
burden to show the “ ‘verdict is “so plainly and outrageously
excessive as to suggest, at the first blush, passion or prejudice
or corruption on the part of the jury.’ “ [Citations.]” (McNulty
v. Southern Pacific Co. (1950) 96 Cal.App.2d 841, 846,

216 P.2d 534.) 26  Appellants' attempt to meet their burden
consists of a reference to a case in which the emotional
distress award was more than three times the economic loss.

(E.g., Merlo v. Standard Life & Acc. Ins. Co. (1976) 59
Cal.App.3d 5, 16-17, 130 Cal.Rptr. 416.) Here, on the other
hand, the emotional distress award was just over one-third the
economic damages. We conclude that appellants have failed
to carry their burden.

5. Economic Damages
*15  Appellants contend the economic damages awarded

were excessive and not supported by substantial evidence.
First, they contend that contract damages should have
been limited to 30 days, because the contract allowed for
termination at the will of Kindred upon 30 days' notice.
Appellants do not claim to have requested an instruction
so limiting contract damages, and they did not request a
special verdict allocating damages between the contract and
tort causes of action or in any other way segregating the
elements of damages. Thus, they have not preserved this issue

for review. ( Greer v. Buzgheia, supra, 141 Cal.App.4th at
p. 1158, 46 Cal.Rptr.3d 780.)

Moreover, appellants do not contend-and have not shown-
that economic damages due to the breach of contract were
awarded in addition to the amount of fraud or conversion
damages. As there is nothing to suggest in the instructions,
evidence or verdict that respondents were permitted to recover
duplicative damages, appellants have not shown error. (See

Tavaglione v. Billings, supra, 4 Cal.4th at pp. 1157-1158,
17 Cal.Rptr.2d 608, 847 P.2d 574.)

Appellants also contend that respondents should not have
been permitted to recover damages for lost future profits,
because Tartech did not yet have a history of making a profit.
As appellants did not object to the admission of evidence

of future profits, and they did not request a special verdict
form segregating the damages based upon lost profits from
other items of damage, they have forfeited this contention.

( Heiner v. Kmart Corp. (2000) 84 Cal.App.4th 335, 346,

100 Cal.Rptr.2d 854.) 27

6. Exclusion of Impeachment Evidence
Appellants contend the trial court abused its discretion in
excluding an exhibit offered to impeach Omari's testimony
that he overhauled the five dialysis machines. Omari testified
that in order to start up Tartech, he purchased five dialysis
machines for $60,000, and then overhauled and enhanced
them himself at a cost of approximately $50,000, for a
total investment of $110,200 for the machines. In cross-
examination, in order to impeach that testimony and show
that the machines were purchased already refurbished for a
total of $60,000, appellants proffered what purported to be an
offer to sell the equipment to Tartech for $12,000 per machine,
unsigned by the offeree. A handwritten note at the bottom
of the signature page requested the addition of a complete
refurbishing of the machines.

Respondents' counsel objected on the ground that the
document had not been produced in discovery. In a sidebar
conference, Kindred's attorney represented that he had
received the document two weeks before from El-Abed.
Respondents' counsel confirmed that the discovery request
had called for “[a]ll documents related to the machinery ...
purchased by Tartech.” El-Abed represented to the court that
the handwritten notations were his, and that the original,
with the same handwritten notations, was eventually signed.
The trial court excluded the exhibit, finding it had not been
produced in discovery, appeared “suspicious,” and lacked

indicia of reliability. 28

*16  Appellants contend the court “prejudicially erred
in penalizing Kindred for another defendant's discovery
transgression.” They offer no excuse for their failure to
produce the exhibit, called for in discovery, during the
two weeks appellants admittedly had it. More important,
the exhibit simply did not impeach Omari's testimony. It
consisted of an unsigned offer by a third party. Appellants
do not suggest the documents were otherwise admissible,
and the court was well within its discretion in excluding

the evidence. 29  (See Dart Industries, Inc. v. Commercial
Union Ins. Co. (2002) 28 Cal.4th 1059, 1078, 124 Cal.Rptr.2d
142, 52 P.3d 79.)
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7. Punitive Damages-Officer or Managing Agent
Appellants contend that punitive damages could not be
awarded under California law, because there was no evidence
of malice, oppression or fraud on the part of an officer or

managing agent of Kindred. 30  Civil Code section 3294,
subdivision (a), provides that punitive damages may not
be recovered unless “it is proven by clear and convincing
evidence that the defendant has been guilty of oppression,

fraud, or malice....” 31  As relevant here, a corporate employer
may be liable for punitive damages due to the conduct of an
employee only if the act of oppression, fraud or malice was
committed by an officer, director or managing agent of the
corporation. (Civ.Code, § 3294, subd. (b).)

Appellants argue that the jury's finding that Duque was an
officer or managing agent of Kindred was not supported

by substantial evidence. 32  We need not reach appellants'
contention that Duque was not a managing agent, because
she was clearly an officer, and the statute requires conduct
by either a managing agent or an officer. (Civ.Code, § 3294,

subd. (b); cf. White v. Ultramar, Inc. (1999) 21 Cal.4th 563,
573, 88 Cal.Rptr.2d 19, 981 P.2d 944 [officer is in the same
category as managing agent].)

Appellants assert that Duque's title of “officer” did not make

her an officer. They rely on Cruz v. HomeBase (2000) 83
Cal.App.4th 160, 99 Cal.Rptr.2d 435, in which the appellate
court held that the title, “supervisor,” did not necessarily mean
that the supervisor was a managing agent. The court did not
hold, even by implication, that an officer is not necessarily

an officer. (See id. at pp. 167-168, 99 Cal.Rptr.2d 435.)
Duque's title was certainly evidence that she was an officer.
Moreover, the testimony was not simply that her title was
“chief operations officer”; Duque and Narbutas testified that
she was the chief operations officer. Further, Duque's position
in the hospital was second only to the CEO's, and appellants
stipulated that the CEO and the CFO were officers. The jury's
conclusion that Duque was an officer is supported by the

evidence, and we are not authorized to reject it. (See Nestle
v. City of Santa Monica, supra, 6 Cal.3d at p. 925, 101
Cal.Rptr. 568, 496 P.2d 480.)

Appellants contend that Duque's conduct was not so
despicable as to support punitive damages. As respondents
note, fraud alone supports the imposition of punitive

damages. ( Las Palmas Associates v. Las Palmas Center
Associates, supra, 235 Cal.App.3d at p. 1239, 1 Cal.Rptr.2d
301.) Thus, punitive damages are supported by the fraud
findings in the special verdicts, supported by substantial
evidence that Duque committed fraud. Despicable conduct
is an element of malice, not fraud. (Civ.Code, § 3294, subd.

(c).) 33  As appellants did not request a special verdict form
that would have required the jury to specify which ground-
malice, oppression or fraud-justified punitive damages, we
assume that it found whichever ground or grounds support

the award, and rejected any that do not. (See Tavaglione v.
Billings, supra, 4 Cal.4th at p. 1157, 17 Cal.Rptr.2d 608, 847

P.2d 574.) 34

*17  For the same reason, we need not reach appellants'
contention that the conversion verdict could not support
punitive damages. The special verdict form did not ask
the jury to assign the punitive damage award separately to
each of the three alleged torts, and the jury found that “the
acts constituting that misrepresentation, concealment and/or
conversion [rose] to the level of fraud, oppression, malice
or despicable conduct by an officer or managing agent of
Kindred.” Again, we assume the jury found whichever ground
or grounds support the award, and rejected any that do not.

(See Tavaglione v. Billings, supra, 4 Cal.4th at p. 1157, 17
Cal.Rptr.2d 608, 847 P.2d 574.)

8. Punitive Damages-Constitutionality
Appellants contend the punitive damage award is invalid
and excessive, in violation of the United States Constitution.
The due process clause of the Fourteenth Amendment places
limits on both the manner of imposing punitive damages

and the amounts of such awards. ( State Farm, supra, 538
U.S. at pp. 416-418.) “The imposition of ‘grossly excessive
or arbitrary’ awards is constitutionally prohibited, for due
process entitles a tortfeasor to ‘ “fair notice not only of the
conduct that will subject him to punishment, but also of the

severity of the penalty that a State may impose.” ‘ “ ( Simon
v. San Paolo U.S. Holding Co., Inc. (2005) 35 Cal.4th 1159,
1171, 29 Cal.Rptr.3d 379, 113 P.3d 63 (Simon ), quoting State

Farm, supra, at pp. 416-417, and BMW of North America,
Inc. v. Gore (1996) 517 U.S. 559, 574, 116 S.Ct. 1589, 134
L.Ed.2d 809 (BMW ).)
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The United States Supreme Court has developed the
following “guideposts” for determining whether a punitive
damage award comports with due process: “(1) the degree
of reprehensibility of the defendant's misconduct; (2) the
disparity between the actual or potential harm suffered by
the plaintiff and the punitive damages award; and (3) the
difference between the punitive damages awarded by the jury
and the civil penalties authorized or imposed in comparable

cases. [Citation.]” ( State Farm, supra, 538 U.S. at p. 418;

see BMW, supra, 517 U.S. at p. 575; Simon, supra, 35
Cal.4th at pp. 1171-1172, 29 Cal.Rptr.3d 379, 113 P.3d 63.)

We determine the constitutionality of the award under a

de novo standard of review. ( Cooper Industries, Inc. v.
Leatherman Tool Group, Inc. (2001) 532 U.S. 424, 436-437,
121 S.Ct. 1678, 149 L.Ed.2d 674 (Cooper Industries ).) We
make “an independent assessment of the reprehensibility of
the defendant's conduct, the relationship between the award
and the harm done to the plaintiff, and the relationship
between the award and civil penalties authorized for
comparable conduct. [Citations.] This ‘[e]xacting appellate
review’ is intended to ensure punitive damages are the
product of the ‘ “ ‘application of law, rather than a

decisionmaker's caprice.’ “ ‘ [Citation.]” ( Simon, supra, 35
Cal.4th at p. 1172, 29 Cal.Rptr.3d 379, 113 P.3d 63, quoting
State Farm, supra, at p. 418.)

Appellants contend that the de novo standard of review
precludes any deference to the jury's findings. It does
not. “[F]indings of historical fact made in the trial court
are still entitled to the ordinary measure of appellate

deference. [Citations.]” ( Simon, supra, 35 Cal.4th at p.
1172, 29 Cal.Rptr.3d 379, 113 P.3d 63.) Thus, we “defer
to the [jury's] findings of fact unless they are clearly

erroneous.” ( Cooper Industries, supra, 532 U.S. at p. 440,
fn. 14.)

Degree of Reprehensibility

*18  Appellants contend that there was no evidence of
reprehensible conduct by Kindred. “ ‘[T]he most important
indicium of the reasonableness of a punitive damages award
is the degree of reprehensibility of the defendant's conduct.’

“ ( State Farm, supra, 538 U.S. at p. 419, quoting BMW,
supra, 517 U.S. at p. 575.) Several subsidiary factors

guide the determination of the degree of reprehensibility:
(1) whether “the harm caused was physical as opposed to
economic”; (2) whether “the tortious conduct evinced an
indifference to or a reckless disregard of the health or safety
of others”; (3) whether “the target of the conduct had financial
vulnerability”; (4) whether “the conduct involved repeated
actions or was an isolated incident”; and (5) whether “the
harm was the result of intentional malice, trickery, or deceit,

or mere accident.” ( State Farm, supra, 538 U.S. at p. 419;

see BMW, supra, 517 U.S. at pp. 576-577.) “The existence
of any one of these factors weighing in favor of a plaintiff may
not be sufficient to sustain a punitive damages award; and the
absence of all of them renders any award suspect. It should
be presumed a plaintiff has been made whole for his injuries
by compensatory damages, so punitive damages should only
be awarded if the defendant's culpability, after having paid
compensatory damages, is so reprehensible as to warrant
the imposition of further sanctions to achieve punishment or
deterrence. [Citation.]” (State Farm, supra, at p. 419.)

Appellants directly challenge only factors 1, 2 and 4.
Thus, two factors are deemed established-Omari's financial

vulnerability and intentional trickery or deceit. 35  Appellants

ask that we look to Simon, supra, 35 Cal.4th 1159, 29
Cal.Rptr.3d 379, 113 P.3d 63, for the proper perspective in
this case. We note that in Simon, the Supreme Court found
that although only one reprehensibility factor was present, it
was enough to support an award of punitive damages. (See

Simon, supra, 35 Cal.4th at pp. 1181, 1188, 29 Cal.Rptr.3d
379, 113 P.3d 63.) As that factor was conduct amounting
to trickery and deceit, as in this case, Simon's perspective
justifies an award of punitive damages in some amount.

We agree the first factor-physical as opposed to economic

harm-is absent. (See State Farm, supra, 538 U.S. at p.
419.) The absence of a physical assault or physical injuries
eliminates indifference to or reckless disregard of the physical

safety of others. (See id. at p. 426.) However, the second
factor does not involve physical health alone, and may
consist of an assault on the peace of mind of the plaintiff,
without regard to the effect on his or her mental health. (See

Century Surety Co. v. Polisso (2006) 139 Cal.App.4th 922,
965, 43 Cal.Rptr.3d 468.) Nevertheless, we agree that this
factor is weak without a physical assault.
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Appellants contend this was an isolated incident because it
involved a single instance of “ending [an] at-will supply
contract[ ] and returning (not stealing or even keeping)
business equipment to one of [its] two owners....” Appellants

mischaracterize the jury's findings. 36  The jury found that
this was not a simple breach of contract or negligent
conversion. Duque's intricate scheme set in motion a series
of events which caused or enabled other officers to engage
in tortious conduct which harmed respondents. Further, as
each event unfolded, respondents' loss became greater. There
was McCurdy's false promise to investigate Omari's claim
when she had already signed a contract with IHR and was
committed to doing business with whoever could ensure
the services of Damon; there was Browne's decision to
pay IHR's invoices rather than Tartech's; and there was
Browne's invitation to El-Abed to remove equipment despite
his knowledge of Omari's claim to the equipment.

*19  Appellants compare this case with Simon, supra, 35
Cal.4th 1159, 29 Cal.Rptr.3d 379, 113 P.3d 63, in which the
California Supreme Court observed that deceptive conduct
spanning several weeks could be characterized as more than
a single isolated incident, but held that because all liability
was based upon a single false promise or set of promises,
it “fail[ed] to support a high assessment of reprehensibility.”

(Id. at p. 1180, 29 Cal.Rptr.3d 379, 113 P.3d 63.) As an
example of fraud that was not an isolated incident, the court

cited Johnson v. Ford Motor Co. (2005) 35 Cal.4th 1191,
29 Cal.Rptr.3d 401, 113 P.3d 82 (Johnson ), where the fraud

was part of a repeated corporate practice. ( Simon, at p.

1180, 29 Cal.Rptr.3d 379, 113 P.3d 63; see Johnson, at p.
1196, 29 Cal.Rptr.3d 401, 113 P.3d 82.) A repeated corporate
practice shows recidivism, which is more reprehensible than

an isolated incident. ( State Farm, supra, 538 U.S. at pp.
409-410.) Unlike Simon, this case involves more than a single
false promise or set of false promises resulting in one loss.

(See Simon, supra, 35 Cal.4th at pp. 1166, 1180, 29
Cal.Rptr.3d 379, 113 P.3d 63 [lost opportunity to purchase
a commercial building].) Although the conduct was not a
repeated corporate practice indicative of recidivism, Duque's
months-long fraudulent scheme ultimately resulted in the loss
of money and equipment, the destruction of an established
business, and Omari's need for psychiatric treatment. (See

State Farm, supra, 538 U.S. at pp. 409-410.) We conclude
that although this factor does not score high, as there was no
recidivist behavior, it is entitled to some weight, as Duque's

fraud resulted in tortious conduct committed by more than one
Kindred officer, resulting in significant loss.

Thus, four of the State Farm factors were present in varying

degrees, justifying an award in some amount. (See Simon,
supra, 35 Cal.4th at pp. 1181, 1188, 29 Cal.Rptr.3d 379,
113 P.3d 63.) On the evidence presented at trial, the jury
found that appellants' officers fraudulently concealed material
facts, while intentionally converting respondents' equipment,
thereby destroying the business of financially vulnerable
plaintiffs. We independently conclude from such facts that
appellants' conduct was at least moderately reprehensible.
Thus, we return to the guideposts for determining whether
the amount of the punitive damage award comports with
due process, considering “the disparity between the actual
or potential harm suffered by the plaintiff and the punitive

damages award.... [Citation.]” ( State Farm, supra, 538

U.S. at p. 418; see BMW, supra, 517 U.S. at p. 575.)

Disparity Between Harm and Award

Appellants contend that in determining whether the disparity
between the harm and the punitive damage award comports
with due process, we should disregard all damages that
can be attributable to fraud, because the fraud verdict was
unsupported by substantial evidence, leaving “simply a
breach of contract case” and “conversion, a strict liability
tort.” As we have already rejected those contentions, we reject
appellants' suggestion that only a portion of the economic
damages should be considered in this analysis.

*20  Further, because it is appropriate to include both actual
and potential harm in considering the disparity between
the harm and the punitive damage award, we consider all
the harm to respondents, not only the harm suffered while

Duque was still employed by Kindred. ( State Farm, supra,

538 U.S. at p. 418; BMW, supra, 517 U.S. at p. 575.)
Potential harm includes “ ‘the harm likely to result from the
defendant's conduct as well as the harm that actually has

occurred.’ [Citation.]” ( TXO Production Corp. v. Alliance
Resources Corp. (1993) 509 U.S. 443, 460, 113 S.Ct. 2711,
125 L.Ed.2d 366, italics omitted.) A potential injury is one

that was foreseeable. ( Simon, supra, 35 Cal.4th at p. 1177,
29 Cal.Rptr.3d 379, 113 P.3d 63.) The eventual total loss of
Tartech's receivables and equipment and Omari's emotional
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distress were clearly foreseeable potential harms that not only
could result from the fraudulent scheme set in motion while
Duque was still an officer of Kindred, but which were the very
result intended by Duque.

Appellants again invite a comparison to Simon, pointing out
that the Supreme Court reduced the punitive damages award
in that case from $1.7 million to $50,000. However, the
court did not suggest that punitive damages for a single fraud
should be no more than $50,000, as appellants' argument
suggests. Whether an award is excessive is measured not
by the dollar figure, but by the ratio of punitive damages
to compensatory damages, which should be a single digit,

except in extraordinary cases. (See Simon, supra, 35
Cal.4th at p. 1181, 29 Cal.Rptr.3d 379, 113 P.3d 63.) In
Simon, the court allowed a double digit ratio-an award 10
times the compensatory damages-due to the small size of the
compensatory damages available, resulting in “[a] penalty of
$50,000, though just exceeding the largest single-digit ratio

amount, ... not extraordinary for fraudulent conduct.” (Id.
at p. 1189, 29 Cal.Rptr.3d 379, 113 P.3d 63.)

In State Farm, the Supreme Court suggested that in
comparing the ratio of punitive damages to compensatory
damages, single-digit multipliers are more likely to comport
with due process, while still achieving the state's goals of

deterrence and retribution. ( State Farm, supra, 538 U.S. at

pp. 424-425; BMW, supra, 517 U.S. at p. 582.) The court
observed that it had previously “concluded that an award of
more than four times the amount of compensatory damages
might be close to the line of constitutional impropriety.

[Citation.]” (State Farm, at p. 425, citing Pacific Mutual
Life Insurance Co. v. Haslip (1991) 499 U.S. 1, 23-24,
111 S.Ct. 1032, 113 L.Ed.2d 1.) However, the court also
recognized “a long legislative history, dating back over 700
years and going forward to today, providing for sanctions
of double, treble, or quadruple damages to deter and

punish.” (State Farm, supra, at p. 425.) 37  “The precise award
in any case, of course, must be based upon the facts and
circumstances of the defendant's conduct and the harm to the
plaintiff.” (Ibid .) In this case, as the punitive damage award
was 1.6:1-less than twice the compensatory damage award-
no presumption of invalidity arises, and the inquiry becomes
whether there are other circumstances peculiar to this case that

make the award excessive. (See Simon, supra, 35 Cal.4th
at pp. 1182-1183, 29 Cal.Rptr.3d 379, 113 P.3d 63.)

*21  Appellants contend that the emotional distress damages
were duplicative of punitive damages. The Supreme Court
warned in State Farm that a substantial award for emotional
distress may have a punitive element, calling for a smaller

ratio of punitive to compensatory damages. ( State Farm,
supra, 538 U.S. at p. 426.) Appellants suggest that State Farm
held that all emotional distress damages are always duplicated
in every punitive damage award. We disagree. The court made
clear that the degree of duplication depends upon the facts and
circumstances of the individual case. (See id. at pp. 426-427.)
The court found duplication in that case, because the ratio
of punitive to compensatory damages was very high-145:1-
and the emotional distress award was high-$1 million-even
though there was no physical assault or trauma, no physical
injuries, and the defendant paid the excess verdict before the
complaint was filed. (Id. at p. 426.) The low ratio in this case
does not suggest duplication, but the emotional distress award
was substantial. Assuming arguendo that the entire $500,000
in emotional distress damages was duplicative, eliminating it
from the compensatory column and adding it to the punitive
column results in a ratio of 2.7:1-a great deal less than the
4:1 ratio which might be “close to the line of constitutional
impropriety. [Citation.]” (Id. at p. 425.)

We independently find that under the circumstances of
this case, a ratio of 1.6:1 comports with due process, and
a ratio of 2.7:1 is not so grossly disproportionate as to
violate due process. We conclude, therefore, that the amount
of the punitive damage award was not unconstitutionally

excessive. 38  (See State Farm, supra, 538 U.S. at pp.
416-417.)

9. Punitive Damages-Wealth
Although appellants stipulated that the net worth of the
“Kindred” was $1.4 billion at the time of trial, they
contend that respondents failed to meet their burden to show
appellants' financial condition. Because a punitive damage
award must be proportionate to the defendant's ability to
pay, it is the plaintiff's burden to produce evidence of

the defendant's financial condition at trial. ( Adams v.
Murakami (1991) 54 Cal.3d 105, 117-119, 284 Cal.Rptr. 318,
813 P.2d 1348.) Wealth is relevant for the additional reason
that in California, “the wealthier the wrongdoing defendant,
the larger the award of exemplary damages need be in order
to accomplish the statutory objective” of making an example

of the defendant and punishing him. ( Bertero v. National
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General Corp. (1974) 13 Cal.3d 43, 65, 118 Cal.Rptr. 184,

529 P.2d 608; Civ.Code, § 3294, subd. (a).) 39

Appellants provide few facts relating to their contention that
respondents failed to meet their burden to show appellants'
financial condition, and their summary of those facts serves to
confuse, not clarify the issues. We therefore provide our own
summary of the proceedings relating to appellants' financial
condition.

Following the initial verdicts, prior to trial on the issue of
punitive damages, counsel engaged in a sidebar conversation
regarding an unnamed witness, apparently the person
most knowledgeable (PMK) regarding appellants' financial
condition, who was to be produced in compliance with

respondents' notice to appear. 40  The witness had not yet
arrived, so respondents' counsel, Mr. George, asked for a
stipulation to a net worth of $700 million, to which appellants'
counsel, Mr. Papenfuss replied, “It is on the Web site.... If

they put it on the Web site, it has got to be right.” 41  Later,
apparently opposing George's request for a brief continuance
to call an accountant, Papenfuss stated: “We have a stipulation
as to net worth. What more is he going to say? That it is worth
more than a billion 4?”

*22  Mostafa Darvish, the CEO of Kindred Los Angeles,
appeared as Kindred's PMK in response to respondents' notice
to produce “PMK Re: Financial Condition of all Kindred
Defendants for the purpose of assessing punitive damages.”
Initially, he claimed to be prepared to testify regarding the
financial status of one hospital, but not regarding Kindred as
a whole or “Kindred Healthcare.” He testified that “Kindred”
was a mother company, and there were several other entities
involved, but he did not elaborate. He admitted having been
designated as the corporate representative March 8, 2005 (two
weeks before), but said he was told only that morning to
provide financial statements and profit and loss statements.
He brought no statements for Kindred Los Angeles, any other
hospital or the corporation, and the only document he brought
was one taken off the Web site.

When George began to question Darvish about his failure
to bring documents, Papenfuss objected, stating: “We have
stipulated as to the net worth. That is why I didn't bring
anything.... You got the net worth in already. What is he going
to add to it?” Darvish eventually admitted he had brought
no evidence of the net worth of any individual hospital and
that he did not know the net worth of any hospital. The

Web site printout was entered into evidence upon appellants'
stipulation.

In closing argument, respondents' counsel asserted that
Kindred's revenue for 2004 was $900 million, and suggested

a punitive award of 1/52 of that amount, or $17.36 million. 42

Appellants' counsel in turn admitted the financial facts in
the Web site printout, stating: “We didn't bring a whole lot
of financial documents because when we went into judge's
chambers and came up with the website, I said that is fine....
I didn't make him lay a foundation for those numbers. You
are certainly welcome to look at them.” Appellants' counsel
did not argue that Kindred's financial condition had not been
shown or that the $1.4 billion net worth was irrelevant.
Indeed, counsel conceded the relevance of the stipulation,
arguing: “What is going to happen here is there is [sic ] 85
million shareholders out here that own this company. That
is who will be hurt if you give a large punitive damage in
this case.” Instead, counsel argued that “Kindred” should not
be assessed punitive damages because its officers had merely
made mistakes, and their conduct was not reprehensible.

Appellants contend that respondents improperly attempted to
shift their burden to prove wealth to appellants. However,
they admit on appeal they were required to produce a
witness who was the “PMK Re: Financial Condition of all
Kindred Defendants for the purpose of assessing punitive
damages.” Darvish did not meet this description and provided
no financial information about any Kindred entity. Appellants
produced no other witness in compliance with respondents'
notice to appear and now contend that the notice was

directed to the wrong person. 43  However, the notice did
not specifically name Darvish and was sufficiently broad to
require the appearance of a person knowledgeable about the
financial condition of all Kindred defendants, not just Kindred
Los Angeles. Respondents did not fail to subpoena the right

witness; appellants failed to produce the right witness. 44

*23  Appellants also contend that although they stipulated
to Kindred's financial condition, they should not be held to
it, because public policy prohibits waiver of the plaintiff's
burden to produce evidence of wealth, and because the
stipulation pertained to the parent corporation, which was not
a named party to the action. As support for both contentions,

appellants cite Tomaselli, supra, 25 Cal.App.4th 1269, 31
Cal.Rptr.2d 433. In Tomaselli, the plaintiff produced evidence
of the wealth of the defendant's parent corporation, which
was not a party to the action, but no evidence relating to the
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financial condition of the defendant subsidiary. (See id.
at pp. 1282-1283, 31 Cal.Rptr.2d 433.) The appellate court
held that the defendant's failure to object to the evidence
as irrelevant was not a waiver of the plaintiff's failure to

produce evidence of defendant's wealth. (Id. at p. 1283, 31
Cal.Rptr.2d 433.) Convinced by recent authority “that this is
a requirement imposed as a matter of public policy and hence
not subject to waiver by the failure of an inattentive defendant
to object or otherwise call attention to the inadequacy of
plaintiff's proof,” the court held: “Because of the public's
interest in meaningful scrutiny of punitive damage awards, a
private litigant cannot by inaction waive the requirement of

financial data as a prerequisite to any award.” (Id. at pp.
1282, 1284, 31 Cal.Rptr.2d 433, italics added.)

There has been no suggestion here that appellants forfeited
anything as the result of inaction, as in Tomaselli, where
there was no stipulation either agreeing or implying that

evidence of the parent was sufficient. ( Tomaselli, supra,
25 Cal.App.4th at p. 1283, fn. 11, 31 Cal.Rptr.2d 433.)
Moreover, Tomaselli is inapplicable, regardless of whether
appellants' stipulation relieved respondents of their burden to
produce evidence of wealth, because there is no suggestion
in Tomaselli that the defendant prevented the plaintiffs from
meeting their burden, as appellants did here. Appellants
failed to produce a PMK or financial records, and stipulated
to the wealth of “Kindred.” Appellants did not suggest to
respondents or the court that they were stipulating to the
wealth of a separate nonparty entity. Indeed, at no time prior to
verdict did appellants suggest that the corporation on the Web
site, Kindred Healthcare, Inc., was a legal entity separate from

the named Kindred entities. 45  By their affirmative conduct,
appellants have forfeited their contention that respondents
failed to meet their burden to produce evidence of wealth.

(See Mike Davidov Co. v. Issod, supra, 78 Cal.App.4th at
p. 609, 92 Cal.Rptr.2d 897.)

DISPOSITION

The judgment is affirmed. Respondents shall recover their
costs on appeal.

We concur: EPSTEIN, P.J., and SUZUKAWA, J.

APPENDIX A

SUPERIOR COURT OF THE
STATE OF CALIFORNIA FOR

THE COUNTY OF LOS ANGELES

TARIK OMARI and TARTECH, Plaintiffs

v.

KINDRED HEALTHCARE, CYNTHIA DUQUE and
GHASSEN EL ABED, Defendants

Case No. BC 280010

*24  SPECIAL VERDICT

Honorable Judith C. Chirlin

Department 89
1. Was Ms. Duque an officer or managing agent of Kindred?

✓ Yes ___ No

Continue to question 2.

FRAUD-MISREPRESENTATION

2. Did Defendant(s) make a false representation of an
important fact or facts to Tartech or Mr. Omari?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

If you answer to question 2 is “yes” as to any or all of
the Defendants, then answer question 3 as to that/those

Defendant(s). If you answered “no” as to all Defendants, skip
to question 7.
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3. Did Defendant(s) know that the representation was false,
or was the representation made recklessly and without regard
for its truth?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

If you answer to question 3 is “yes” as to any or all of
the Defendants, then answer question 4 as to that/those
Defendant(s). If you answered “no” as to all Defendants, skip
to question 7.

4. Did Defendant(s) intend that Tartech or Mr. Omari rely on
the representation?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

If you answer to question 4 is “yes” as to any or all of
the Defendants, then answer question 5 as to that/those
Defendant(s). If you answered “no” as to all Defendants, skip
to question 7.
5. Did Tartech or Mr. Omari reasonably rely on the
representation?

✓ Yes ___ No

If you answer to question 5 is “yes,” then answer question 6.
If you answered “no,” skip to question 7.

6. Was Tartech's or Mr. Omari's reliance on Defendant's
or Defendants' representation a substantial factor in causing
damages to Tartech or Mr. Omari?

✓ Yes ___ No

Continue to question 7.

FRAUD-CONCEALMENT

7. Did Defendant(s) intentionally fail to disclose an important
fact that Tartech or Mr. Omari did not know?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

If you answer to question 7 is “yes” as to any or all of
the Defendants, then answer question 8 as to that/those
Defendant(s). If you answered “no” as to all Defendants, skip
to question 11.

8. Did Defendant(s) intend to deceive Tartech or Mr. Omari
by concealing the fact?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
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If you answer to question 8 is “yes” as to any or all of
the Defendants, then answer question 9 as to that/those
Defendant(s). If you answered “no” as to all Defendants, skip
to question 11.

9. Did Tartech or Mr. Omari rely on Defendant(s') deception
and was such reliance reasonable under the circumstances?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

*25  If you answer to question 9 is “yes” as to any or all
of the Defendants, then answer question 10 as to that/those
Defendant(s). If you answered “no” as to all Defendants, skip
to question 11.

10. Was Defendants' concealment a substantial factor in
causing damages to Tartech or Mr. Omari?

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

Continue to question 11.

CONVERSION

11. Did Defendant(s) intentionally interfere with Tartech's
or Mr. Omari's use or possession of those certain medical
equipment and supplies, including numerous hemodialysis
machines, a C-Arm, a portable X-Ray and other biomedical
equipment, without Tarech's or Mr. Omari's consent.

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

If you answer to question 11 is “yes” as to any or all of
the Defendants then answer question 12 as to that/those
Defendant(s). If you answered “no” as to all Defendants, skip
to instruction numbered 14.
12. Was Tartech or Mr. Omari damaged.

✓ Yes ___ No

If you answer to question 12 is “yes,” then answer question
13. If you answered “no” skip to the instruction numbered 14.

13. Was the conduct of defendants a substantial factor in
causing Tartech's or Mr. Omari's damages.

Ms. Duque
 

✓ Yes
 

___ No
 

Kindred
 

✓ Yes
 

___ No
 

Mr. El Abed
 

✓ Yes
 

___ No
 

Continue to the instruction numbered 14. CLEAR AND CONVINCING EVIDENCE

14. If you answered “yes” to questions 2 through 6 and/or 7
through 10 and/or 11 through 13, answers question 15 and 16.
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If you answered “no” to questions 2 through 6, 7 through 10
and 11 through 13, skip to question 17.

15. As you have found that Defendant(s) engaged in
misrepresentation, concealment and/or conversion, did
Plaintiffs prove by clear and convincing evidence that the
acts constituting that misrepresentation, concealment and/
or conversion rise to the level of fraud, oppression, malice
or despicable conduct by an officer or managing agent or
Kindred?

✓ Yes ___ No

Continue to question 16.

16. As you have found that Defendant(s) engaged in
misrepresentation, concealment and/or conversion, did
Plaintiffs prove by clear and convincing evidence that the
acts constituting that misrepresentation, concealment and/or
conversion rise to the level of fraud, oppression, malice or
despicable conduct by Ms. Duque and Mr. El Abed in their
individual capacities.

Ms. Duque ✓ Yes ___ No

Mr. El Abed ✓ Yes ___ No

Continue to question 17.

BREACH OF CONTRACT (TARTECH AND KINDRED)

17. With respect to the three contracts between Tartech and
Kindred, did Tartech or Mr. Omari do all, or substantially all,
of the significant things that the contracts required them to do?

*26  ✓ Yes ___ No

If you answer to question 17 is “yes,” then answer question
18. If you answered “no,” skip to question 21.

18. Did all the conditions occur that were required for
Kindred's performance?

✓ Yes ___ No

If you answer to question 18 is “yes,” then answer question
19. If you answered “no,” skip to question 21.

19. Did Kindred fail to do something that the contracts
required it to do?

✓ Yes ___ No

If you answer to question 19 is yes, then answer question 20.
If you answered “no,” skip to question 21.

20. Was Tartech or Mr. Omari damaged by that failure?

✓ Yes ___ No

If you answer to question 20 is yes, then answer question 21.
If you answered “no,” continue to question 21.

DAMAGES

21. If you answered “yes” to any of questions 6, 10, 13 or
20, what are Tartech's or Mr. Omari's damages for economic
losses including, past and future earnings and lost value of
equipment: $ 1,328,113.00

22. If you answered “yes” to any of questions 6, 10,
or 13, what are Mr. Omari's damages for non-economic
losses, including emotional distress and mental suffering: $
500,000.00

TOTAL $ 1,828,113.00

Continue to question 23.

BREACH OF CONTRACT (MR.
OMARI AND MS. DUQUE)

23. Did Mr. Omari and Ms. Duque enter into a contract
whereby Mr. Omari loaned money to Ms. Duque to be used
for a downpayment on her house?

✓ Yes ___ No

If your answer to question 23 is “yes,” then answer question
24. If you answered “no” to question 23 stop here, answer no
further questions, and have the presiding juror sign and date
this form.

24. Did Mr. Omari do all, or substantially all, of the significant
things that the contract required him to do?

✓ Yes ___ No

If your answer to question 24 is “yes,” then answer question
25. If you answered “no” to question 24 stop here, answer no
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further questions, and have the presiding juror sign and date
this form.

25. Did all the conditions occur that were required for Ms.
Duque's performance?

✓ Yes ___ No

If your answer to question 25 is “yes,” then answer question
26. If you answered “no” to question 25 stop here, answer no
further questions, and have the presiding juror sign and date
this form.

26. Did Ms. Duque fail to do something that the contract
required him to do?

✓ Yes ___ No

If your answer to question 26 is “yes,” then answer question
27. If you answered “no” to question 26 stop here, answer no
further questions, and have the presiding juror sign and date
this form.

27. Was Mr. Omari damaged by that failure?

✓ Yes ___ No

If your answer to question 27 is “yes,” then answer question
28. If you answered “no” to question 27 stop here, answer no
further questions, and have the presiding juror sign and date
this form.

28. What are Mr. Omari's damages for the repayment of the
loan: $ 28,700.00

*27  Dated: 3/25/05

Signed: _______________

Presiding Juror

After it has been signed, deliver this verdict form to the clerk
or court attendant.

APPENDIX B

SUPERIOR COURT OF THE STATE OF CALIFORNIA
FOR THE COUNTY OF LOS ANGELES

TARIK OMARI and TARTECH, Plaintiffs

v.

KINDRED HEALTHCARE, CYNTHIA DUQUE and
GHASSEN EL ABED, Defendants

Case No. BC 280010

SPECIAL VERDICT
We, the jury in the above-entitled action, find the following
special verdict on the questions submitted to us:

Question No. 1: Should punitive damages be assessed
against:

Ms. Duque
 

Yes
✓
 

No _____
 

Kindred
 

Yes
✓
 

No _____
 

Mr. El Abed
 

Yes
✓
 

No _____
 

If you have answered “Yes” as to any or all of the Defendants,
please answer the next question as to that/those Defendants.

Question No. 2: What amount of punitive damages do you
award against?

Ms. Duque:
 

1,000,000.00
 

Kindred:
 

3,000,000.00
 

Mr. El Abed:
 

1,000,000.00
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Dated: 3/25/05

_______________

Presiding Juror

All Citations

Not Reported in Cal.Rptr.3d, 2007 WL 1640958

Footnotes

1 The parties referred to all the named Kindred entities collectively as Kindred.
2 The special verdicts are reproduced in the appendices to this opinion. Appendix A is the special verdict form

used by the jury for the liability phase of the trial, and appendix B is the form used by the jury for the punitive
damage phase.

3 Defendants Ghassan El-Abed and Cynthia Duque are not appellants here. Judgment was entered against
El-Abed for $1,828,113, plus $1,000,000 in punitive damages. Judgment was entered against Duque in the
sum of $1,856,813, plus $1,000,000 in punitive damages. El-Abed did not file a notice of appeal, and Duque's
appeal was dismissed when she failed to file an opening brief.

4 We summarize only the evidence supporting the prevailing parties, and we do so in the light most favorable

to respondents, drawing all reasonable inferences and resolving all conflicts in respondents' favor. ( Nestle

v. City of Santa Monica (1972) 6 Cal.3d 920, 925, 101 Cal.Rptr. 568, 496 P.2d 480; Campbell v. Southern
Pacific Co. (1978) 22 Cal.3d 51, 60, 148 Cal.Rptr. 596, 583 P.2d 121.)

5 For convenience, the parties have referred to appellants as Kindred when referring to the company both
before and after the name change. We shall do so as well.

6 In the spring of 2001, Duque told Omari she and her children were being evicted from her rented house,
and asked him to lend her the down payment to purchase a house. Omari obliged, lending her $28,700. She
never repaid the loan to Omari, but instead gave a portion of it to El-Abed, who deposited it into his personal
account, and spent it.

7 Respondents' expert in hospital administration testified that because all acute care hospitals handle a great
deal of money, they must have a policy against accepting gifts from vendors by the materials manager, CEO,
CFO, COO and anyone else who handles money.

8 Duque denied knowing that she was listed on the statement, denied that she was an officer of IHR from
the time of its formation and claimed ignorance of El-Abed's purchase of business cards in late December
showing her as vice-president and CFO of IHR. Duque also denied that a computer and cell phone IHR
purchased for her in December bore any relationship to her interest in IHR, claiming she had none.

Mohamed Norry, a former Tartech employee who was later employed by IHR, testified that El-Abed told
him Duque would be a secret partner and 50 percent owner of IHR. He also testified that the computer
equipment was installed in Duque's home so that she could network with IHR while still employed by
Kindred.

9 IHR had a different federal tax identification number from Tartech.
10 Browne testified that it was Duque's responsibility to review all vendor contracts, determine that all hospital

policies and procedures were in place, check for regulatory compliance and make recommendations.
Although Narbutas had final approval authority, Duque had the power to block any contract to which she had
a clinical objection. According to Browne, Duque “basically approved” contracts before he and Narbutas saw
them, and she approved IHR's contract with Kindred Brea.

Cheryl Tanzmeister, an employee in Browne's department, testified that when El-Abed told her there had
been a name change, she informed Duque; Duque then confirmed that IHR was the company's new name,
and that she had approved the processing of the new contract.
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11 Norry overheard El-Abed's side of a telephone conversation with Duque in which El-Abed said he needed to
have the hospital pay Tartech's bills to IHR, and instructed her to have the name changed to IHR and the
check for the November and December services made out to IHR, not Tartech, so that he would be able to
cash it. Later, Duque told Norry that she had arranged for the payment of the Tartech invoices to IHR. There
was evidence that in late December 2001, Kindred Brea authorized payment of IHR invoices for services
rendered in November 2001.

12 McCurdy was the COO at Anaheim General Hospital when El-Abed worked there, but claimed she could not
remember if she knew him at that time, or whether they became acquainted after he was with Tartech.

13 The gifts, luncheon, Duque's computer and other IHR startup costs were charged to credit cards belonging
to Norry, because El-Abed could not obtain credit in his name due to a recent bankruptcy.

14 They went first to Kindred Ontario, where they met with CFO Nancy Wilson, who said she would investigate.
Wilson followed up, and the matter was resolved. Kindred Ontario was not named as a defendant.

15 Vendor contracts were all on a standard Kindred form, and provided for 30 days' written notice prior to
termination.

16 McCurdy's testimony was replete with internal conflicts. At first, she denied all knowledge of Damon's
employment with IHR, although she admitted signing IHR's contract on December 27, 2001. She claimed
Damon had already resigned from Tartech when she hired him, and denied knowing he worked for IHR, but
upon further questioning, stated she hired Damon when he told her he intended to resign from Tartech. When
shown her e-mail message to Rodiguez, McCurdy admitted the hospital was still attempting to recruit Damon
in February 2002, and she finally admitted knowing Damon was an IHR employee before he was hired by
Kindred Los Angeles. McCurdy resigned from Kindred in or around March 2002, and was unemployed at
the time of trial.

17 Subsequently, counsel submitted additional invoices.
18 The e-mail referred to Gerges's correspondence as “fan mail.” The court sustained appellants' objection to

the e-mail and excluded a copy of it, but Browne went on to testify as to its contents without objection or
motion to strike.

19 Narbutas sent the letter to El-Abed at IHR's offices on or about February 11, 2002, and although no similar
letter was sent to Tartech, Narbutas testified that he considered the letter to El-Abed to be notification to
Tartech that its contract was terminated as well. Narbutas admitted that he had seen El-Abed's notice of non-
affiliation with Tartech, but could give no explanation for his failure to communicate with Omari or Gerges.

20 Initially, Browne explained that he called El-Abed because it was El-Abed who had delivered the equipment
to the hospital. Browne later admitted he did not know who had installed the equipment. Browne also testified
that he thought there was no legal claim to the equipment, and that corporate counsel had advised him to
give it to El-Abed. He then changed his testimony, claiming that it was the regional vice-president, Steve
Turner, who advised him to give the equipment to El-Abed. Turner did not testify.

21 Norry testified that Duque told him that he and El-Abed must pick up the machines before Omari could do
so, because she had a buyer for them in the Philippines.

22 There were two amendments to conform to proof: one to allege that Duque's actions were done within the
course and scope of her employment with Kindred and ratified by Kindred; the other to add Kindred to the
cause of action for conversion.

23 “The elements of fraud that will give rise to a tort action for deceit are: ‘ “(a) misrepresentation (false
representation, concealment, or nondisclosure); (b) knowledge of falsity (or ‘scienter’); (c) intent to defraud,

i.e., to induce reliance; (d) justifiable reliance; and (e) resulting damage.” ‘ [Citation.]” ( Engalla v.
Permanente Medical Group, Inc. (1997) 15 Cal.4th 951, 974, 64 Cal.Rptr.2d 843, 938 P.2d 903.)

24 The jury was instructed that in order to find Kindred liable on the basis of Duque's conduct, it was required
to find that she was acting within the scope of her employment.

25 Further, the cases cited by appellants provide no authority for limiting recovery of emotional distress damages

to those caused by the intentional conversion of property with great sentimental value. (E.g., Schroeder
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v. Auto Driveaway Co. (1974) 11 Cal.3d 908, 921, 114 Cal.Rptr. 622, 523 P.2d 662 [fraud and conversion;

no discussion of which tort supported emotional distress damages]; Gonzales v. Personal Storage, Inc.,
supra, 56 Cal.App.4th at p. 476, 65 Cal.Rptr.2d 473 [conversion of household furniture and pet dog cited only

as examples of cases in which emotional distress damages were recovered]; Spates v. Dameron Hospital

Assn. (2003) 114 Cal.App.4th 208, 221-222, 7 Cal.Rptr.3d 597 [mere negligence-no conversion]; Lubner
v. City of Los Angeles (1996) 45 Cal.App.4th 525, 531-534, 53 Cal.Rptr.2d 24 [same].)

26 Appellants suggest that the emotional distress damages were excessive for the additional reason that
Kindred's tortious conduct was merely negligent. We again reject that characterization, as the fraud verdict is
supported by substantial evidence, and appellants have not challenged the jury's finding that the conversion
was intentional.

27 Moreover, according to the evidence, Tartech was not an unestablished business, as appellants suggest,
but one which operated from February 2000 until the end of 2001, at which time it would have shown a
profit had its November and December receivables not been diverted to IHR. Further, appellants' contention
is improperly based upon Tartech's inability to pay salaries and the possibility that it would have had no
clients if Kindred had lawfully terminated its contracts. Tort damages for the loss of prospective profits of an
established business are ordinarily recoverable if there is a satisfactory basis for estimating probable earnings

had there been no tort. ( Piscitelli v. Friedenberg (2001) 87 Cal.App.4th 953, 989, 105 Cal.Rptr.2d 88.)
Appellants' argument depends upon Tartech's ruined state, not its condition prior to Kindred's participation in
the fraud and conversion. Respondents' expert testified that Tartech would have shown a profit in November
and December 2001, had El-Abed and Duque not taken over its receivables, equipment, employees and
contracts. It may reasonably be inferred from that evidence that it would also have been able to pay salaries.

28 The court reporter wrote, “indicia of liability,” which we discern to be an obvious typographical error.
29 To the extent appellants sought to demonstrate that El-Abed negotiated a particular arrangement for the

purchase of the equipment, they were free to call him to testify. They did not.
30 Appellants contend that as Duque had resigned, there was no officer involved in the conversion who was guilty

of malice, fraud or oppression. Appellants ignore Duque's role, while still employed by Kindred, in facilitating
the conversion by storing the equipment in a locked room of a deserted wing of the hospital. Further, the
jury's finding that the conversion was intentional was supported by Browne's admission that he had reviewed
the letters showing that the equipment belonged to Tartech and that El-Abed was no longer affiliated with
Tartech, before he invited El-Abed to pick up the equipment. The jury could reasonably have inferred from
Browne's actions and failure to communicate with Omari that he accomplished the conversion by means of
fraudulent concealment.

31 The clear and convincing standard at the trial level does not alter our standard of review-“all we are
required to find is substantial evidence to support a determination by clear and convincing evidence

[citation]....” ( Tomaselli v. Transamerica Ins. Co. (1994) 25 Cal.App.4th 1269, 1287, 31 Cal.Rptr.2d 433
(Tomaselli ).)

32 Appellants further contend that the jury instructions identified Duque's conduct as the sole basis for a punitive
damage award, precluding an award based upon the conduct of other Kindred officers. In support of their
contention, they refer to a single jury instruction. The court instructed: “You may also award punitive damages
against Kindred based on Ms. Duque's conduct if Tartech and Mr. Omari prove by clear and convincing
evidence that Miss Duque was an officer or a managing agent of Kindred acting within the scope of her
employment, and on behalf of Kindred at the time of the conduct constituting malice, oppression or fraud.” A
review of all the instructions and special verdicts does not compel the conclusion urged by appellants. (See

Hasson v. Ford Motor Co. (1977) 19 Cal.3d 530, 540, 138 Cal.Rptr. 705, 564 P.2d 857, overruled on other

grounds in Soule v. General Motors Corp. (1994) 8 Cal.4th 548, 574, 34 Cal.Rptr.2d 607, 882 P.2d 298.)
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The trial court instructed in general terms as to the meaning of malice, fraud, oppression and despicable,
by referring to “a defendant's” conduct. (Italics added.) Moreover, the special verdicts asked whether there
was clear and convincing evidence of “fraud, oppression, malice or despicable conduct by an officer or
managing agent of Kindred,” not simply by Duque. (Italics added .) There was no need to instruct the
jury that it must find Narbutas, McCurdy, or Browne to have been officers or managing agents, because
appellants had so stipulated, and there was no relevance to such a stipulation other than as a predicate
for punitive damages based on those officers' conduct. At most, the instruction cited by appellants created
an ambiguity in the instructions and special verdicts, about which they may not complain for the first time

on appeal. (See Fuller-Austin Insulation Co. v. Highlands Ins. Co. (2006) 135 Cal.App.4th 958, 1005,
38 Cal.Rptr.3d 716.)

33 The statute defines “[m]alice” as “conduct which is intended by the defendant to cause injury to the plaintiff or
despicable conduct which is carried on by the defendant with a willful and conscious disregard of the rights
or safety of others.” (Civ.Code, § 3294, subd. (c)(1).)

34 We note, however, that Duque's conduct was more than sufficient to support a finding of malice. As noted
above, there was ample evidence that she collaborated with El-Abed to transfer Tartech's contracts to IHR,
used her authority as COO to divert payments due Tartech to IHR, concealed her scheme from Omari
(while assuring him she would investigate his complaints and rectify any problems), took steps to enable
El-Abed to take expensive medical equipment that belonged to Tartech, and negotiated the sale of the
equipment in the Philippines. The jury was more than entitled to find such conduct sufficiently “ ‘base,’

‘vile,’ or ‘contemptible.’ [Citation.]” ( College Hospital Inc. v. Superior Court (1994) 8 Cal.4th 704, 725, 34
Cal.Rptr.2d 898, 882 P.2d 894.)

35 In footnotes, appellants incorporate by reference their failed substantial evidence challenge to the fraud
verdicts, and argue that Kindred had no knowledge of Omari's financial vulnerability. Contentions in footnotes

are forfeited as not properly raised. (See Santa Teresa Citizen Action Group v. State Energy Resources
Conservation & Development Com., supra, 105 Cal.App.4th at p. 1451, 130 Cal.Rptr.2d 392 .)

36 As to the conversion count, the special verdict form asked: “Did Defendant(s) intentionally interfere with
Tartech's or Mr. Omari's use or possession of [specified medical equipment] without Tartech's or Omari's
consent?” The jury checked “Yes” beside the names of each of the three defendants: Duque, Kindred and

El-Abed. (Appendix B, at p. 4, 130 Cal.Rptr.2d 392.)
37 The third State Farm guidepost-a comparison of civil penalties authorized or imposed in comparable cases-

is less useful in a business fraud case, because common law tort duties do not compare easily with statutory

duties carrying civil penalties. ( Simon, supra, 35 Cal.4th at pp. 1183-1184, 29 Cal.Rptr.3d 379, 113 P.3d

63.) There are, however, some civil statutes involving fraud that provide for treble damages. (See id. at p.
1184, 29 Cal.Rptr.3d 379, 113 P.3d 63; e.g., Civ.Code, §§ 3345, 1947.10 .)

38 Appellants contend the ratio was 10:1, because the compensatory damages awarded were excessive. As we
have already rejected appellants' challenge to the compensatory damages award, we reject their computation
of the ratio, as well.

39 “ ‘[T]he wealth of a defendant cannot justify an otherwise unconstitutional punitive damages award’ [or]

replace reprehensibility as a constraining principle. [Citation.]” ( Simon, supra, 35 Cal.4th at p. 1186,

29 Cal.Rptr.3d 379, 113 P.3d 63, quoting State Farm, supra, 538 U.S. at pp. 427-428.) However, “the
guideposts were not intended ‘to prevent juries from levying awards that serve important state interests and

provide a meaningful deterrent against corporate misconduct.’ [Citation.]” ( Simon, supra, at p. 1186, 29
Cal.Rptr.3d 379, 113 P.3d 63 .)

40 Code of Civil Procedure section 1987, subdivision (c), provides that a notice served pursuant to that statute
is the equivalent of a subpoena.

41 Counsel was referring to the Web site belonging to Kindred Healthcare, Inc.
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42 Appellants claim that the punitive award was improperly based upon stock price. Regardless of how the net
worth was calculated, appellant stipulated to it. Appellants also complain that the trial court did not define
“net worth” for the jury, thus allowing respondents' counsel to argue it meant whatever he wanted it to mean.
As appellants did not request an instruction defining “net worth,” they may not now complain of its absence.
(See Tabata v. Murane (1944) 24 Cal.2d 221, 228, 148 P.2d 605.) In general, the trial court has no duty to
instruct on its own motion in civil cases. (Finn v. G.D. Searle & Co. (1984) 35 Cal.3d 691, 701, 200 Cal.Rptr.
870, 677 P.2d 1147.)

43 Appellants originally designated corporate counsel L. Jay Gilbert as their PMK. However, after being advised
that if Gilbert flew out from corporate headquarters in Louisville, respondents would call him as a witness in
the liability phase, appellants designated Darvish as their PMK.

44 Respondents contend that appellants failed to obey the court's order to produce documents showing
appellants' financial condition, thus forfeiting any claim that wealth was not shown by substantial evidence.

(See Mike Davidov Co. v. Issod (2000) 78 Cal.App.4th 597, 609, 92 Cal.Rptr.2d 897; StreetScenes
v. ITC Entertainment Group, Inc. (2002) 103 Cal.App.4th 233, 243-244, 126 Cal.Rptr.2d 754.) Appellants
counter that they were not required to produce financial documents, because the notice to appear did
not require it, and the record contains no court order. Although the notice to appear does not require the
production of documents, Darvish admitted that the court ordered him to be present and testified that he was
asked to bring financial records. In her order denying appellants' motions for judgment notwithstanding the
verdict and new trial, the trial judge noted that appellants had failed “to provide financial data ordered by
the Court and [failed] to provide the PMK or documents regarding its financial condition....” Regardless of
whether appellants were required to bring financial documents, it is clear they were required to bring financial
data, at least in the form of knowledgeable testimony. They did neither.

45 Such conduct approaches a fraud on the court. (Cf. Carr v. Barnabey's Hotel Corp. (1994) 23 Cal.App.4th
14, 20-21, 28 Cal.Rptr.2d 127 [defendant knew from the inception of the litigation it had been sued under the
wrong name, but said nothing about the mistake in any deposition, motion, or other proceeding].) We note
that appellants do not challenge the trial court's discretion in rejecting their proffer of evidence of corporate
structure after judgment had been entered, because the information “was never raised before or during the
trial and indeed is contrary to [appellants'] theory of the case and the strategy that it employed throughout
the litigation and trial of the case.”

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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DOLLY M. GEE, UNITED STATES DISTRICT JUDGE

*1  Plaintiff Joseph Pinzon filed this action on June 3,
2020 [Doc. # 1] and filed the operative First Amended
Complaint (“FAC”) on September 4, 2020 [Doc. # 15].
Pinzon, individually and on behalf of a putative class of
similarly situated individuals, alleges the following claims
against the University, under Class Action Fairness Act
of 2005 (“CAFA”) jurisdiction: (1) breach of contract; (2)
breach of implied contract; (3) restitution based on quasi-
contract; (4) unjust enrichment; (5) conversion; (6) money
had and received; and (7) violation of the California Unfair

Competition Law (“UCL”), Cal. Bus. & Prof. Code §
17200 et seq. FAC at ¶¶ 89-153.

On September 18, 2020, the University filed a Motion to
Strike (“MTS”) and a Motion to Dismiss (“MTD”) the FAC.
[Doc. ## 36, 37.] Both motions are fully briefed. See MTD
Opp. [Doc. # 38]; MTS Opp. [Doc. # 39]; MTS Reply [Doc.

# 41]; MTD Reply [Doc. # 42]. In addition, Pinzon filed
numerous notices of supplemental authority. [Doc. ## 48,
50, 52, 53, 55, 57, 59.] The University also filed notices of
supplemental authority. [Doc. # 51, 54, 56, 58.]

For the reasons set forth below, the Court GRANTS in part
and DENIES in part the University's MTD, and DENIES the
MTS.

I.

FACTUAL AND PROCEDURAL BACKGROUND 1

Defendant Pepperdine University is a university offering
undergraduate and graduate programs located in Malibu,
California. FAC at ¶¶ 19, 20. In response to the COVID-19
pandemic, on March 11, 2020, the University informed
its students that classes would transition to online-only
instruction starting the week of March 16, 2020 and would
continue to be conducted online throughout the Spring 2020
semester. Id. at ¶ 3.

Pinzon, a Texas citizen and resident, is the parent of an
adult graduate student at the University's Graduate School
of Education and Psychology (“GSEP”). Pinzon paid for his
son's tuition and fees for the Spring 2020 and Summer 2020
semesters at the GSEP. FAC at ¶ 9. According to Pinzon, his
son enrolled at the University to obtain the full experience of
in-person courses, interactions with faculty, and small class
sizes. Id. at ¶ 14. As a result of the University's campus
closure, Pinzon alleges that his son and other students lost
the benefits of in-person instruction and other on-campus
services that the University promised. Id. at ¶¶ 15, 53.

The University has since refused to issue prorated refunds
for the tuition and mandatory fees paid for the Spring 2020
semester. Id. at ¶ 72. Pinzon alleges that the University's
actions have financially damaged him and putative Class
Members. Id. at ¶ 6. He defines the Class as:

All people paying Defendant, in whole
or in part, personally and/or on behalf
of others, for tuition, fees, and/or
room board for in-person instruction
and use of campus facilities, but who
were denied use of and/or access to
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in-person instruction and/or campus
facilities by Defendant for the Spring
2020 term or any subsequent term.

*2  Id. at ¶ 76. Pinzon brings this action individually and on
behalf of others similarly situated seeking “disgorgement and
monetary damages in the amount of prorated, unused amounts
of tuition, room and board, and fees that Plaintiff and the other
Class Members paid” but were not provided by the University.
Id. at ¶ 6.

On October 20, 2020, the Court ordered the parties in the
instant case and another case seeking COVID-19-related
tuition refunds from the University, Rezvani v. Pepperdine
University, CV 20-8582-DMG (KSx), to show cause why
the two cases should not be consolidated. The parties filed
their responses to the Order. [Doc. ## 45, 46.] On November
3, 2020, the Court issued an order holding consolidation in
abeyance pending resolution of the instant MTD and MTS.
[Doc. # 47.]

The University moved to dismiss the FAC under Federal
Rule of Civil Procedure 12(b)(1) for lack of subject matter
jurisdiction due to lack of standing, and under Rule 12(b)
(6) for failure to state his claims. The University also
moved to strike from the FAC (1) statements from its
website and materials directed at undergraduate students
in the University's Seaver College, (2) references to the
University's Fall 2020 tuition increases, and (3) references to
the University's endowment. The Court addresses the MTS
first before turning to the MTD.

III.

MOTION TO STRIKE

Federal Rule of Civil Procedure 12(f) allows the Court
to strike from a pleading any “redundant, immaterial,
impertinent, or scandalous matter.” Fed. R. Civ. P. 12(f).
Motions to strike are generally disfavored. Petrie v. Elec.
Game Card, Inc., 761 F.3d 959, 965 (9th Cir. 2014); see also
Holmes v. Elec. Document Processing, Inc., 966 F. Supp. 2d
925, 930 (N.D. Cal. 2013) (“Motions to strike are generally
disfavored and ‘should not be granted unless the matter to be
stricken clearly could have no possible bearing on the subject

of the litigation....’ ” (quoting Platte Anchor Bolt, Inc. v.

IHI, Inc., 352 F. Supp. 2d 1048, 1057 (N.D. Cal. 2004))).
“Ultimately, whether to grant a motion to strike lies within the
sound discretion of the district court.” Holmes, 966 F. Supp.

2d at 930; see also Fantasy Inc. v. Fogerty, 984 F.2d 1524,

1528 (9th Cir. 1993), rev'd on other grounds, 510 U.S. 517
(1994).

The University has not shown that any of the material it
seeks to strike from the FAC is impertinent or immaterial.
Although the Court will not rely on allegations relating to
the undergraduate Seaver College to evaluate Pinzon's claims
based on tuition paid for his son's graduate courses at the
GSEP, those allegations may be relevant to Pinzon's class
claims. See Abikar v. Bristol Bay Native Corp., 300 F. Supp.
3d 1092, 1107 (S.D. Cal. 2018) (“At the motion to dismiss
stage, what matters is the allegations relevant to the named
Plaintiffs, not the scope of an uncertified putative class.
Defendants may offer objections to the scope of the putative
class when Plaintiffs seek certification, if and when this case
reaches that phase.”). The University has not shown that
the allegations relating to Seaver College have no possible
bearing on this litigation, if it reaches the class certification
stage. Nor has the University shown that the allegations
relating to the University's tuition increases and size of its
endowment are irrelevant to Pinzon's unjust enrichment and
restitution claims, as the Court discusses in more detail below.

*3  The Court therefore DENIES the MTS.

IV.

MOTION TO DISMISS

A. Legal Standards
Pursuant to Federal Rule of Civil Procedure 12(b)(1), a
defendant may seek dismissal of a complaint for lack of
subject matter jurisdiction. “A Rule 12(b)(1) jurisdictional

attack may be facial or factual.” Safe Air for Everyone
v. Meyer, 373 F.3d 1035, 1039 (9th Cir. 2004). “In a facial
attack, the challenger asserts that the allegations contained in
a complaint are insufficient on their face to invoke federal
jurisdiction. By contrast, in a factual attack, the challenger
disputes the truth of the allegations that, by themselves,
would otherwise invoke federal jurisdiction.” Id. Here, the
University mounts a facial attack for lack of standing.
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Under Federal Rule of Civil Procedure 12(b)(6), a party may
seek to dismiss a complaint for failure to state a claim upon
which relief can be granted. Fed. R. Civ. P. 12(b)(6). To
survive a Rule 12(b)(6) motion, a complaint must articulate
“enough facts to state a claim to relief that is plausible

on its face.” Bell Atl. Corp. v. Twombly, 550 U.S. 544,
570 (2007). Although a pleading need not contain “detailed
factual allegations,” it must contain “more than labels and
conclusions” or “a formulaic recitation of the elements of a

cause of action.” Id. at 555 (citing Papasan v. Allain,
478 U.S. 265, 286 (1986) ). “A claim has facial plausibility
when the plaintiff pleads factual content that allows the court
to draw the reasonable inference that the defendant is liable

for the misconduct alleged.” Ashcroft v. Iqbal, 556 U.S.
662, 678 (2009). In evaluating the sufficiency of a complaint,
courts must accept all factual allegations as true. Id. (citing

Twombly, 550 U.S. at 555). Legal conclusions, in contrast,
are not entitled to the assumption of truth. Id.

Should a court dismiss certain claims, “[l]eave to amend
should be granted unless the district court ‘determines that
the pleading could not possibly be cured by the allegation of

other facts.’ ” Knappenberger v. City of Phoenix, 566 F.3d

936, 942 (9th Cir. 2009) (quoting Lopez v. Smith, 203 F.3d
1122, 1127 (9th Cir. 2000) (en banc)).

B. Article III Standing
Article III of the Constitution limits federal courts' subject
matter jurisdiction by requiring that plaintiffs have standing to

sue. Chandler v. State Farm Mut. Auto. Ins. Co., 598 F.3d
1115, 1121 (9th Cir. 2010). The standing analysis concerns
“whether the plaintiff is the proper party to bring the matter

to the court for adjudication.” Id. at 1122. A plaintiff
establishes Article III standing by satisfying a three-part test:
(1) the plaintiff “must have suffered an injury in fact—an
invasion of a legally protected interest which is (a) concrete
and particularized, and (b) actual or imminent, not conjectural
or hypothetical;” (2) “there must be a causal connection
between the injury and the conduct complained of,” i.e., “the
injury has to be fairly traceable to the challenged action of
the defendant, and not the result of independent action of
some third party not before the court;” and (3) “it must be
likely, as opposed to merely speculative, that the injury will

be redressed by a favorable decision.” San Luis & Delta-
Mendota Water Auth. v. Salazar, 638 F.3d 1163, 1169 (9th

Cir. 2011) (quoting Lujan v. Defenders of Wildlife, 504
U.S. 555, 560–61 (1992)). “[A] plaintiff must demonstrate
standing for each claim he seeks to press” and “for each

form of relief that is sought.” Maya v. Centex Corp., 658

F.3d 1060, 1068 (9th Cir. 2011) (quoting Davis v. Fed.
Elec. Comm'n, 554 U.S. 724, 734 (2008)) (internal citations
omitted).

*4  The University focuses its argument only on the first
element of standing, injury-in-fact. First, it argues that Pinzon
fails to allege an injury-in-fact because he is a parent of a
student, not a student himself, and has not suffered direct
injury from the University's alleged deprivation of access
to in-person instruction, resources, services, and activities.
Pinzon responds that because he paid for his son's “tuition,
fees, costs, and/or room and board charges assessed and
demanded by Defendant for the Spring 2020 term,” and
his son did not receive the benefits promised, he suffered
economic injury. See MTD Opp. at 10; FAC at ¶¶ 6, 10, 51-53,

91. 2  Pinzon also alleges that he personally entered into a
contract with the University. See FAC at ¶¶ 51, 91.

The University's argument is more appropriate under Rule
12(b)(6) for failure to state a claim than Rule 12(b)(1) lack
of standing. The Article III injury inquiry requires only
a showing of “personal injury”—i.e., that the plaintiff has
a “personal stake” in the dispute—that is “concrete” and
“particularized” as to the plaintiff, and “actual or imminent.”

Clapper v. Amnesty Int'l USA, 568 U.S. 398, 409 (2013)

(quoting Monsanto Co. v. Geertson Seed Farms, 561 U.S.
139, 149 (2010)). Pinzon has pled the economic injury of
allegedly overpaying for tuition, and “[e]conomic injury is

clearly a sufficient basis for standing.” San Diego
Cnty. Gun Rights Comm. v. Reno, 98 F.3d 1121, 1130 (9th

Cir. 1996); see Sierra Club v. Morton, 405 U.S. 727,
733–34 (1972) (“[P]alpable economic injuries have long
been recognized as sufficient to lay the basis for standing”).
The Court will address under Rule 12(b)(6) the University's
argument that Pinzon did not enter a valid contract with
the University and therefore lacks standing to sue under

California law for breach of contract. 3

*5  Second, the University argues that Pinzon's injury is
merely speculative because Pinzon does not provide any
theory by which his damages—a prorated refund—could be
calculated. MTD Reply at 10. Although Pinzon needs to
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quantify his damages in order to recover, such detail is not
“necessary to establish injury at the pleading stage.” Maya,
658 F.3d 1071. On a motion to dismiss, courts “presum[e]
that general allegations embrace those specific facts that are

necessary to support the claim.” Lujan v. Nat'l Wildlife
Fed'n, 497 U.S. 871, 889 (1990). Pinzon alleges that he paid
fees for on-campus classes, facilities, and experiences, and
seeks a refund of the value of those in-person experiences.
See FAC at ¶¶ 50-52, 99. Although not itemized, his alleged
economic injury—over payment of tuition—is concrete and

particularized. Clapper, 568 U.S. at 409.

Pinzon has thus alleged an injury sufficient for Article III
standing at this stage of the litigation. There is no dispute
that his injury is both traceable to and redressable by the
University. The Court therefore DENIES the University's
MTD under Rule 12(b)(1) for lack of standing and proceeds to
analyze the sufficiency of Pinzon's pleading under Rule 12(b)
(6).

C. Educational Malpractice
The University argues that California's “widely accepted
rule of judicial nonintervention into the academic affairs

of schools” bars each of Pinzon's claims. Paulsen v.
Golden Gate Univ., 25 Cal. 3d 803, 808 (1979) (collecting
cases). Generally, courts may only overturn a university's
academic decision if it is “arbitrary and capricious, not
based upon academic criteria, and the result of irrelevant

or discriminatory factors.” Banks v. Dominican Coll., 35

Cal. App. 4th 1545, 1551 (1995) (citing Paulsen, 25 Cal.
3d at 808-09). This educational malpractice doctrine grants
flexibility to universities to make decisions with respect to “a
student's qualifications for a degree.” Id. It does not apply,
however, to bar claims based on a school's specific promises.

Kashmiri v. Regents of Univ. of California, 156 Cal. App.
4th 809, 826 (2007) (“Courts have, however, not been hesitant
to apply contract law when the educational institution makes
a specific promise to provide an educational service, such as
a failure to offer any classes or a failure to deliver a promised
number of hours of instruction.”).

Courts addressing similar claims for COVID-19-related
tuition refunds have concluded that California's educational
malpractice doctrine does not bar claims that the university
breached a specific promise of in-person classes and
experiences. See McCarthy v. Loyola Marymount Univ., No.

CV 20-04668-SB (JEMx), 2021 WL 268242, at *2–3 (C.D.

Cal. Jan. 8, 2021); Saroya v. Univ. of the Pac., No. CV
20-03196-EJD, 2020 WL 7013598, at *4-5 (N.D. Cal. Nov.
27, 2020). In addition, as the court in McCarthy noted,
“[n]ot all decisions made by a university are pedagogical
in nature,” and the educational malpractice doctrine has
primarily applied to bar judicial interference in school's
decisions regarding individual academic performance or
qualifications. 2021 WL 268242, at *3. Because the decision
to move to online learning during a deadly pandemic is not
that type of decision, the educational malpractice doctrine
does not apply. Id.

Pinzon asserts that the University promised in-person classes
and experiences and has not delivered refunds for failing to
deliver on those promises. None of his claims implicate the
type of individual academic decision barred by the doctrine
in Paulsen, Banks, and Kashmiri. He makes only generalized
complaints about the quality of education. To the extent
Pinzon discusses the difference in quality and value between
in-person and online education, that discussion is limited to
alleging damages from the University's alleged breach of
contract or quasi-contract.

D. Counts I and II: Breach of Contract and Breach of
Implied Contract
*6  It is well-established that the basic legal relationship

between a student and a university is contractual in nature.

Zumbrun v. Univ. of S. Cal., 25 Cal. App. 3d 1, 10 (1972).
In California, “[p]arents have no legal obligation to pay for

the college education of an adult child.” In re Marriage of
Jensen, 114 Cal. App. 4th 587, 597 (2003). Under California
law, the formation of a contract requires mutual assent,

consisting of offer and acceptance. Lopez v. Charles
Schwab & Co., 118 Cal. App. 4th 1224, 1230 (2004) (“Mutual
assent usually is manifested by an offer communicated to
the offeree and an acceptance communicated to the offeror.”)
(citation omitted). Mutual assent is required for both express

and implied contracts. See Yari v. Producers Guild of
Am., Inc., 161 Cal. App. 4th 172, 182 (2008). The existence
of mutual assent is determined on an objective standard.

Weddington Prods., Inc. v. Flick, 60 Cal. App. 4th 793, 811
(1998).

Pinzon alleges that he, his son, and putative Class Members
entered into identical binding contracts with the University
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by accepting its offer to register and pay for on-campus
classes in accordance with the terms of the University's
website and academic catalogs. FAC at ¶¶ 91-92. Pinzon's
conclusory allegations do not show, however, that the
University made any offer to him, as the parent of a student.
The University's website and academic catalogs describe
offerings for students, not parents. Id. at ¶¶ 30-47. The
GSEP 2019-2020 Academic Catalog also unambiguously
states that “[t]he student is responsible for the repayment of
any outstanding balance of his or her student account,” as
well as for course registration. FAC, Ex. A at 35 (emphasis
added). The GSEP catalog contains no reference to any
responsibilities or obligations held by parents or third parties
who provide funding for a student's tuition, except that a
student may grant a parent, spouse, or other third party
“Guest Access” to make a payment on a student's account. Id.
Therefore, even if the GSEP catalog makes an “offer” of in-
person classes, Pinzon points to no language or circumstances
indicating that the University intended to make an offer to
contract with him or any parent of a student, as opposed to
an offer to contract with the student directly. Furthermore,
Pinzon has not alleged that his son granted him “Guest
Access” to his student account or that he has undertaken any
legal obligations with the University on behalf of his son, such
as signing any admissions or financial documents. Whatever
financial arrangement Pinzon may have with his son does
not establish a contractual relationship between him and the

University. 4

Indeed, the FAC concedes his awareness that the University's
course catalogs and website constitute “material terms of the
bargain and contractual relationship between the students and
the University.” FAC at ¶ 92 (emphasis added). His briefing
betrays his muddled position by stating that “Plaintiff and
class members applied for and were offered positions as
students at Pepperdine[, a]nd Plaintiff and class members
accepted the University's offer, paying Pepperdine's hefty
tuition, room and board, and other fees for the in-person and
on-campus experience.” MTD Opp. at 20; see also id. at 20-21
(“The University and the students had an enforceable contract
whereby the students would pay for, and the University
would provide, in-person instruction and services .... Plaintiff
and class members have been damaged by having to pay
for educational services they did not receive.”) (emphasis
added). It is his son, and not Pinzon himself, who applied
for a position at the University and accepted any offers the
University made in exchange for tuition. Thus, without ruling
on whether Pinzon's son entered into a contract with the

University, the Court concludes that Pinzon did not himself
allege an express or implied contract with the University.

*7  Accordingly, Pinzon does not state a breach of contract
claim on his own behalf. In addition, he lacks standing to
sue for any contract entered into between his son and the

University. See Gantman v. United Pac. Ins. Co., 232 Cal.
App. 3d 1560, 1566 (1991); Cal. Jur. 3d Contracts § 381
(2014) (“A party who is not a party or privy to a contract
cannot show a wrong done to him or her for breach of any
duty arising out of the contractual relation.”).

The Court therefore DISMISSES Pinzon's claims for breach
of contract and breach of implied contract, with leave to
amend.

E. Counts III and IV: Restitution Based on Quasi-
Contract and Unjust Enrichment
Pinzon asserts both a restitution based on quasi-contract
claim and an unjust enrichment claim. The University argues
that his unjust enrichment claim must fail because unjust
enrichment is not an independent cause of action under

California law. MTD at 11-12, n.17. 5  California appellate
courts are not of one mind as to whether unjust enrichment

is a separate cause of action. Compare Lectrodryer v.
SeoulBank, 77 Cal. App. 4th 723, 726-28 (2000) (affirming
judgment for plaintiff on unjust enrichment claim), with

McBride v. Boughton, 123 Cal. App. 4th 379, 387 (2004)
(“Unjust enrichment is not a cause of action ... or even a
remedy, but rather a general principle, underlying various
legal doctrines and remedies.” (internal quotation marks
omitted)). The Ninth Circuit has held, however, that “[w]hen
a plaintiff alleges unjust enrichment, a court may construe the
cause of action as a quasi-contract claim seeking restitution.”

Astiana v. Hain Celestial Grp., Inc., 783 F.3d 753, 762

(9th Cir. 2015); ESG Capital Partners, LP v. Stratos, 828

F.3d 1023, 1038 (9th Cir. 2016); see also De Havilland
v. FX Networks, LLC, 21 Cal. App. 5th 845, 870 (2018)
(“Unjust enrichment is not a cause of action. It is just a
restitution claim.”) (citation and internal quotation marks
omitted). Because unjust enrichment is not a standalone claim
and Pinzon already asserts a claim for restitution based on
quasi-contract, the Court DISMISSES the duplicative unjust
enrichment claim, without leave to amend.
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Quasi-contract claims require the plaintiff to show “(1) a
defendant's receipt of a benefit and (2) unjust retention
of that benefit at the plaintiff's expense.” MH Pillars Ltd.
v. Realini, 277 F. Supp. 3d 1077, 1094 (N.D. Cal. 2017)

(citing Peterson v. Cellco P'ship, 164 Cal. App. 4th 1583,
1593 (2008)). Unjust enrichment and restitution “describe
the theory underlying a claim that a defendant has been
unjustly conferred a benefit through mistake, fraud, coercion,

or request.” Astiana, 783 F.3d at 762 (internal quotations
omitted). Typically, a quasi-contract action seeks the return
of the benefit unjustly retained by the defendant. Id. (citing
55 Cal. Jur. 3d Restitution § 2). “Determining whether it is
unjust for a person to retain a benefit may involve policy

considerations.” First Nationwide Sav. v. Perry, 11 Cal.
App. 4th 1657, 1663 (1992).

*8  Pinzon alleges that it is unjust for the University
to retain his son's and other putative Class Members'
tuition intended to pay for on-campus classes, facilities,
and services when the University did not provide those
experiences. FAC at ¶ 131. Pinzon points to the following
facts that support his reasonable expectation that his son
would attend the University's GSEP in person: the GSEP
clearly distinguishes between its on-campus graduate degree
program and its 100 percent online programs, and its
2019-2020 Catalog describes students' access to specific
on-campus facilities including “three on-campus counseling
clinics.” Id. at ¶¶ 30-35. The University itself acknowledges
that its “unprecedented actions ... have significantly impacted
the academic experience for many of [its] students.” FAC at
¶ 75. According to Pinzon, the transition to online learning
has resulted in “an enormous windfall” to the University that
burdens tuition-paying students and their families. Id. at ¶
5. He alleges that the University is supported by an $887.46
million endowment and assets totaling more than $1.962
billion and cannot in good conscience retain tuition payments
from individuals with fewer financial resources and who may
have incurred debt to finance an in-person college education.
Id. at ¶¶ 125-26.

Taking as true Pinzon's factual assertions for the purposes
of this motion, the Court joins the numerous other courts
that have found restitution or unjust enrichment claims
adequately pled based on similar allegations. See McCarthy,
2021 WL 268242, at *6; Nguyen v. Stephens Inst., No. CV
20-04195-JSW, 2021 WL 1186341, at *5 (N.D. Cal. Mar.
30, 2021); Little v. Grand Canyon Univ., No. CV 20-00795-
PHX (SMBx), 2021 WL 308940, at *5 (D. Ariz. Jan. 29,

2021); In re Bos. Univ. COVID-19 Refund Litig., No.
CV 20-10827-RGS, 2021 WL 66443, at *3 (D. Mass. Jan.

7, 2021); Ford v. Rensselaer Polytechnic Inst., No. CV
20-470, 2020 WL 7389155, at *9 (N.D.N.Y. Dec. 16, 2020).
The motion to dismiss Pinzon's claim for quasi-contract
restitution/unjust enrichment is DENIED.

F. Counts V and VI: Conversion and Money Had and
Received
California courts see conversion as “the wrongful exercise of

dominion over the personal property of another.” Fremont
Indem. Co. v. Fremont Gen. Corp., 148 Cal. App. 4th 97,
119 (2007). An essential element of a conversion claim is

“a specific sum capable of identification.” Farmers Ins.
Exchange v. Zerin, 53 Cal. App. 4th 445, 452 (1997). A
specific and identified amount of money can form the basis
of a conversion claim, but when the money is not identified
and not specific, “the action is to be considered as one upon

contract or for debt and not for conversion.” Baxter v.
King, 81 Cal. App. 192, 194 (1927).

Pinzon fails to identify a specific sum that may form the basis
of a claim for conversion. His contention that the University
unlawfully converted $27,820, or the full cost of tuition per
semester, contradicts his allegation that he seeks a prorated
refund of a portion of the tuition paid for the Spring 2020
semester. Compare Opp. at 29 with FAC at ¶¶ 133, 138.
Because Pinzon does not identify the specific amount of
money converted, the Court DISMISSES the conversion

claim, with leave to amend. See Welco Elecs., Inc. v.
Mora, 223 Cal. App. 4th 202, 216 (2014) (“A plaintiff must
specifically identify the amount of money converted, not that
a specific, identifiable amount of money has been entrusted
to the defendant.”) (emphasis added).

A claim for money had and received also requires a “statement

of indebtedness in a certain sum.” Farmers Ins. Exchange,
53 Cal. App. 4th at 460. Moreover, a common count for
money had and received, if stated as an alternative way of
seeking the same recovery demanded in a specific claim,
only survives if the underlying claim also survives. Id. Here,
Pinzon bases his claim for money had and received on the
same facts as his conversion claim. See FAC at ¶¶ 141-43.
Like in his conversion claim, Plaintiff seeks a prorated tuition
refund for the Spring 2020 semester through his claim for
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money had and received, without specifying the sum. Id. at
¶ 144.

Because Plaintiff failed to state a claim for conversion
and does not allege the sum of the debt, the Court also
DISMISSES the common count for money had and received,
with leave to amend.

G. Count VII: UCL
*9  The UCL prohibits “unfair competition,” which is

defined as “any unlawful, unfair, or fraudulent business act or

practice.” Cal. Bus. & Prof. Code § 17200. Pinzon argues
that the University violates each of the UCL's three prongs.

FAC at ¶¶ 148-51; see Lozano v. AT & T Wireless Servs.,
Inc., 504 F.3d 718, 731 (9th Cir. 2007). Before examining
each prong, the Court first analyzes whether Pinzon has
standing to bring a UCL claim.

1. Standing and Choice of Law
Pinzon has standing to sue under the UCL because he alleges

an economic injury that occurred in California. See Ehret
v. Uber Techs., Inc., 68 F. Supp. 3d 1121, 1134 (N.D. Cal.
2014). The University argues that because Pinzon is a Texas
resident, he cannot bring an unfair competition claim under

California law. MTD at 32-33. It cites to Van Mourik v.
Big Heart Pet Brands, Inc., No. CV 17-03889-JD, 2018 WL
1116715 (N.D. Cal. Mar. 1, 2018), which analyzed whether
a Texas resident's claims of false advertising arising out
of his purchase of dog food in Texas from a California-
based company arose under California or Texas consumer
protection statutes. After engaging in California's three-step
choice-of-law inquiry, the court in Van Mourik concluded that
Texas consumer protection law applied.

This case is distinguishable from Van Mourik. For one, the
injury—University's alleged refusal to provide a prorated
tuition refund—took place in California, and “the UCL
reaches any unlawful business act or practice committed in

California.” Sullivan v. Oracle Corp., 51 Cal. 4th 1191,
1208 (2011). The Court is unpersuaded by the University's
argument that the injury took place in Texas merely because
Pinzon saw the University's website and course catalog while
in Texas. For another, the University does not meet its
burden under California's choice-of-law analysis requiring
“the proponent of the foreign law to (1) identify material
differences between foreign law and California law, and (2)

establish that the foreign state is interested in having its

own law apply.” Van Mourik, 2018 WL 1116715, at *2;

see also Washington Mut. Bank, FA v. Superior Court,
24 Cal. 4th 906, 919 (Cal. 2001). The University does not
describe how Texas consumer protection law differs and why
it should apply. The Court therefore sees no barrier to Pinzon
bringing a UCL claim arising out of the University's conduct
in California.

2. Unlawful
A cause of action brought under the “unlawful” prong of the
UCL incorporates other laws and treats violations of those
laws as unlawful business practices independently actionable

under state law. Chabner v. United Omaha Life Ins. Co.,
225 F.3d 1042, 1048 (9th Cir. 2000). The pleading must
allege the way in which the alleged practices violated the
“borrowed” law by “stat[ing] with reasonable particularity
the facts supporting the statutory elements of the violation.”

Khoury v. Maly's of Cal., Inc., 14 Cal. App. 4th 612, 618–
19 (1993). Pinzon does not point to any statute, regulation,
or other law that the University violated, and “a common
law violation such as breach of contract is insufficient.”

Shroyer v. New Cingular Wireless Servs., Inc., 622 F.3d
1035, 1044 (9th Cir. 2010). Pinzon therefore fails to state a
UCL claim under the unlawful prong.

3. Fraudulent
A business practice is “fraudulent” if “members of the public

are likely to be deceived.” Comm. on Children's Television
v. Gen. Foods Corp., 35 Cal. 3d 197, 211 (1983). If a plaintiff
has alleged a “unified course of fraudulent conduct,” then

Federal Rule of Civil Procedure 9(b)'s heightened pleading

requirement applies to that plaintiff's UCL claim. Kearns
v. Ford Motor Co., 567 F.3d 1120, 1127 (9th Cir. 2009). Here,
Pinzon alleges that the University fraudulently “represented
it would offer in-person instruction and access to Defendant's
facilities.” FAC at ¶ 149.

*10  Pinzon has not alleged that any of the University's
statements on its website or the GSEP catalog were fraudulent
at the time they were made. California courts are unwilling
to impose liability under the fraudulent prong of the UCL
where a defendant lacked knowledge of the facts that rendered
its representations misleading at the time it made such
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statements. See Klein v. Earth Elements, Inc., 59 Cal.
App. 4th 965, 970 (1997) (finding the “unwitting” and
“unintentional” distribution of contaminated dog food did not
constitute a deceptive practice under the UCL's fraudulent
prong); see also Kowalsky v. Hewlett-Packard Co., 771 F.
Supp. 2d 1156 (N.D. Cal. 2011) (dismissing plaintiff's UCL
claim under the fraudulent prong because the defendant had
no knowledge, or reason to know, of an alleged product
defect).

Given the unprecedented circumstances caused by the
COVID-19 pandemic, the University, along with every
other institution of higher learning around the country that
transitioned to online learning, could not possibly have
known at the beginning of the Spring 2020 semester that it
would order students to remain off-campus for much of the
semester. The statements thus cannot be considered deceptive

or misleading at the time they were made. Kwikset Corp.
v. Superior Court, 51 Cal. 4th 310, 326–27 (2011). For failure
to allege actionable fraud, Pinzon's UCL claim under the
fraudulent prong must be dismissed.

4. Unfair
The UCL also creates a claim for a business practice that
is “unfair” even if not specifically prohibited by another

law. Korea Supply Co. v. Lockheed Martin Corp., 29 Cal.
4th 1134, 1143 (2003). An “unfair” business practice “is
one that either offends an established public policy or is
immoral, unethical, oppressive, unscrupulous or substantially

injurious to consumers.” McDonald v. Coldwell Banker,
543 F.3d 498, 506 (9th Cir. 2008) (citation and quotation
marks omitted). To state a claim under the unfair prong, a
plaintiff must allege facts showing that the consumer injury is
substantial, not outweighed by any countervailing consumer

benefits, and could not have been reasonably avoided. In
re Sony Grant Wega KDF–E A10/A20 Series Rear Projection
HDTV Television Litig., 758 F. Supp. 2d 1077, 1091 (S.D. Cal.
2010).

For the reasons that Pinzon adequately alleges a quasi-
contract claim for restitution, he has stated a claim that the
University's refusal to refund prorated tuition for the lack
of in-person classes and services is unfair under the UCL.
Taking his factual allegations as true, the Court cannot decide,
as a matter of law, that the University's actions are not
substantially injurious to consumers.

Because a UCL claim under the unfair prong may proceed, the
University's motion to dismiss the UCL claim is DENIED.

V.

CONCLUSION

In light of the foregoing, the Court DENIES the University's
MTS in its entirety and

GRANTS in part and DENIES in part its MTD as follows:

1. Pinzon's claims for breach of contract, breach of implied
contract, conversion, and money had and received are
DISMISSED, with leave to amend.

2. Pinzon's claim for unjust enrichment is DISMISSED,
without leave to amend.

3. Pinzon's claims under the UCL, except for the claim for
quasi-contract restitution under the unfair prong of the
UCL, are DISMISSED, with leave to amend.

Because this action and Rezvani v. Pepperdine University,
CV 20-8582-DMG (KSx), raise common questions of law
and fact and the parties do not oppose consolidation, the
Court ORDERS that these actions and any later-filed tuition
refund actions against the University shall be consolidated
under the caption In re Pepperdine University Tuition and
Fees COVID-19 Refund Litigation, Case No. 20-4928-DMG
(KSx). See Fed. R. Civ. P. 42(a). Any material documents
filed in Case No. 20-8582 are deemed to be filed in Case No.
20-4928. Case No. 20-8582 shall be administratively closed.

*11  The parties shall meet and confer regarding schedules
for (1) filing and responding to a Consolidated Class
Complaint and (2) stipulating to or briefing the issue of
appointment of interim Class Counsel. The parties will file
a joint status report setting forth those proposed schedules
within 21 days of the date of this Order.

IT IS SO ORDERED.

All Citations

Slip Copy, 2021 WL 3560782
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Footnotes

1 The Court accepts all material facts alleged in the FAC as true solely for the purpose of deciding the motion
to dismiss. The Court DENIES as moot the University's request for judicial notice because it need not and
does not rely on any of the attached documents. [Doc. # 38.]

2 Contrary to the University's arguments, Pinzon has in fact pled—albeit with scant detail—that he paid for his
son's room and board as well as tuition. See FAC at ¶ 10; MTD at 18-19; MTD Reply at 11. The Court therefore
rejects the University's argument that Pinzon lacks standing to bring an individual claim for a prorated refund
of room and board, as well as for tuition and other fees. Whether Pinzon's claims are in fact representative
of the claims of putative Class Members “raises the question of class certification—i.e., whether the named
plaintiffs are adequate representatives of the claims of the unnamed plaintiffs—not a question of standing.”

Melendres v. Arpaio, 784 F.3d 1254, 1262 (9th Cir. 2015).
3 Some courts within the Ninth Circuit have relied on California law providing that “an entity who is not party to

a contract may not sue to enforce its terms” to find no Article III standing. See, e.g., AeQuadis, Inc. v. HCL
Am., Inc., No. CV 16-04024 NC, 2016 WL 9185291, at *2 (N.D. Cal. Nov. 23, 2016), aff'd, 711 F. App'x 425

(9th Cir. 2018) (citing Gantman v. United Pac. Ins. Co., 232 Cal. App. 3d 1560, 1566 (1991) (“Someone
who is not a party to [a] contract has no standing to enforce the contract.”); Cal. Jur. 3d Contracts § 381
(2014) (“A party who is not a party or privy to a contract cannot show a wrong done to him or her for breach

of any duty arising out of the contractual relation.”)); Ambers v. Wells Fargo Bank, N.A., No. 13-CV-03940
NC, 2014 WL 883752, at *4 (N.D. Cal. Mar. 3, 2014). Indeed, in similar cases seeking COVID-19-related
tuition refunds from universities, courts have held that a parent does not have standing to sue for breach of
contract or breach of implied contract on behalf of an adult child, where the contract at issue is between the

university and the adult child. See Salerno v. Fla. S. Coll., 488 F. Supp. 3d 1211, 1217 (M.D. Fla. 2020);

Lindner v. Occidental Coll., No. CV 20-8481-JFW (RAOx), 2020 WL 7350212, at *6 (C.D. Cal. Dec. 11,

2020); Espejo v. Cornell Univ., No. CV 20-467 (MAD/ML), 2021 WL 810159, at *2 (N.D.N.Y. Mar. 3, 2021);

Bergeron v. Rochester Inst. of Tech., No. CV 20-6283 (CJS), 2020 WL 7486682, at *3 (W.D.N.Y. Dec. 18,
2020). These analyses appear to apply state law regarding what parties may enforce contracts to the Article
III standing analysis. But “the jurisdictional question of standing precedes, and does not require, analysis of

the merits.” Maya, 658 F.3d 1068 (quoting Equity Lifestyle Props., Inc. v. Cnty. of San Luis Obispo, 548
F.3d 1184, 1189 n. 10 (9th Cir. 2008)).

4 Zumbrun v. Univ. of S. Cal., 25 Cal. App. 3d 1 (1972), does not stand for a contrary proposition. The
California Court of Appeal stated that “[i]t has been held that a minimal departure from a projected course of
study does not entitle the student (or his parent who paid for it) to recover the tuition paid or any part of it.”

Id. at 11 (emphasis added). The quoted parenthetical does not establish that any time a parent pays for
any portion of an adult child's tuition, he has a claim for breach of his child's contract for education.

5 The University also argues that Pinzon cannot plead a restitution or unjust enrichment claim where a binding,
enforceable contract exists defining the rights of the parties. MTD Opp. at 26. As discussed above, Pinzon

has not adequately pled the existence of such a contract between him and the University. See Klein v.
Chevron U.S.A., Inc., 202 Cal. App. 4th 1342, 1388 (2012). In any event, quasi-contract claims may be pled

in the alternative to contract claims. See Fed. R. Civ. P. 8(d); Rutherford Holdings, LLC v. Plaza Del Rey,

223 Cal. App. 4th 221, 231 (2014); PAE Gov't Servs., Inc. v. MPRI, Inc., 514 F.3d 856, 858-59 (9th Cir.
2007) (“we allow pleadings in the alternative—even if the alternatives are mutually exclusive.”).
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Only the Westlaw citation is currently available.

United States District Court, C.D. California.

IN RE: RESONANT INC.
SECURITIES LITIGATION

CASE NO.: CV 15-1970 SJO (VBKx)
|

Filed 07/11/2016

PROCEEDINGS (in chambers): ORDER GRANTING
IN PART AND DENYING IN PART DEFENDANTS

RESONANT INC., TERRY LINGREN, AND
JOHN PHILPOTT'S MOTION TO DISMISS AND

DEFENDANT MDB CAPITAL GROUP LLC'S
MOTION TO DISMISS; GRANTING DEFENDANTS'

MOTION TO STRIKE [Docket Nos. 86, 89, 90]

THE HONORABLE S. JAMES OTERO, UNITED STATES
DISTRICT JUDGE

*1  This matter is before the Court on Defendants
Resonant Inc. (“Resonant”), Terry Lingren, and John
Philpott's (collectively, “Resonant Defendants”) Motion to
Dismiss (“Resonant Motion”) the Consolidated Second
Amended Complaint (“SAC”), and Defendant MDB Capital
Group, LLC's (“MDB”) (with the Resonant Defendants,
“Defendants”) Motion to Dismiss the SAC (“MDB Motion”)
(collectively, “Motions”), both filed on March 22, 2016.
MDB and Resonant join in each other's Motions. Plaintiffs,
a proposed class led by William E. Haskins and Brent
Kaneshiro, filed their Opposition to the Motions on April 20,
2016. Defendants filed their Replies on May 9, 2016. The
Court found this matter suitable for disposition without oral
argument and vacated the hearing set for July 11, 2016. See
Fed. R. Civ. P. 78(b). For the reasons stated below, the Court
GRANTS in part and DENIES in part Defendants' Motion.
The Court GRANTS Plaintiffs leave to amend the SAC.

I. FACTUAL AND PROCEDURAL BACKGROUND

Co-Lead Plaintiffs Haskins and Kaneshiro, along with
Plaintiff Onie Bolduc, bring this proposed securities class
action on behalf of those who purchased Resonant common
stock on the open market between November 6, 2014 and
April 2, 2015 (“Exchange Act Class Period”) as well as
those whose purchases or acquisitions in Resonant stock are

traceable to Resonant's May 28, 2014 initial public offering
(“Securities Class Act Period”) (collectively, the “Class Act
Periods”). (SAC ¶ 1.) Plaintiffs claim that Defendants' actions
during the Exchange Act Class Period and the Securities
Class Act Period contravened Section 11 of the Securities Act
of 1933, Section 10(b) of the Securities and Exchange Act
of 1934, and Securities and Exchange Commission (“SEC”)
Rule 10b-5. (SAC ¶ 2.)

1. The Parties

Defendant Resonant is a development stage company, which
focuses on creating filter designs for Radio Frequency
(“RF”) Front Ends (“RF Front End”) in the mobile device
industry. (SAC ¶ 3.) Mobile communications devices, such as
mobile telephones, work by transmitting and receiving digital
information encoded as analog RF signals between the mobile
device and a cellular base station. (SAC ¶ 43.) Resonant is
a Delaware corporation that maintains its principal executive
offices in Goleta, California. (SAC ¶ 26.)

Defendant Terry Lingren is the founder of Resonant and
has served as Resonant's Chairman of the Board and Chief
Executive Officer during the period in question. (SAC ¶
27.) Lingren signed the Registration Statement for Resonant's
initial public offering (“IPO”). (SAC ¶ 27.) Defendant John
Philpott has served as Resonant's Chief Financial Officer
during the period in question. (SAC ¶ 28.) Lingren and
Philpott are referred to as the “Individual Defendants.” (SAC
¶ 31.)

Defendant MDB is a limited liability corporation organized
under California law with its principal place of business
located in Santa Monica, CA. (SAC ¶ 29.) MDB served
as underwriter of Resonant's IPO. (SAC ¶ 29.) Defendants
Resonant, Lingren, and MDB are referred to as the “Securities
Act Defendants.” (SAC ¶ 32.)

*2  Co-Lead Plaintiffs William E. Haskins and Brent
Kaneshiro (“Lead Plaintiffs”), and Plaintiff Onie Bolduc
purchased Resonant stock during the Class Act Periods. (SAC
¶¶ 22-25.)

Skyworks Solutions, Inc. (“Skyworks”) is a Delaware
corporation with its principal executive offices located in
Woburn, Massachusetts. (SAC ¶ 33.) Skyworks designs and
manufactures analog semiconductors used in smartphones
and other similar devices in the automotive, broadband,
energy, industrial, medical, military and telecommunications
industries. (SAC ¶ 33.)
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2. The Development Agreement

From 2012, when Resonant's predecessor was formed, to
March 9, 2015, Resonant's only customer was Skyworks.
(SAC ¶ 4.) Resonant was developing a single RF
Filter product, the “Skyworks Duplexer,” pursuant to a
development agreement between Resonant and Skyworks
(“Development Agreement”). (SAC ¶ 4.)

The Skyworks Duplexer sought to build on developments
in the mobile telephone industry. (SAC ¶¶ 62-65.) Mobile
telephones have recently exceeded the bandwidth of the RF
spectrum set aside by the government for such devices. (SAC
¶ 50.) To accommodate this growth, government regulators
have opened new swathes of the RF spectrum for mobile
telephones. (SAC ¶ 50.) As a result, the number of bandwidths
on which mobile telephones operate has proliferated, and,
in turn, the number of RF filters that mobile telephones
must include has likewise proliferated. (SAC ¶ 51.) The
Skyworks Duplexer was essentially a type of RF filter that
tuned into single bandwidths that are harder to access for
current technology. (SAC ¶¶ 62-64.)

The Development Agreement set forth four different
“Milestones” through which Resonant and Skyworks would
progress towards completion of a Duplexer. (SAC ¶ 71.) The
Milestones reflected a timeline of targets for the Development
Agreement. The fourth and last Milestone required Resonant
to deliver a Duplexer that was “fully compliant” with
Skyworks' specifications. (SAC ¶ 75.)

3. Initial Public Offering

On or about May 28, 2014, Resonant completed an IPO
of 3.105 million shares of its common stock, with net
proceeds to Resonant of $16.2 million. (SAC ¶ 57.) The
IPO was conducted pursuant to a registration statement on
Form S-1, filed by Defendants with the SEC on or about
January 24, 2014, an amended registration statement dated
March 24, 2014, an amended registration statement dated
April 11, 2014, an amended registration statement dated
May 16, 2014, an amended registration statement dated May
21, 2014, an amended registration statement dated May 27,
2014 (collectively, the “Registration Statements”), and a
Prospectus dated May 28, 2014 (the “Prospectus”). (SAC ¶
57.) Resonant and Lingren signed the Registration Statements
and Prospectus. (SAC ¶ 27.) MDB served as underwriter of
Resonant's IPO. (SAC ¶ 29.)

The Registration Statements and Prospectus purportedly
promised that Resonant would deliver a Duplexer that
was fully compliant with Skyworks' requirements. (SAC
¶¶ 72-75.) As represented in the IPO offering documents,
proceeds from the IPO would fund Resonant's operations
for the following two years, even if Resonant generated no
revenues during such period. (SAC ¶ 79.)

4. Central Allegations

*3  Throughout the Class Period, Defendants allegedly made
multiple representations concerning Resonant's progress with
respect to completing the Skyworks Duplexer. (SAC ¶
9.) Defendants' positive statements purportedly caused the
market price of Resonant shares to become artificially
inflated. (SAC ¶ 9.) Plaintiffs claim that Defendants'
representations or omissions were false or misleading because
Defendants omitted to disclose: (1) the specifications that the
Skyworks Duplexer was required to meet, which would have
allowed the market to independently assess the chances that
such specifications could be met; (2) the fact that Resonant
could not in fact meet Skyworks' requisite performance
specifications for the Duplexer; and (3) that the final version
of the Duplexer submitted to Skyworks at Milestone 4 would
not comply with Skyworks' stated specifications. (SAC ¶¶
84-127.)

Plaintiffs' SAC cites to numerous public statements made
by Defendants concerning the development of the Skyworks
Duplexer. For example, the Registration Statements,
Prospectus, and press releases issued by Resonant purportedly
contained untrue statements concerning the Development
Agreement and Resonant's ability to meet the four Milestones
set out by Skyworks. (SAC ¶¶ 84-127.) Plaintiffs allege that
Defendants knew that the specifications of the Skyworks
Duplexer were impossible to meet, even though they had
promised to produce a Duplexer compliant with Skyworks'
demands. (SAC ¶¶ 94-106.) Defendants apparently hoped that
by delivering a “competitive product,” they could still meet
Skyworks' expectations. (SAC ¶ 118.)

On February 26, 2015, Defendants disclosed to the public
that the Milestone 4 version of the Duplexer that they
had provided to Skyworks failed to meet the applicable
specifications. (SAC ¶ 112.) At this time, Defendants
purportedly disclosed that they had known that the
specifications were impossible to meet during the entire Class
Period because they were “very aggressive.”: (SAC ¶ 12.)
Defendants' February 26, 2015 corrective disclosures led the
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market to revalue Resonant, whose shares fell $5.07 per share
from $15.47 per share to close on February 27, 2015 at $10.40
per share. (SAC ¶ 13.)

Plaintiffs allege that, notwithstanding such disclosures,
Resonant's share price continued to be artificially inflated
after February 26, 2015. (SAC ¶ 14.) Defendants apparently
continued to insist that matters concerning Skyworks and the
Skyworks Duplexer were “very positive” and left Resonant
“exactly where we wanted to be.” (SAC ¶ 14.)

On April 2, 2015, Defendants issued a press release and
held a conference call with analysts and investors. (SAC ¶
15.) Through these communications, Resonant disclosed that
Skyworks had terminated the Development Agreement. (SAC
¶ 15.) On the following trading day, April 6, 2015, Resonant
shares lost 40.3% of their value, falling $2.98 per share from
their April 2, 2015 closing price of $7.39 to close on April 6,
2015 at $4.41 per share. (SAC ¶ 16.)

5. Prior Proceedings

John Paggos filed the initial Complaint in this case on
March 17, 2015. (See generally Compl., ECF No. 1.) On
June 9, 2015, the Court consolidated several related actions
filed in the Central District of California and ordered that
Lead Plaintiffs file a Consolidated Amended Complaint. (See
generally Order Regarding Consolidation of Related Actions,
ECF No. 44.)

Plaintiffs subsequently brought the instant class action on
September 24, 2015, alleging that Defendants violated federal
securities laws by providing misinformation and withholding
information concerning the development of the Skyworks
Duplexer (See generally Consolidated Amended Complaint
(“CAC”), ECF No. 57.) Defendants filed Motions to Dismiss
the CAC on November 30, 2015. (ECF Nos. 68, 71.) The
Court granted the motions with leave to amend, after which
Plaintiffs filed the SAC. (Order on Mot. to Dismiss, ECF No.
83.)

*4  The SAC contains the same causes of action as the CAC:
(1) violation of Section 10(b) of the Securities and Exchange
Act and SEC Rule 10b-5 by Resonant Defendants Lingren,
Philpott, and Resonant, Inc.; (2) violation of Section 20(a)
of the Securities and Exchange Act by Individual Defendants
Lingren and Philpott as controlling persons of Resonant; (3)
violation of Section 11 of the Securities Act by Defendants
Resonant, Lingren, and MDB; and (4) violation of Section 15

of the Securities Act by Defendant Lingren as a controlling
person. (See generally SAC.)

II. DISCUSSION

A. Phinney Declaration

Before considering the substance of the Motions, the Court
addresses Plaintiffs' submission of the Declaration of Joshua
W. Phinney (“Phinney Decl.”) as an exhibit to the SAC.
Plaintiffs attach and incorporate this Declaration as expert
testimony to establish that by November 6, 2014, the
Resonant Defendants “more likely than not” received the
final specifications for the Skyworks Duplexer, and on
that date they “more likely than not” knew they would
not be able to meet the specifications as required by the
Development Agreement. (Phinney Decl.¶¶ 6-7, ECF No.
83-1.) Phinney earned a Ph.D. in Electrical Engineering
from the Massachusetts Institute of Technology and has
conducted doctoral research and worked in the field of radio-
frequency electronics and network synthesis. (Phinney Decl.
¶ 3.) Defendants move to strike the affidavit as an exhibit
and request that the Court disregard the expert opinions
referenced in the SAC. (See generally Resonant Defendants'
Motion to Strike the Declaration of Joshua W. Phinney (“Mot.
to Strike”), ECF No. 89.) The Court addresses these two
issues in turn.

1. Motion To Strike

Under Rule 12(f), “[t]he court may strike from a pleading
an insufficient defense or any redundant, immaterial,
impertinent, or scandalous matter.” Fed. R. Civ. P. 12(f).
Generally, “motions to strike are [ ] viewed with disfavor
because they are often used for purposes of delay, and because
of the strong judicial policy favoring resolution on the merits”
and “the court must view the pleadings under attack in the

light most favorable to the pleader.” United States ex rel.
Ruhe v. Masimo Corp., 929 F. Supp. 2d 1033, 1038 (C.D. Cal.
2012). However, “[u]ltimately, whether to grant a motion to
strike lies within the sound discretion of the district court.”
California Dep't of Toxic Substances Control v. Alco Pac.,
Inc., 217 F. Supp. 2d 1028, 1033 (C.D. Cal 2002).

*5  The Court strikes the Phinney Declaration on Rule
12(f) grounds. In United States v. Ritchie, the Ninth Circuit
clearly held that “[a]ffidavits and declarations ... are not
allowed as pleading exhibits unless they form the basis of

the complaint.” 342 F.3d 903, 908 (2003). Here, the
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opinions in the Phinney Declaration are being utilized to
fulfill previously under-pleaded elements of Plaintiff's claims.

Compare Branch v. Tunnell, 14 F.3d 449, 454 (9th Cir.
1994) (permitting two affidavits central to the complaint to

be considered for a motion to dismiss), with DeMarco v.
DepoTech Corp., 149 F. Supp. 2d 1212, 1220 (S.D. Cal. 2001)
(holding that an expert witness affidavit in connection with
securities fraud claims could not be considered in a motion
to dismiss because “it is merely a piece of evidentiary matter
that does not exist independently of the complaint”), and
Stuart v. Cadbury Adams USA, LLC, 2010 WL 1407303, at

*4 (C.D. Cal. Apr. 5, 2010), aff'd, 458 Fed. Appx. 689
(9th Cir. 2011) (disallowing an affidavit providing expert
testimony generated for the purpose of litigation because it
was not a “written instrument” under Rule 10(c) of the Federal
Rules of Civil Procedure). Like the expert affidavit at issue in
Stuart, the Phinney Declaration falls under the class of matters
that are “redundant, immaterial, impertinent, or scandalous.”
See Fed. R. Civ. P. 12(f). The Court GRANTS Defendants'
Motion to Strike the Phinney Declaration.

2. Opinions of Dr. Phinney

Defendants additionally ask that the Court disregard the SAC
to the extent that it cites to and references Dr. Phinney's
expert opinion. (Resonant Mot. 9.) Because expert testimony
is not barred from being plead directly into a complaint, see

Nursing Home Pension Fund, Local 144 v. Oracle Corp.,
380 F.3d 1226, 1233 (9th Cir. 2004), the Court does not
strike Dr. Phinney's expert opinion from the SAC itself. The
Court assumes, under Federal Rule of Civil Procedure 12(b)
(6), that the expert opinions referenced in the SAC are true,
without prejudice to addressing the admissibility of the expert
testimony in a Daubert motion filed before trial.

Defendants contend that Dr. Phinney's opinions are
“rank speculation untethered to any contemporaneous
facts.” (Resonant Mot. 10.) Defendants also argue that
because he lacks any personal knowledge about the parties
or circumstances, and only bases his opinion on documents
that are publicly available, his opinions cannot be the type
of facts indicating falsity under Rule 9(b) and the Private
Securities Litigation Reform Act (“PSLRA”). (Resonant Mot.
9.) The Court disagrees with these contentions, which are
more appropriately raised in a Daubert motion. At the current
stage of litigation, the Court assumes that Phinney's opinions
are true and that Phinney is qualified to provide his expert
opinion. See Nursing Home, 380 F.2d at 1233.

The main case cited by Defendants in support of their
position is inapposite. Defendants cite to In re Omnivision
Techs., Inc., Sec. Litig., where a district court in the Northern
District of California disallowed an expert opinion referenced
in a complaint because the expert relied on non-public

information concerning a new iPhone. 937 F. Supp. 2d
1090, 1107-08 (N.D. Cal. 2013). In the instant case, Dr.
Phinney bases his opinions on Resonant's public filings and
communications. As plead, Dr. Phinney has a personal basis
for opining on whether Resonant could meet the Skyworks
specifications. Therefore, the Court accepts his opinions, as
referenced in the SAC.

B. Standard of Review on Motion to Dismiss

Having addressed the expert testimony issue, the Court now
proceeds to adjudicate the Motions to Dismiss. In reviewing
a motion to dismiss under Federal Rule of Civil Procedure
12(b)(6) (“Rule 12(b)(6)”), “[a] court may [ ] consider certain
materials—documents attached to the complaint, documents
incorporated by reference in the complaint, or matters of
judicial notice—without converting the motion to dismiss

into a motion for summary judgment.” Ritchie, 342 F.3d
at 908. “To survive a motion to dismiss, a complaint must
contain sufficient factual matter, accepted as true, to ‘state a

claim to relief that is plausible on its face.’ ”  Ashcroft v.

Iqbal, 556 U.S. 662, 678 (2009) (quoting Bell Atl. Corp.
v. Twombly, 550 U.S. 544, 570 (2007)). Where a complaint
pleads sufficient facts “to raise a right to relief above the
speculative level,” a court may not dismiss the complaint

under Rule 12(b)(6). See Twombly, 550 U.S. at 545.

*6  The parties dispute whether the SAC must meet the
standard set out in Federal Rule of Civil Procedure 8 (“Rule

8”) or Federal Rule of Civil Procedure 9(b) (“ Rule
9(b)”). In its prior order, the Court had determined that the

CAC must meet the pleading standard set out in Rule 9(b).
(Order on Mot. to Dismiss 6-8.) This remains true.

In the SAC, Plaintiffs attempt to create separate courses
of conduct for the Section 11 and the Section 10 claims.

This is a clever attempt to avoid the Rule 9(b) pleading
standard for the Section 11 claim. Specifically, Plaintiffs
identify a separate class that purchased or acquired Resonant
common stock traceable to Resonant's IPO on May 28, 2014
(the “Securities Class”) who were subsequently damaged by
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Defendants' failure to “properly and/or reasonably evaluate[ ]
the Skyworks' specifications' at the time of the IPO” prior
to signing the IPO Registration Statement and releasing the
Prospectus.” (Opp'n. 6.) Plaintiffs' newly pleaded Section 11
claim still relies on the same series of misrepresentations
subject to the Section 10 claim. Namely, Defendants'
purported failure to evaluate the Skyworks specifications at
the time of the IPO is one explanation for misstatements
related to Defendants' completion of the Skyworks Duplexer.
Plaintiffs still rely on the same course of conduct to
allege their Section 10 and Section 11 claims. Accordingly,

Plaintiffs' amendments to the SAC are still subject to Rule
9(b). (See Order on Mot. to Dismiss 6-8.)

“In alleging fraud or mistake, [Plaintiffs] must state with
particularity the circumstances constituting fraud or mistake.”

Fed. R. Civ. P. 9(b). Rule 9(b) and the PSLRA demand
that “when averments of fraud are made, the circumstances
constituting the alleged fraud [must] be specific enough to
give defendants notice of the particular misconduct ... so
that they can defend against the charge and not just deny

that they have done anything wrong.” Vess v. Ciba-Geigy
Corp. USA, 317 F.3d 1097, 1106 (9th Cir. 2003) (citation
and internal quotations omitted). Averments of fraud must
be accompanied by “the who, what, when, where, and how”
of the misconduct charged, setting forth “what is false or
misleading about a statement, and why it is false.” Id. (citation
omitted). A complaint that fails to meet these standards will

be dismissed. Id. at 1107.

1. Section 11 Claims

After reviewing Plaintiffs' Section 11 allegations under

Rule 9(b), the Court determines that they remain deficient.
In the SAC, Plaintiffs plead facts that show that Defendants
did not know the final details of the Skyworks specifications
at the time of the IPO, when Defendants purportedly made
false and misleading statements in public filings concerning
their ability to meet the specifications. Defendants did not
know the final specification required by Skyworks until
November 6, 2014. (SAC ¶ 94.) The Registration Statement
and Prospectus were approved and released by the SEC more
than five months prior to that date, on May 28, 2014. “A
claim under section 11 based on the omission of information
must demonstrate that the omitted information existed at the

time the registration statement became effective.” Rubke
v. Capitol Bancorp Ltd., 551 F.3d 1156, 1164 (9th Cir. 2009).

Here, the Court cannot draw a reasonable inference that
Defendants knew it would not be able to meet the Skyworks
specifications at the time when Defendants made purported
misstatements in public filings related to the IPO. The Court
GRANTS Defendants' Motions to dismiss the Section 11
claims with leave to amend.

2. Section 10(b) and Rule 10(b)-5

*7  The Court next considers Plaintiffs' claims pursuant
to Section 10(b) and Rule 10(b)-5. Defendants allege that
Plaintiffs fail to adequately plead these claims on two general
grounds: (1) they do not adequately plead falsity of the alleged
misrepresentations; and (2) they fail to plead facts showing
a strong inference of scienter. For the following reasons, the
Court DENIES the instant Motions as to allegations related
to purported misrepresentations in November and December
of 2014 and January of 2015. The Court GRANTS the
instant Motions as to the allegations related to purported
misrepresentations in February of 2015.

“To plead a claim under Section 10(b) and Rule 10(b)–5,
the Plaintiffs must allege: (1) a material misrepresentation
or omission; (2) scienter; (3) a connection between the
misrepresentation or omission and the purchase or sale of
a security; (4) reliance; (5) economic loss; and (6) loss

causation.” Or. Pub. Emps. Ret. Fund, 774 F.3d at 603.
To meet the first two prongs of the test, Plaintiffs must show
that “particular facts in the complaint, taken as a whole,
raise a strong inference that defendants intentionally or [in]
‘deliberate recklessness’ made false or misleading statements

to investors.” Ronconi v. Larkin, 253 F.3d 423, 429 (9th

Cir. 1999) (quoting In re Silicon Graphics Inc., Sec. Litig.,
183 F.3d 970, 979 (9th Cir. 1999), as amended (Aug. 4,
1999)). Under the PSLRA, a complaint must also allege
sufficient facts to prove that a purported misstatement was

false or misleading at the time it was made. Id. at 431.

a. Falsity and Scienter

In their briefing, the parties focus on the falsity and
scienter requirements. The Court addresses these two factors
here. “[F]alsity and scienter in private securities fraud
cases are generally strongly inferred from the same set of
facts, and the two requirements may be combined into a

unitary inquiry under the PSLRA.” In re Daou Sys.,
411 F.3d 1006, 1015 (9th Cir. 2005) (citation and internal
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quotation marks omitted). The Court previously found that
the CAC was deficient because “[p]laintiffs do not point to
contemporaneous information, known to Defendants at the
time they made public filings or statements, that demonstrates
that Defendants knew that producing the Skyworks Duplexer
was impossible.” (Dismissal Order 8.) In the SAC, Plaintiffs
attempt to address this gap in two main ways: (1) the opinions
of Dr. Phinney, and (2) the “core operations” inference.

Dr. Phinney's expert opinion allows the Court to infer
falsity and scienter related to Defendants' public statements.
According to Dr. Phinney's analysis, Defendants had received
the final Skyworks specifications by November 6, 2014 and
knew as of that date that it would be impossible to meet
these specifications. (SAC ¶ 94.) If these allegations are true,
Defendants' statements in November and December of 2014
and January of 2015, claiming that they would complete the
Skyworks Duplexer according to specifications, were false.

Plaintiffs' core operations theory buttresses Dr. Phinney's
opinion. (SAC ¶¶ 139-53.) The core operations inference
essentially states that in a small, hands-on company, the
management must know of purported material omissions
because of the nature and size of the company:

[A]llegations regarding management's role in a company
may be relevant and help to satisfy the PSLRA scienter
requirement in three circumstances. First, the allegations
may be used in any form along with other allegations
that, when read together, raise an inference of scienter
that is “cogent and compelling, thus strong in light
of other explanations.” Second, such allegations may
independently satisfy the PSLRA where they are particular
and suggest that defendants had actual access to the
disputed information.... Finally, such allegations may
conceivably satisfy the PSLRA standard in a more bare
form, without accompanying particularized allegations, in
rare circumstances where the nature of the relevant fact is
of such prominence that it would be “absurd” to suggest
that management was without knowledge of the matter.

*8  S. Ferry LP #2 v. Killinger, 542 F.3d 776, 785-786
(9th Cir. 2008) (citations omitted). In the instant case, the
first situation applies. The combination of Dr. Phinney's
opinion and the small, hands-on nature of Resonant suggest
that all of the Defendants knew that they were not likely
to complete the Skyworks Duplexer according to Skyworks
specifications, at the time when they made public statements
in November and December of 2014 and January of 2015. The
SAC adequately pleads facts showing the contemporaneous

knowledge required to show falsity and scienter for these
three statements.

Defendants respond to the arguments concerning falsity and
scienter by arguing that: (1) in every public statement,
Defendants included cautionary language, which meant that
Plaintiffs were on notice that Defendants may not meet
the Milestones and deliver a product up to Skyworks'
specifications; (2) the purportedly false and misleading
statements were vague and forward-looking; and (3) these
statements were instances of corporate optimism and puffery.
(Resonant Mot. 12-14.)

The Court is not persuaded. As alleged by Plaintiffs, the
statements in November and December of 2014 and January
of 2015 are specific and objectively true or false; these
statements are not the “generalized, vague, and unspecific”
assertions that normally constitute “puffery,” nor are these

statements vague and forward-looking. See Gammel v.
Hewlett Packard Co., 905 F. Supp. 2d 1052, 1067 (C.D.
Cal. 2012). For example, in November and December
of 2014, Defendants purportedly stated that they would
achieve “design completion” by the first quarter of 2015.
(SAC ¶ 91.) Design completion is a specific outcome that
required Defendants to deliver a product that met Skyworks'
specifications. According to Plaintiffs' expert, however,
Defendants were aware that achieving this objective was
impossible at the time when Defendant promised to reach
it. Assuming Plaintiff's allegations are true, as is required
at the motion to dismiss stage of litigation, Defendants
made the statement concerning “design completion” with
deliberate or conscious disregard of the fact that they could
not achieve the ultimate outcome that they claimed they
would be achieving. This same logic applies to all of
Defendants' statements concerning completing a Skyworks
Duplexer that met Skyworks' specifications November and
December of 2014 and January of 2015. Thus, the Court
DENIES Defendants' Motions as they pertain to purported
misstatements in November and December of 2014 and
January of 2015.

As pleaded, however, Defendants' statements from February
26, 2015 are not actionable. On this date, Defendants
purportedly disclosed that Skyworks' specifications were
“very aggressive” and that they were impossible to
meet. (SAC ¶¶ 12, 197.) Unlike the previous alleged
misstatements, it is unclear how Plaintiff's could claim that
the February 26, 2015 misstatement was false. On this date,
Defendants admitted that they could not meet the Skyworks
specifications. The Court GRANTS Defendants' Motions as
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they pertain to purported misstatements on February 26, 2015.
Therefore, the Court GRANTS in part and DENIES in part
Defendants' Motions as they relate to the Section 10(b) and
Rule 10(b)–5 claims with leave to amend. If Plaintiffs elect
not to amend the SAC, the Exchange Class Act Period must
be shortened to span from November 6, 2014 to February 26,
2015.

3. Section 15 and Section 20(a)

The Court finally addresses the derivative Section 15 and
Section 20(a) claims against the Individual Defendants.
“[U]nder Section 20(a), plaintiff must prove: (1) a primary
violation of federal securities laws ...; and (2) that the
defendant exercised actual power or control over the primary

violator.” Howard v. Everex Sys., Inc., 228 F.3d 1057, 1065
(9th Cir. 2000). Here, the Section 20(a) claim against the
Individual Defendants is derivative of the Section 11 claim,
which the Court dismisses with leave to amend. Therefore,
the Court GRANTS Defendants' Motions as to the Section
20(a) claim with leave to amend.

*9  To prove the Section 15 claim, Plaintiffs must show: “(1)
the existence of an independent primary violation; (2) actual
knowledge by the alleged aider and abettor of the primary

violation and of his or her own role in furthering it; and
(3) ‘substantial assistance’ in the commission of the primary

violation.” U.S. S.E.C. v. Fehn, 97 F.3d 1276, 1288 (9th
Cir. 1996). The Section 15 claim against Lingren depends
on the Section 10(b) and Rule 10(b)–5 claims. Because the
latter claims remain, subject to the shortened Exchange Class
Act Period, the Section 15 claim remains as well. The Court
DENIES the Motions as to the Section 15 claim.

III. RULING

For the foregoing reasons, the Court GRANTS Defendants'
Motion to Strike, and GRANTS in part and DENIES in part
Defendants' Motions to Dismiss.

Plaintiffs are granted leave to amend the deficient portions of
the SAC. Plaintiffs shall file the Third Amended Complaint
within fourteen days of the date of this Order. Defendants
shall answer or otherwise respond within fourteen days
thereafter.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2016 WL 6571267

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER GRANTING DEFENDANTS'
MOTION TO DISMISS

CORMAC J. CARNEY, UNITED STATES DISTRICT
JUDGE

I. INTRODUCTION
*1  Plaintiff Robert W. Seiden, Esq., in his capacity as

receiver for China Valves Technology, Inc. (“CVVT”), filed
this action on April 4, 2018, against Defendants Frazer
Frost, LLP, Moore, Stephens, Wurth, Frazer & Torbet LLP,
Frazer LLP, and Frost PLLC (together, “Defendants”). (Dkt.
1 [Complaint, hereinafter “Compl.”].) Plaintiff asserts five
causes of action against Defendants for (1) negligence and
gross negligence, (2) breach of contract, (3) aiding, abetting,
or participation in breaches of fiduciary duty, (4) aiding,
abetting, or participation in a fraudulent scheme, and (5)
unjust enrichment arising out of Defendants' work as auditors
for CVVT between 2008 and 2012. (Id.) Before the Court
is Defendants' motion to dismiss the Complaint because
Plaintiff's claims are time-barred pursuant to Federal Rule of

Civil Procedure 12(b)(6). (Dkt. 23 [hereinafter, “Mot.”].) For
the following reasons, the motion is GRANTED.

II. BACKGROUND
CVVT is a developer, manufacturer, and provider of
valves and related flow management products and services
throughout China and over thirty other countries. (Compl.
¶ 3.) CVVT is incorporated in the state of Nevada. (Id.
¶ 2.) Beginning in 2008, CVVT began raising money in
the United States capital markets. (Id. ¶ 3.) Defendants are
Public Company Accounting Oversight Board (“PCAOB”)
registered audit firms with their principal places of business
in Brea, California, except for Defendant Frost PLLC, which
has its principal place of business in Little Rock, Arkansas but
performed audit related work relevant to this action in Orange
County, California. (Id. ¶¶ 6–9.)

CVVT allegedly retained Defendants “beginning in 2008 and
continuing into 2012” to audit CVVT's financial statements,
review Securities and Exchange Commission (“SEC”) filings,
and complete tax work and auditing services for CVVT. (Id.
¶¶ 20, 27.) Between 2008 and 2012, Defendants assisted
CVVT in raising $64.7 million, allegedly by signing off
on numerous fraudulent documents. (Id. ¶ 4.) Plaintiff
alleges that Defendants failed to fulfill activities promised
in nine engagement letters with CVVT throughout this
period, including failing to report “obvious” related party
transactions properly under the PCAOB and Generally
Accepted Accounting Principles (“GAAP”) standards. (Id.
¶¶ 27–31.) Plaintiff alleges these related party transactions
occurred during (1) CVVT's acquisition of Changsha Valve
(“Changsha Valve Transaction”), (2) CVVT's purchase of
Shanghai Pudong Hanwei Valve Co. Ltd. (“Hanwei Valve
Transaction”), (3) a 2009 loan for $322,725 to Binjie Fang
(“Fang Receivable”), (4) CVVT's purchase of land from a
company owned by Binjie Fang (“Steel Castings Transfer”),
and (5) CVVT's grant of $454,499 to Jianrui Zhou, CVVT
CEO Siping Fang's second wife. (Id. ¶¶ 32–59.) Plaintiff also
alleges that CEO Siping Fang and Defendants coordinated
various transactions between August 2008 and August 2011
to raise money for their personal benefit and funnel money
out of CVVT, but does not allege any facts regarding these
transactions other than the approximate date and title of each
transaction. (Id. ¶ 55.)

*2  Plaintiff specifically alleges that Defendants concealed or
failed to report the following information. Defendants omitted
that the Changsha Valve transaction was a related-party
transaction with Qing Lu, who formed the entity Able Delight
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Investment Limited (“Able Delight”) at CVVT's behest, and
that Changsha Valve was the subject of an investigation of
possible Foreign Corrupt Practices Act (“FCPA”) violations
when CVVT purchased it. (Id. ¶¶ 33, 56–57.) CVVT,
through Defendants' actions, also misstated the purchase
price for Changsha Valve. (Id. ¶ 34.) However, CVVT filed
an amended 8-K on November 18, 2010, that explained it
arranged for Qing Lu to form Able Delight, that Lu was
paid $50,000 for her assistance and explained the discrepancy
between the actual purchase price and the listed purchase
price – but did not disclose that Lu was married to Li, CVVT's
34% shareholder and “de facto officer.” (Id. ¶¶ 33, 35.) CVVT
also disclosed that Changsha Valve was under investigation
for FCPA violations in a November 21, 2011, SEC filing. (Id.
¶ 37.)

Defendants also allegedly failed to disclose that the Hanwei
Valve Transaction was a related party transaction, and allowed
CVVT to misstate the purchase price for Hanwei Valve as
well as when ownership was transferred to CVVT. (Id. ¶¶ 45–
47.) However, Plaintiff alleges that the related party nature of
this transaction was revealed by Citron Research on January
13, 2011, in a public report. (Id. ¶ 43.) And the discrepancy in
the purchase price was discovered based on a comparison of
CVVT's SEC filings and its SAIC filings in China. (Id. ¶¶ 45–
46.) Defendants also allegedly did not detect CVVT's failure
to make a $1.7 million VAT payment in connection with this
purchase, which CVVT had recorded in its books. (Id. ¶ 58.)

Defendants also allegedly failed to report the related party
nature of the Fang Receivable, namely that Fang is the legal
representative of ZD Valve, a subsidiary of CVVT, and the son
of CVVT's CEO Sinping Fang. (Id. ¶¶ 50–51.) Defendants
also failed to report the related party nature of the Steel
Casting Transfer in 2008, namely that CVVT purchased land
from a company owned by Fang in exchange for CVVT
shares, in order to help CEO Sinping Fang. (Id. ¶¶ 52–52.)
And Defendants also allegedly failed to report the related
party nature of the CVVT Capital Raise, a money transfer to
Jianrui Zhou in May 2009 that was recorded as a payment to
CEO Sinping Fang. (Id. ¶ 55.)

On September 14, 2011, plaintiff Hugues Gervat filed
a shareholder derivative action on behalf of CVVT, as
nominal defendant, against CVVT's executives and directors
(“Shareholder Action”). (Dkt. 23-1 [Declaration of Lawrence

A. Steckman, hereinafter “Steckman Decl.”] Ex. J.) 1  Plaintiff
Gervat's allegations included that the defendants failed to
disclose the related party nature of the Changsha Valve

Transaction. (Id. ¶¶ 32, 44–58, 70(c).) Specifically, Gervat
alleged that CVVT had failed to disclose that Able Delight
was controlled by Lu, the relationship between Lu and Li,
that Lu was paid $50,000 in the transaction, and that CVVT
misstated the purchase price for Changsha Valve. Gervat also
alleged that the defendants failed to disclose the related party
nature of the Hanwei Valve Transaction. (Id. ¶¶ 32, 59–66.)
Gervat alleged that CVVT had failed to disclose that it was a
related party transaction, as CVVT already co-owned Hanwei
Valve. Gervat also alleged, as related to the Fang Receivable,
that Binjie Fang is the son of CVVT's CEO Sinping Fang. (Id.
¶ 70.) Gervat further alleged that the retention of Frazer Frost,
LLP and Moore, Stephens, Wurth, Frazer & Torbet LLP was
a wrongful act committed by CVVT and its directors, and that
the retention was to serve the defendants' “ongoing fraud and
preventing shareholders and the Company from discovering
the full extent of the harm caused to the Company as a result

of” the defendants' conduct. (Id. ¶¶ 38–40.) 2

*3  Also in 2011, a federal securities class action on behalf of
CVVT stockholders was commenced against CVVT, CVVT's
executives and directors, as well as Frazer Frost, LLP and
Moore, Stephens, Wurth, Frazer & Torbet, LLP (“Securities
Class Action”). (Steckman Decl. Ex. D.) As to the Changsha
Valve Transaction, the plaintiff alleged that CVVT and the
auditing defendants failed to disclose that CVVT caused Able
Delight to be formed, the relationship between Li and Lu,
that Lu was paid $50,000 for the transaction, and that CVVT
misstated the purchase price for Changsha Valve. (See, e.g.,
id. ¶¶ 43–53, 71, 92.) The plaintiff also alleged that Changsha
was under investigation for potential FCPA violations. (Id. ¶
50.) As to the Hanwei Valve Transaction, the plaintiff alleged
that the defendants did not disclose that CVVT already owned
50% of Hanwei Valve before the purchase, and that CVVT
misstated the date its ownership interest in Hanwei Valve was
transferred and the purchase price. (Id. ¶¶ 54–58, 72–78, 105,
108, 152.) As to the Fang Receivable, the plaintiff alleged
that ZD Valve, a wholly owned subsidiary of CVVT, loaned
$322,735 to Binjie Fang, a director and chief operating officer
of CVVT, as well as the son of CEO Siping Fang. (Id. ¶¶ 59–
60, 80, 92, 136.)

In 2012, the district court dismissed the Securities Class
Action complaint with leave to amend. In re China Valves

Tech. Sec. Litig., No. 11 CIV. 0796 LAK, 2012 WL
4039852, at *1 (S.D.N.Y. Sept. 12, 2012). The plaintiffs in
the Securities Class Action filed an amended complaint in
2012. (Steckman Decl. Ex. B.) As to the Changsha Valve
Transaction, the plaintiffs added allegations that CVVT and
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the auditing defendants did not disclose that Changsha Valve
was under investigation for potential FCPA violations, and
that Watts Water, the then-owner of Changsha Valve, had
received a cease-and-desist letter for FCPA violations prior to
the purchase. (Id. ¶¶ 26, 75–77, 80.) The amended complaint
also reiterated the allegations regarding the Hanwei Valve
Transaction and the Fang Receivable. (See, e.g., id. at ¶¶ 86–
105.) In 2013, the district court dismissed some claims in

the Securities Class Action. In re China Valves Tech. Sec.
Litig., 979 F. Supp. 2d 395, 416 (S.D.N.Y. 2013).

On September 29, 2014, the SEC filed a fraud action against
CVVT, Siping Fang, Jianbao Wang, and Renrui Tang, all
former CVVT executives. (Compl. ¶ 22; Steckman Decl.

Ex. F.) 3  The SEC asserted causes of action arising out of
CVVT's Changsha Valve and Hanwei Valve Transactions.
In addition to the allegations made in the Shareholder
Action and the Securities Class Action, the SEC also alleged
that in connection with the Hanwei Valve Transaction,
CVVT “intentionally disguised [certain] payments ... as Value
Added Tax (‘VAT’) payments purportedly made to the local
tax authorities.” (Id. ¶¶ 2, 40–47.) Throughout the SEC's
complaint, the SEC alleges that CVVT mis-recorded items
in its books, and failed to record other items all together.
(See generally id.) The SEC ultimately found CVVT had
committed fraud and multiple violations in connection with
CVVT's business, and in May 2015, entered into a stipulated
Final Judgment with CVVT. (Compl. ¶ 22; Steckman Decl.
Ex. G.) On March 4, 2015, the SEC revoked CVVT's
registration for failing to file periodic reports. (Compl. ¶ 23.)

On February 11, 2016, after completing its investigation, the
SEC issued an Order Instituting Public Administrative and
Cease-And-Desist Proceedings, in which the SEC determined
Defendants had engaged in improper professional conduct
while serving as auditors for CVVT. (Compl. ¶ 24, Ex. D;
Steckman Decl. Ex. H.) Specifically, the SEC found that
Frazer Frost, LLP, “engaged in multiple instances of improper
professional conduct during their third quarter 2010 review of
interim financial information and their 2011 year-end audit”
of CVVT. (Steckman Decl. Ex. H at 2.) The SEC also found
that CVVT had misled investors regarding the Changsha
Valve and Hanwei Valve Transactions. (Id. at 2–3.)

On September 12, 2016, Plaintiff was appointed as Receiver
by the District Court of the State of Nevada in and for the
County of Clark, in the action styled Michael Markbreiter,
et al. v. China Valves Technology, Inc., et al., Case No.
A-15-714654-B. (Id. ¶ 5, Ex. A.) On February 2, 2017, the

Nevada Court entered a Final Order and Judgment against
CVVT, which also set forth the general powers of Plaintiff,
as the Receiver. (Id. Ex. B.) Plaintiff's general powers as
Receiver include the “[a]uthority to commence, continue, join
in, and/or control any action, suit or proceeding, of any king
or nature, in the name of CVVT ....” (Id. ¶ 5, Ex. B at 3.)

*4  Nineteen months after Plaintiff was appointed as
Receiver, on April 9, 2018, he filed this action. Plaintiff
alleges that he “did not discover and could not have
discovered with the exercise of reasonable diligence...
Defendants' participation in the CVVT's activities and the
true nature of Defendants' wrongful actions and the injury
suffered before his appointment in September 2016.” (Id. ¶
26.) Plaintiff further alleges that “the domination of CVVT by
the executives who committed the bad acts with Defendants
made the discovery of the bad acts by the Receiver impossible
until sometime after the appointment of the Receiver and
the removal of the bad actors.” (Id.) Plaintiff asserts that the
doctrine equitable tolling applies to the applicable statute of
limitations in this action.

III. LEGAL STANDARD
A motion to dismiss under Federal Rule of Civil Procedure
12(b)(6) tests the legal sufficiency of the claims asserted in
the complaint. The issue on a motion to dismiss for failure
to state a claim is not whether the claimant will ultimately
prevail, but whether the claimant is entitled to offer evidence

to support the claims asserted. Gilligan v. Jamco Dev.
Corp., 108 F.3d 246, 249 (9th Cir. 1997). Rule 12(b)(6) is read
in conjunction with Rule 8(a), which requires only a short
and plain statement of the claim showing that the pleader is
entitled to relief. Fed. R. Civ. P. 8(a)(2). When evaluating
a Rule 12(b)(6) motion, the district court must accept all
material allegations in the complaint as true and construe them

in the light most favorable to the non-moving party. Moyo
v. Gomez, 32 F.3d 1382, 1384 (9th Cir. 1994). The district
court may also consider additional facts in materials that the
district court may take judicial notice, Barron v. Reich, 13
F.3d 1370, 1377 (9th Cir. 1994), as well as “documents whose
contents are alleged in a complaint and whose authenticity no
party questions, but which are not physically attached to the

pleading,” Branch v. Tunnell, 14 F.3d 449, 454 (9th Cir.

1994), overruled in part on other grounds by Galbraith v.
Cnty. of Santa Clara, 307 F.3d 1119 (9th Cir. 2002).

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 246 of 283



Seiden v. Frazer Frost, LLP, Not Reported in Fed. Supp. (2018)
2018 WL 6137618

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 4

However, “the tenet that a court must accept as true all of
the allegations contained in a complaint is inapplicable to

legal conclusions.” Ashcroft v. Iqbal, 556 U.S. 662, 678

(2009); see also Bell Atl. Corp. v. Twombly, 550 U.S.
544, 555 (2007) (stating that while a complaint attacked by
a Rule 12(b)(6) motion to dismiss does not need detailed
factual allegations, courts “are not bound to accept as true a
legal conclusion couched as a factual allegation” (citations
and quotes omitted) ). Dismissal of a complaint for failure
to state a claim is not proper where a plaintiff has alleged
“enough facts to state a claim to relief that is plausible on

its face.” Twombly, 550 U.S. at 570. In keeping with this
liberal pleading standard, the district court should grant the
plaintiff leave to amend if the complaint can possibly be cured

by additional factual allegations. Doe v. United States, 58
F.3d 494, 497 (9th Cir. 1995).

IV. DISCUSSION
Defendants argue that Plaintiff's causes of action are time-
barred because the applicable statute of limitations ran before
this action was filed. Plaintiff argues that the limitation period
was tolled as of the date he was appointed as Receiver for
CVVT, September 12, 2016, because CVVT was under the
exclusive control of its directors who are implicated in the
wrongdoing alleged in the Complaint. A complaint is properly
dismissed under Rule 12(b)(6) where it is apparent on the face
of the pleading that the plaintiff's claims are barred by the

statute of limitations. Deirmenjian v. Deutsche Bank, A.G.,

526 F. Supp. 2d 1068, 1073 (C.D. Cal. 2007); see Morales
v. City of Los Angeles, 214 F.3d 1151, 1153 (9th Cir. 2000)
(“The district court may grant a 12(b)(6) motion to dismiss
on statute of limitations grounds ‘only if the assertions of the
complaint, read with the required liberality, would not permit
the plaintiff to prove that the statute was tolled.’ ”) (quoting

TwoRivers v. Lewis, 174 F.3d 987, 991 (9th Cir. 1999)
(internal quotations omitted) ).

*5  The parties do not dispute that Plaintiff's claims arise
from Defendants' conduct pursuant to nine engagement
letters executed between Defendant and CVVT between 2008
and 2012, at least six years before Plaintiff commenced
this action. Defendants assert that the following statute of

limitations apply to Plaintiff's claims. 4  Plaintiff's negligence
and gross negligence claim has a two-year limitation period.
Cal. Code Civ. Proc. § 339(1). Plaintiff's breach of contract

and breach of fiduciary duty claims have four-year limitation
periods. Cal. Code Civ. Proc. §§ 337, 343. Plaintiff's fraud and
unjust enrichment claims have three-year limitation periods.

Cal Code Civ. Proc. § 338; see City of Vista v. Robert
Thomas Sec., Inc., 84 Cal. App. 4th 882, 889 (Ct. App. 2000)
(where gravamen of complaint is fraud, claims are subject to
a three-year statute of limitations). Plaintiff does not contest

that these statute of limitations apply to his claims. 5

Under California's discovery rule, “the statute of limitations
begins to run when the plaintiff suspects or should suspect
that her injury was caused by wrongdoing, that someone has

done something wrong to her.” Jolly v. Eli Lilly & Co.,
44 Cal. 3d 1103, 1110 (Cal. 1988). “So long as a suspicion
exists, it is clear that the plaintiff must go find the facts; she

cannot wait for the facts to find her.” Id. at 1111. Thus,
the limitations period begins once the plaintiff “has notice
or information of circumstances to put a reasonable person

on inquiry ....” Gutierrez v. Mofid, 39 Cal. 3d 892, 896

(Cal. 1985) (quoting Sanchez v. South Hoover Hospital, 18
Cal. 3d 93, 101 (Cal. 1976) ). “[A] cause of action under the
discovery rule accrues when the plaintiff discovers or should
have discovered all facts essential to his cause of action ...
when plaintiff either (1) actually discovered his injury and
its negligent cause or (2) could have discovered injury and

cause through the exercise of reasonable diligence.” April
Enterprises Inc. v. KTTV, 147 Cal. App. 3d 805, 826 (Ct.
App. 1983) (internal quotations and citations omitted). The
California Supreme Court has expressly disapproved of the
notion that a plaintiff “must do more than suspect a factual
basis for the elements of a cause of action in order to discover

the cause of action.” Norgart v. Upjohn Co., 21 Cal. 4th
383, 410 n.8 (Cal. 1999).

“The doctrine of adverse domination allows ‘tolling for
claims alleging wrongdoing by those who control the
corporation.’ ” In re Verit Indus., Inc., 172 F.3d 61, at *2 (9th

Cir. 1999) (quoting Federal Deposit Ins. Corp. v. Jackson,
133 F.3d 694, 698 (9th Cir. 1998) ). The doctrine also applies
to toll the statute of limitations in actions against third-parties.

See Admiralty Fund v. Peerless Ins. Co., 143 Cal. App.
3d 379, 390 (Ct. App. 1983) (applying adverse domination
doctrine in action against third-party insurance company
where the plaintiff corporation asserted it was prevented from
discovering its loss until its own “wrongdoer employees”
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were removed). 6  “The doctrine carries the same requirement
of notice before accrual is deemed to have occurred. As with
the discovery rule, the test is whether plaintiff knows or

should know of the claim.” Hecht v. Resolution Tr. Corp.,
333 Md. 324, 352 (1994). “When a plaintiff relies on a theory
of fraudulent concealment, delayed accrual, equitable tolling,
or estoppel to save a cause of action that otherwise appears
on its face to be time-barred, he or she must specifically plead

facts which, if proved, would support the theory.” Mills v.
Forestex Co., 108 Cal. App. 4th 625, 641 (2003).

*6  A plaintiff who seeks to toll the statute of limitations
under the doctrine of adverse domination must show “full,
complete and exclusive control in the directors or officers

charged.” Mosesian v. Peat, Marwick, Mitchell & Co.,

727 F.2d 873, 879 (9th Cir. 1984) (quoting International
Railways of Central America v. United Fruit Co., 373 F.2d
408, 414 (2d Cir. 1967) ). “The test is that once the facts
giving rise to possible liability are known, the plaintiff must
effectively negate the possibility that an informed stockholder
or director could have induced the corporation to sue.” Id.

(internal citations and quotation omitted); see Admiralty
Fund, 143 Cal. App. 3d at 388–89 (“[T]he dishonest president
and other high ranking officers controlled the [company's]
operations to such an extent as to preclude discovery, the
tolling of a discovery of loss provision should be considered,”
otherwise, the shareholders would receive no protection
during the time the wrongdoers controlled the company.);

Smith v. Superior Court, 217 Cal. App. 3d 950, 954 (Ct.
App. 1990) (“A statute of limitations tolls when a claim
arises from a director's or employee's defalcation and the
wrongdoers' control makes discovery impossible.”) (emphasis
added) (citations omitted). The assumption that underlies the
doctrine of adverse domination is that “with control comes
non-disclosure and without knowledge of directors' wrongful
activities plaintiffs have no meaningful opportunity to bring

suit.” Hecht, 333 Md. at 340. 7

Defendants do not dispute that Plaintiff has properly alleged
the domination of CVVT by the directors who committed
the alleged bad acts with Defendants. While tolling may
be appropriate in situations where there is such domination
and control as to preclude non-wrongdoing employees or
shareholders from “discovery,” it is not warranted under the
facts of this case. Plaintiff has not alleged, nor could he, that
the directors' domination and control of CVVT precluded

discovery of Defendants' alleged wrongdoing. Here, it is not
controverted that there were several actions brought against
CVVT and Defendants prior to Plaintiff's appointment as
Receiver for CVVT. These actions set forth factual allegations
that give rise to Plaintiff's causes of actions, and clearly put
the public on notice of CVVT and Defendants' wrongdoing.

The Shareholder Action and Securities Class Action were
filed in 2011, and both made detailed allegations concerning
CVVT's failure to disclose the related party nature of the
Changsha Valve Transaction, Hanwei Valve Transaction, and
Fang Receivable. Importantly, the Shareholder Action alleged
that CVVT's retention of Frazer Frost, LLP and Moore,
Stephens, Wurth, Frazer & Torbet LLP was a wrongful act,
and the Securities Class Action named Frazer Frost, LLP and
Moore, Stephens, Wurth, Frazer & Torbet, LLP as defendants.
Both actions recognized that CVVT's wrongdoing occurred in
relation to Defendants' auditing practices. And the SEC filed
a fraud action against CVVT in 2014, and was investigating
CVVT for two years. The SEC had the ability to uncover the
facts relevant to Plaintiff's causes of actions and make them
public. Indeed, the SEC made findings that Defendants had
engaged in improper professional conduct while serving as
auditors for CVVT.

*7  Although none of these prior actions specifically alleged
wrongdoing related to the Steel Castings Transfer or CVVT's
grant of $454,499 to Jianrui Zhou, these actions clearly
provided inquiry notice that Defendants were assisting CVVT
in wrongful and related-party transactions that were harming
CVVT. Discovery in a timely filed action surely would have
revealed the full extent of the wrongdoing at CVVT and
Defendants' involvement in it, including the Steel Castings
Transfer and CVVT's grant of $454,499 to Jianrui Zhou. See

Jolly, 44 Cal. 3d at 1111 (“A plaintiff need not be aware of
the specific ‘facts’ necessary to establish the claim; that is a
process contemplated by pretrial discovery. Once the plaintiff
has a suspicion of wrongdoing, and therefore an incentive to
sue, she must decide whether to file suit or sit on her rights.”).
Plaintiff cannot credibly suggest otherwise.

“Plaintiff cites no case in which a shareholder brought an
action on behalf of the corporation and the court nevertheless
equitably tolled the statute of limitations when the corporation

sued.” Healthtrac, Inc. v. Sinclair, 302 F. Supp. 2d 1125,
1128–29 (N.D. Cal. 2004) (refusing to apply the doctrine
of adverse domination because public reports provided
constructive notice of the allegations of harm, “enabling any
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shareholder or the corporation to commence an action” to
remedy the harm, and a shareholder had made two written
demands on the corporation, and ultimately filed lawsuits

after the corporation failed to take any action); In re
Marvel Entm't Grp., Inc., 273 B.R. 58, 76–77 (D. Del. 2002)
(“[I]n determining whether to toll a statute of limitations,
Delaware courts inquire as to whether the facts underlying
the plaintiffs allegations were publicly disclosed such that
derivative suits could have been filed.”). Plaintiff admits
that the claims previously litigated were “generally based
on the same bad acts.” (Dkt. 25 [Plaintiff's Opposition,
hereinafter “Opp.”] at 3.) The Shareholder Action, Securities
Class Action, and the SEC's fraud action and investigation
negate Plaintiff's assertion that it was impossible for anyone to
bring the claims asserted in this action within the limitations

period. 8

Nevertheless, Plaintiff argues that the limitations periods
should be tolled due to the corrupt nature of CVVT's
corporate management until he was appointed as Receiver

for CVVT. (Id. at 7–9.) 9  First, Plaintiff argues that the
statutes of limitations should tolled because only with his
appointment was CVVT able to bring these specific causes
of action against Defendants. But the doctrine of adverse
domination is predicated on the discovery rule, and “the
statute of limitations is allowed to run once someone has
sufficient knowledge and ability to seek redress on the

corporation's behalf.” In re Marvel Entm't Grp., Inc.,
273 B.R. at 75. “The derivative form of action permits an
individual shareholder to bring ‘suit to enforce a corporate
cause of action against officers, directors, and third parties.’

” Kamen v. Kemper Fin. Servs., Inc., 500 U.S. 90, 95

(1991) (quoting Ross v. Bernhard, 396 U.S. 531, 534
(1970) ) (emphasis omitted). “Devised as a suit in equity,
the purpose of the derivative action [is] to place in the
hands of the individual shareholder a means to protect
the interests of the corporation from the misfeasance and
malfeasance of ‘faithless directors and managers.’ ” Id. Here,
CVVT's shareholders had both the knowledge and ability to
protect CVVT from Defendants' alleged harmful acts, and
in fact asserted their right to redress the wrongs alleged
in the Complaint. CVVT was not without redress against

Defendants prior to Plaintiff's appointment as Receiver. 10

*8  Second, Plaintiff asserts that CVVT's shareholders
lacked the ability to bring the causes of action asserted
in the Complaint against Defendants, because Defendants

“would have had the defense of in pari delicto against any
Company claims while the bad actors were in control of the
Company.” (Opp. at 8–10.) Plaintiff asserts that as a receiver,
he is not subject to the equitable defense of in pari delicto.

See F.D.I.C. v. O'Melveny & Myers, 61 F.3d 17, 19 (9th
Cir. 1995) (“[D]efenses based on a party's unclean hands or
inequitable conduct do not generally apply against that party's
receiver.”).

Plaintiff's argument ignores that whether CVVT's
shareholders would have been subject to the defense of in pari

delicto is a fact intensive inquiry. In re Amerco Derivative
Litig., 127 Nev. 196, 214–17 (2011) (holding under Nevada
law that the acts of the corporation's directors should be
imputed to the corporation, and remanding the action for a
determination of whether the in pari delicto defense applied).
To determine whether the defense applies, the court must
first determine whether acts of the director or officer at issue

are imputed to the corporation. Id. at 214; Kirschner
v. KPMG LLP, 15 N.Y.3d 446, 465 (2010) (applying New
York law). However, an agent's acts will not be imputed to the
corporation if the “adverse interest” exception applies, which
requires the court to determine whether the agent's actions
were “completely and totally adverse to the corporation.”

In re Amerco Derivative Litig., 127 Nev. at 214–15 (the
“adverse interest” exception is “very narrow” and includes
actions such as “outright theft or looting or embezzlement”);

Kirschner, 15 N.Y.3d at 466. “If the agent's wrongdoing
benefits the corporation in any way, the exception does not

apply.” In re Amerco Derivative Litig., 127 Nev. at 215. 11

If the court determines that the director or officer's acts should
be imputed to the corporation, it must then make a secondary
determination of whether the defense of in pari delicto

should apply to the action at issue. Id. at 216–17. This
determination requires the court to assess whether (1) “the
public cannot be protected because the transaction has been
completed,” (2) “serious moral turpitude is involved,” (3) “the
defendant is the one guilty of the greatest moral fault,” and
(4) “to apply the rule will be to permit the defendant to be
unjustly enriched at the expense of the plaintiff.” Id. (citations
omitted); see Maudlin v. Pac. Decision Scis. Corp., 137 Cal.
App. 4th 1001, 1013 (2006) (applying the same four factors
under California law) (citation omitted).

Here, it is far from clear that this defense would have
completely barred a shareholder derivative action against
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Defendants for the acts alleged in the Complaint. For
example, that CVVT's former directors and officers allegedly
entered into transactions in order to funnel money out of
the company for their personal benefit. This may constitute
a “total abandonment” of CVVT's interest, thus the adverse
interest exception would prevent the imputation of their
acts to CVVT. But the fact that CVVT may have benefited
from some of these transactions, such as the purchase of
the Changsha Valve and Hanwei companies, indicates that
CVVT was “not completely harmed by the transactions,” as

it acquired ownership interest in these companies. In re
Amerco Derivative Litig., 127 Nev. at 216. If CVVT benefited
from the alleged acts, the adverse interest exception would
not apply. It is too speculative to assume that the defense of
in pari delicto would apply to CVVT's shareholders.

*9  Further, whether an action by CVVT's shareholders
would be successful is not the point of the adverse domination
inquiry regarding whether an informed shareholder or
director had the “ability” to sue. “[T]he mere existence of
a potential barrier to suing” does not negate the ability
to enforce a corporate cause of action. In re: Emerald
Casino, Inc., 867 F.3d 743, 761 (7th Cir. 2017) (applying
the adverse domination doctrine, and rejecting the plaintiff
trustee's argument that the creditor's committee lacked the
“ability” to sue because it could not have successfully brought
a derivative claim on behalf of the corporation for lack of
standing) (citations omitted). The central question animating
the discovery rule, and the corollary doctrine of adverse
domination, is whether someone could have discovered
wrongdoing, and sought redress. To speculate as to the
potential outcome of a wholly separate action is outside the
scope of the adverse domination inquiry. Indeed, for the Court
to determine whether CVVT's shareholders were subject to
the defense of in pari delicto would essentially require a mini-
trial on the merits of another litigation, before the Court could
address the merits of this action.

Simply put, the record is replete with evidence that prior
public litigation made factual allegations that CVVT had been
injured by Defendants' wrongdoing. These actions contained
the majority of Plaintiff's present allegations, and provided
constructive notice of Defendants' alleged wrongdoing in
the course of their auditing engagement with CVVT. And
CVVT's shareholders and the SEC were willing and able to
timely pursue actions to redress those wrongs. Plaintiff has

provided no evidence that CVVT, by virtue of its directors'
domination and control, concealed any injury suffered due
to Defendants' alleged wrongdoing, until his appointment as
Receiver. Thus, Plaintiff has not met the burden necessary to
invoke the adverse domination theory, and is not entitled to
equitable tolling of the applicable limitations period. See In re
Verit Indus., Inc., 172 F.3d at *3 (the plaintiff did not meet the
burden to invoke the adverse domination theory because the
transactions at issue were disclosed in filings with the SEC,
and the corporation's largest shareholder sued the company's
directors for claims asserted in the plaintiff's complaint).

In most instances, leave to amend must be freely granted,
Fed. R. Civ. P. 15(a), and that policy is “to be applied with

extreme liberality,” Eminence Capital, LLC v. Aspeon,
Inc., 316 F.3d 1048, 1051 (9th Cir. 2003). However, leave
to amend is not warranted if the Complaint cannot be saved

by amendment. See Foman v. Davis, 371 U.S. 178, 182

(1962); Arizona Students' Ass'n v. Arizona Bd. of Regents,
824 F.3d 858, 871 (9th Cir. 2016) (“Dismissal of a complaint
without leave to amend is only proper when, upon de novo
review, it is clear that the complaint could not be saved by
any amendment.”). That is the case here. Although Plaintiff
requests leave to amend, he does not offer any factual
allegations that could cure the deficiencies identified herein.
(Opp. at 18, 23.) Indeed, it would “be impossible for [plaintiff]
to allege facts demonstrating” that he could avoid the statute
of limitations in light of the numerous prior actions seeking
redress for the wrongs alleged in the Complaint. See Marino
v. Countrywide Fin. Corp., 26 F. Supp. 3d 955, 963 (C.D. Cal.
2014), aff'd, 602 F. App'x 403 (9th Cir. 2015) (dismissing the
balance of plaintiff's cause of action with prejudice because
his “allegations demonstrate that it would be impossible for
[plaintiff] to allege facts demonstrating that the discovery rule

would allow him to avoid the statute of limitations.”). 12

V. CONCLUSION
For the foregoing reasons, Defendants' motion to dismiss is
GRANTED.

All Citations

Not Reported in Fed. Supp., 2018 WL 6137618
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Footnotes

1 The Court takes judicial notice of Defendants' exhibits, which contain filings and court orders in various related
actions. (Dkt. 23-1 [Declaration of Lawrence A. Steckman, hereinafter “Steckman Decl.”] Exs. B, C, D, E,
F, G, H, and J.) Federal courts “may take notice of proceedings in other courts, both within and without the

federal judicial system, if those proceedings have a direct relation to matters at issue.” United States ex
rel. Robinson Rancheria Citizens Council v. Borneo, Inc., 971 F.2d 244, 248 (9th Cir. 1992) (citation omitted).

2 Plaintiff Gervat voluntarily dismissed the shareholder derivative action on February 28, 2017, without
prejudice. (Steckman Decl. Ex. K.)

3 In 2012, CVVT had voluntarily delisted itself with the SEC. (Compl. ¶¶ 4, 21.)
4 Defendants argue that Plaintiff's claims are subject to a one-year statute of limitations pursuant to the parties'

agreements, embodied in the nine engagement letters between CVVT and Defendants. (Mot. at 8–12.)
However, it is unnecessary for the Court to consider whether the engagement letters limited the applicable
statute of limitations, because Plaintiff's claims are time-barred based on the applicable statutory limitations
periods.

5 Generally, “[a] receiver occupies no better position than that which was occupied by the person or party for
whom he acts and the receiver takes the property and the rights of one for whom he was appointed in the
same condition and subject to the same equities as existed before his appointment and any defense good
against the original party is good against the receiver.” Allen v. Ramsay, 179 Cal. App. 2d 843, 854 (Ct.
App. 1960). In this case, Plaintiff was appointed as Receiver for CVVT and stands in the shoes of CVVT.
Therefore, Plaintiff is subject to any statute of limitations defenses that could be asserted against CVVT.

6 See also Favila v. Katten Muchin Rosenman LLP, 188 Cal. App. 4th 189, 225 n.26 (2010), as modified on
denial of reh'g (Sept. 22, 2010) (applying adverse domination doctrine to a law firm, the company's corporate
counsel, based on the company's president's domination over the company).

7 In Hecht, the Maryland Court of Appeals recognized that there are several versions of the adverse domination
doctrine. The version used by the Ninth Circuit in Mosesian is the “single disinterested director” version, which
places the burden of proof entirely on the plaintiff. Hecht, 333 Md. 347. The other “disinterested majority”
version

carries the presumption that control of the association by culpable directors and officers precludes the
possibility of filing suit because these individuals can hardly be expected to sue themselves or to ‘initiate
any action contrary to their own interests. This presumption can be rebutted, however, by evidence that
someone other than the wrongdoing directors had knowledge of the cause of action, and both the ability
and the motivation to bring suit. This burden of production is on the defendant, who has the obligation to
prove the defense of limitations.

Id. The Court notes that because Plaintiff has failed to “negate the possibility that an informed stockholder

or director could have induced the corporation to sue,” Mosesian, 727 F.2d at 879, and Defendants have
demonstrated that someone other than CVVT's directors had knowledge, ability, and motivation to bring suit,
the result in this action is the same no matter what “version” of adverse domination is applied.

8 Defendants also argue that the Citron report made Plaintiff's present factual allegations known to the
general public. The Court notes that Plaintiff alleges that “[i]n January 13, 2011, Citron research issued a
report disclosing ‘troubling discrepancies between [CVVT's] SEC filings and its SAIC filings in China,’ and
information revealing that CVVT's acquisition of Hanwei Valve a related party transaction.” (Compl. ¶ 43.)

9 Plaintiff asserts that “settled law” establishes that the statute of limitations is tolled to “at a minimum,
when the Receiver was appointed.” (Opp. at 6–7.) However, Plaintiff's cited cases do not stand for that

principle. In Donell v. Mojtahedian, 976 F. Supp. 2d 1183, 1187 (C.D. Cal. 2013), the court considered the
receiver's allegations concerning the defendant's Ponzi scheme. Due to the operation of the Ponzi scheme,
“Defendant's receipt of funds, alone, could not establish whether she received a net profit or a net loss .... It
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only established that she likely invested with NewPoint.” Id. Whether Defendants reaped a net profit from their
investments could only be discovered when the defendants no longer controlled to company, which occurred

when the receiver was appointed. Id. at 1187–88. Here, unlike in Donnell, Plaintiff has not identified any

information that was discoverable only after his appointment. See also Janvey v. Democratic Senatorial
Campaign Comm., Inc., 712 F.3d 185, 193 (5th Cir. 2013) (Receiver could not have known of fraudulent
conveyance in a Ponzi scheme until after his appointment). And Plaintiff's reliance on Damian v. A-Mark
Precious Metals, Inc., No. CV 16-7198 FMO (SSX), 2017 U.S. Dist. LEXIS 216117 (C.D. Cal. Dec. 5, 2016)
is misplaced. In Damian, the court found that the two directors controlled the receivership entities, which
precluded the possibility of an action against them until the receiver was appointed. Id. However, the court in
Damian did not engage in any analysis regarding whether the facts of the alleged fraudulent transfer and fraud
claims were discoverable prior to the receiver's appointment, nor were there facts in the record suggesting
that those claims were previously discoverable. See id.

10 Plaintiff argues that Defendants would be given a “windfall” should Plaintiff have been imputed with knowledge
of Defendants' actions before he had the ability to bring an action on behalf of CVVT. (Opp. at 11–12.) But
the doctrine of adverse domination does not focus on what claims the plaintiff asserting the doctrine can
bring, but rather, whether the claim could have been brought by shareholders or employees at an earlier
time. CVVT's shareholders did bring claims arising out of Defendants' alleged bad acts, so there is no risk
of a “windfall” here.

11 Additionally, there is a limited exception to the adverse interest exception
whereby an agent's actions are imputed to the corporation even if the agent totally abandons the
corporation's interest. Pursuant to the “sole actor” rule, the adverse interest exception will not preclude
imputation if the agent is the sole agent or sole shareholder of a corporation. (citations omitted). The rule
also applies when there are multiple owners and managers who are each engaged in fraud against the
corporation.

In re Amerco Derivative Litig., 127 Nev. at 215.
12 Because Plaintiff's claims are barred by the statute of limitations, the Court need not address Defendants'

alternative arguments why those claims fail. (Mot. at 20–23.)

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Opinion

ZELON, J.

*1  Farhad Sharim filed a derivative action on behalf of
Encino Properties, LLC alleging that defendant Joseph Amin
had defrauded Encino and breached his fiduciary duties by
structuring a lease of the company's property in a manner
that diverted a portion of the company's rental proceeds to
himself. Following a bench trial, the court found in favor of
Encino, awarding the company approximately $120,000 in
compensatory damages and $500,000 in punitive damages.

On appeal, Amin asserts that: (1) there was insufficient
evidence to support an award of punitive damages; (2) there
was insufficient evidence to support the court's finding that
Encino proved fraudulent concealment; and (3) the court

erred in granting a motion to amend the complaint to conform
to proof by alleging a claim for fraudulent concealment. We
affirm, concluding that the trial court's decision to award
punitive damages was supported by substantial evidence and
that Amin has failed to demonstrate prejudice from his other
claims of error.

FACTUAL AND PROCEDURAL BACKGROUND

A. Undisputed Background Facts
Farhad Sharim and Joseph Amin were each 50 percent owners
of Encino Properties, LLC, which held title to adjoining
retail properties located at 18252 and 18254 Sherman Way
in Reseda, California. Amin and Sharim jointly operated a
pharmacy at the 18254 Sherman Way location. With Sharim's
consent, Amin spent approximately $400,000 of his own
funds to convert the retail space at 18252 Sherman Way into
a “fully operating laundromat.”

After several years of attempting to run the laundromat
business himself, Amin asked real estate agent Robert
Melamed to locate a tenant to “lease the space and
improvements therein.” In November of 2010, Melamed
reached an agreement with Aminda Randhawa to lease the
laundromat for a period of 10 years at the rate of $5,000
per month. Under the agreement, Randhawa was to pay
$2,500 per month to lease the premises, which Encino owned,
and $2,500 per month to lease the laundromat equipment,
which Amin owned. At Amin's request, however, Randhawa
agreed to reallocate his $5,000 monthly payment so that
only $1,000 per month would be paid toward the premises
and the remaining $4,000 per month would be paid toward
the equipment. In January of 2011, Randhawa executed
two separate ten-year leases: a $1,000 per month lease of
the laundromat premises, which Amin signed on behalf of
Encino, and a $4,000 per month lease of the laundromat
equipment, which Amin signed on his own behalf.

B. Summary of the Complaint
On April 5, 2011, Sharim filed an action on behalf of himself
and Encino Properties alleging claims for fraud and breach
of fiduciary duty arising from the lease agreements Amin had
entered into with Randhawa. The fraud claim, which Sharim
alleged on behalf of Encino, asserted that Amin had leased
Encino's property to Randhawa “without the knowledge or
consent of [Sharim], and without authority to do so under
the [Encino] Operating Agreement.” It further alleged that
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the $1,000 per month rate set forth in the premises lease was
“significantly below the fair market rate for the leasehold
space,” and that the $4,000 per month rate set forth in
the equipment lease was “in excess of [the equipment's] ...
lease value.” According to the complaint, by structuring
the leases in such a manner, Amin had intended to “divert
funds to himself” that were “rightfully due to [Encino].” The
breach of fiduciary duty claim, which Sharim alleged on
behalf of himself and Encino, was predicated on the same
conduct. Both claims included a request for punitive damages,
asserting that Amin had acted “with the intent to ... injure
Encino ..., such as to constitute oppression, fraud or malice.”

*2  The complaint also included a claim for declaratory
relief asserting that “an actual controversy existed between
[Encino] and [Amin] ... concerning their respective rights, in
that [Encino] contends that [Amin] did not have the right and
authority to enter into the subject lease on behalf of [Encino],
and [Amin] ... claim[s] that [he] had the right and authority” to
do so. The complaint requested a “judicial determination” on
the issue “in order that [Encino] ... may ascertain the validity

of the lease.” 1

C. Evidence at Trial
At the ensuing bench trial, Robert Melamed testified that
Amin had asked him to find a party interested in buying or
leasing the laundromat. Pursuant to this request, Melamed
negotiated a lease with Randhawa requiring him to pay $2,500
per month for the laundromat premises and $2,500 per month
for the laundromat equipment. Melamed believed a monthly
rental rate of $2,500 reflected “a fair price” for the laundromat
premises.

Melamed further testified that, at some point after Randhawa
had agreed to the lease terms described above, Amin
instructed Melamed to reallocate the lease payments so that
Randhawa would only pay $1,000 per month toward the
premises, and the remaining $4,000 per month toward the
equipment. According to Melamed, Randhawa had agreed
to the proposed reallocation because the total lease amount
remained at $5,000 per month. Melamed stated that although
he had complied with Amin's request to restructure the leases,
he believed that a rental rate of $1,000 per month for the
premises was “less than fair market” and “was not a good and
fair lease to Encino Properties.”

When Melamed drafted the premises and equipment lease
agreements, he named Amin as the lessor on both leases.

At Amin's request, however, Melamed changed the lessor on
the premises lease to Encino Properties; Amin then signed
the document on Encino's behalf. Melamed testified that he
never discussed the lease transactions with Sharim, and that
Amin had never advised him to obtain Sharim's consent
prior to finalizing the leases. Melamed received a $15,000
commission for the lease agreements, $5,500 of which was
allocated to the premises lease.

Amin provided conflicting testimony, asserting that he had
only requested that the premises lease be lowered to $1,000
per month because Melamed had told him that was the fair
market value of the property. Amin also denied having ever
asked Melamed to find a lessee for the property, and denied
that Melamed had acted as his agent when negotiating the
premises lease. Amin admitted he had signed the premises
lease on behalf of Encino Properties, and that he had done so
without consulting Sharim.

Randhawa testified that he had agreed to reallocate the lease
amounts to $1,000 and $4,000 because he was only concerned
about his total monthly payment. Randhawa also testified
that, prior to signing the lease agreements, he had never met
Sharim. After the leases were executed, however, Sharim
came to the laundromat and told Randhawa he had no right
to be there. When Sharim attempted to block Randhawa from
entering the premises, Randhawa told Sharim he had a lease
and called the police.

*3  Sharim testified that he was not aware of the premises
lease until after it had been executed. Sharim stated that, upon
learning of the lease, he had tried to stop Randhawa from
occupying the premises because he believed the lease had
been illegally procured. He also admitted that he had sent
Amin's attorney a letter stating that Randhawa had provided
him a copy of the signed lease and that he believed the lease
was an “illegal act.”

Tupper Leinke, an expert witness on real estate appraisal,
testified that his analysis of comparable properties in the area
indicated that the fair market rental value of the laundromat

premises was at least $2,500 per month. 2

D. The Court's Proposed Statement of Decision
Following trial, the court issued a proposed statement of
decision concluding that the terms of the “Encino Properties
Operating Agreement” did authorize Amin to lease the
laundromat premises without obtaining Sharim's consent, and
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that Sharim had “acceded to Amin's desire to control the
leasing of the [laundromat] space.” The court concluded that,
in light of these findings, the 10–year premises lease Amin
had entered into with Randhawa was enforceable against
Encino.

The court also found that while Amin had initially agreed
to lease the premises to Randhawa at a rate of $2,500
per month, Amin later “insisted that that the [premises]
lease rent be reduced from $2,500 to $1,000,” and that the
“$1,500 reduction in lease rental amount be allocated to [the]
separate ... equipment lease, thereby increasing the sum to be
paid to Amin individually from $2,500 to $4,000 per month.”
The court emphasized that there was no evidence Randhawa
had ever requested “this change in payment allocation.”

The court further concluded that the evidence showed the
fair market rental value of the laundromat premises was “a
minimum of $2,500” per month, and that the fair market
rental value of the laundromat equipment was also $2,500
per month. Based on the testimony that Sharim's witnesses
had provided regarding current and future rental value of the
laundromat premises, the court found that Amin's conduct
had deprived Encino of $214,000. A settlement with another
party, in the amount of $45,000, reduced Encino's loss to
$169,000.

The court's statement of decision also analyzed each of
the causes of action Sharim and Encino had presented at
trial, which included fraud, breach of fiduciary duty and

declaratory relief. 3  On the fraud claim, the court found
Encino had proven each of the elements necessary to
establish “fraudulent concealment.” Specifically, the court
found Encino had showed “by a preponderance of the
evidence” that: (1) Amin “intentionally and in bad faith
failed to disclose” that Randhawa was originally willing to
pay $2,500 to lease Encino's premises, and that Amin had
subsequently requested Randhawa to restructure the lease in
a manner that “divert[ed] [a portion] of the [premises lease
proceeds] to himself”; (2) Encino was not aware of these facts
at any time prior to the execution of the lease agreements;
(3) Amin had “intended in bad faith to deceive [Encino] by
concealing this information”; (4) Encino “reasonably relied
on Amin's deception”; and (5) Encino was harmed by having
been “deprived of the difference between the fair market rent
of $2,500 per month and the actual monthly rent charged to
Randhawa of $1,000/month.”

*4  The court also found Encino had proven each of the
elements necessary to establish its claim that Amin had
breached fiduciary duties he owed to the company based on
his status as a “managing member.” Specifically, the court
found that: (1) Amin was a managing member of Encino;
(2) Amin “acted for the purpose of securing a fair market
rental rate for the subject property, though [he] ultimately
acted against this purpose”; (3) “[n]o reasonably careful
managing member of [Encino] would act to reject the $2,500
per month rental rate agreed to by Randhawa in favor of a
lesser rental rate of $1,000 per month”; (4) Sharim, the only
other managing member of Encino, “did not give informed
consent to the terms set forth in the [premises] lease”; and
(5) Encino was harmed by Amin's conduct “in at least the
amount of the difference between the agreed rental rate of
$2,500 per month and the actual rate of $1,000.” The court
additionally noted that “[t]he fact ... Amin ... diverted this
$1,500 per month difference to his own benefit ... evidence[d]
the bad faith nature of Amin's conduct.”

The court also found that Sharim had proven “an individual
claim against Amin for breach of fiduciary duty of loyalty.”
However, the court awarded Sharim only “nominal damages
of $2500 on his individual claim.”

On the declaratory relief claim, the court explained that
because it had found Amin was authorized to lease Encino's
premises, “the Randhawa lease was binding upon [Encino].”
The court added, however, that Amin did not have “authority
to defraud [Encino] by leasing the property at a below fair
market rental rate. For this deficiency, Amin is personally
liable.”

Finally, the court's proposed statement explained that “the
prayer for punitive or exemplary damages based upon the
[fraud and fiduciary duty claims] was bifurcated at Amin's
request.”

E. Amin's Objections to the Proposed Statement of
Decision and the Court's Final Statement of Decision

Amin filed a response to the proposed statement of decision
raising several objections. First, Amin argued that while
the court's statement had concluded Encino proved a claim
for “fraudulent concealment,” the fraud claim set forth in
the complaint did not allege any concealment had occurred;
instead, the pleading asserted only that “Amin's acts were
without Sharim's ‘knowledge or consent.’ ” Thus, according
to Amin, the court had no basis to proceed under a theory
of fraudulent concealment. Amin also argued the evidence at
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trial was not sufficient to prove he had concealed the lease
terms from Encino because the undisputed evidence showed
he was acting on behalf of the company when he entered the
lease. Amin further asserted that no other form of fraud had
been proven.

Amin also challenged the manner in which the court had
calculated compensatory damages, asserting that Sharim's
own experts had concluded that the total damages to Encino
were only $120,000, not $165,000. Amin argued there was
also no basis to award Sharim $2,500 on his individual claim
of breach of fiduciary duty because the court had failed to
“identify any damages personal to Sharim as distinguished
from damages to Encino by reason of the land rent shortage.”

Finally, Amin argued that while the court's statement of
decision indicated there would be a separate hearing to
determine the amount of any punitive damages award, no
such hearing was necessary because “the statutory standard
of proof [for punitive damages had not been] met.” Amin
explained that, under Civil Code section 3294, the decision to
impose punitive damages had to be assessed under the “clear
and convincing” standard of proof. The court's proposed
statement of decision, however, had concluded that Encino
established fraud only by “a preponderance of the evidence.”

At the hearing on Amin's objections, Shamir conceded
that Encino's compensatory damages should be lowered to
$120,042, and that the “nominal damages” on his individual
claim for breach of fiduciary duty should be reduced to one
dollar. On the issue of punitive damages, Shamir argued that
while the court was not required to articulate the applicable
standard of proof in its statement of decision, the court should
nonetheless clarify that its fraud findings were made under
the clear and convincing standard “as a cautionary measure.”
Finally, Sharim argued that his complaint had specifically
pled a fraud claim, thereby supporting the court's decision
to address the issue of fraudulent concealment. However, to
remedy any potential procedural defect, Shamir made an oral
motion “to amend the complaint to conform to proof to allege
that [Amin] concealed the fact that he could have received
$2,500 per month on behalf the company and instead took
$1,000 per month which personally benefited himself.”

*5  The court informed the parties it would allow Amin
to submit a brief opposing Shamir's motion to amend his
pleading to conform to the proof at trial. On the question
of punitive damages, the court explained that it would have
found Amin's conduct amounted to fraud “regardless of

the standard,” adding that “[i]t could have been beyond a
reasonable doubt and it still would be a burden that was met.”
The court agreed, however, “that the standard should be clear
and convincing.”

After Amin submitted his briefing on Shamir's motion to
amend, the court issued a final statement of decision that was
substantially identical to its original proposed statement. The
final statement did, however, contain three material changes.
First, in the final statement's analysis of Encino's fraudulent
concealment claim, the court included language indicating
that it had permitted Encino to “amend[ ] the pleading to
conform to proof,” and that Amin was not prejudiced by the
amendment because the complaint's fraud claim referenced
deceptive conduct that essentially involved the concealment
of material information. Second, the court inserted language
clarifying that Encino had proven each element of “fraudulent
concealment” by “clear and convincing evidence.” Third, the
court reduced Encino's compensatory damages to $120,042,
and Sharim's “nominal damages” on his individual claim for
breach of fiduciary duty to one dollar. In all other respects,
the final statement of decision was identical to the court's
proposed statement.

F. Punitive Damages and Entry of Judgment
After entering its final statement of decision on the liability
phase of the proceedings, the court held a hearing on punitive
damages. The only evidence the parties presented at the
hearing related to Amin's net worth. Amin's counsel argued
his client had a negative net worth, and that a nominal punitive
damages award would therefore be sufficient to punish him.
Sharim's counsel, however, argued that Amin had grossly
underestimated his true net worth, and requested that Encino
be awarded $800,000 in punitive damages. Counsel clarified
that, in making its award determination, the court should
consider that Amin owned 50 percent of Encino and would
therefore effectively receive half of any punitive damages
award he might be required to pay. The court thereafter issued
a proposed statement of decision finding Amin's net worth to
be between $3,100,000 and $4,250,000, and awarding Encino
$500,000 in punitive damages.

Amin filed objections to the proposed statement and
requested that the court explain the basis for several of the
factual findings it had made regarding Amin's net worth.
The court thereafter issued a modified statement of decision
responding to Amin's objections and reaffirming its punitive
damages award of $500,000. The court entered a judgment
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requiring Amin to pay Encino $654,000, which included
compensatory damages, punitive damages and costs.

DISCUSSION

Amin raises three issues on appeal. First, he asserts there
was insufficient evidence to support the trial court's decision
to impose punitive damages. Second, he contends there was
insufficient evidence to support a finding that he engaged
in fraudulent concealment. Third, he argues the trial court
abused its discretion in granting Encino's post trial motion to
amend the pleading to add a claim for fraudulent concealment.

A. Substantial Evidence Supports the Trial Court's
Decision to Impose Punitive Damages

*6  Amin argues there was insufficient evidence to support
the court's decision to impose punitive damages. Amin does
not challenge the amount of the punitive damages award or
any of the factual findings the court made regarding his net
worth. Instead, Amin contends only that there was insufficient
evidence for the court to conclude he had engaged in any
conduct that justified the imposition of punitive damages.

Civil Code section 3294, subdivision (a) states: “In an
action for the breach of an obligation not arising from
contract, where it is proven by clear and convincing evidence
that the defendant has been guilty of oppression, fraud, or
malice, the plaintiff, in addition to the actual damages, may
recover damages for the sake of example and by way of
punishing the defendant.” Thus, to obtain punitive damages
under section 3294, the plaintiff must prove both that the
defendant breached a noncontractual legal obligation, and
that he did so with “malice, oppression or fraud.” Amin
has not appealed the court's finding that he breached his
fiduciary duties to Encino, nor does he dispute that such
duties were “noncontractual legal obligations.” Accordingly,
we need only determine whether there was sufficient evidence
to support the court's determination that Amin acted with

“malice, fraud or oppression.” 4

We review the court's decision to impose punitive damages

under the substantial evidence standard of review. ( Shade
Foods, Inc. v. Innovative Products Sales & Marketing,
Inc. (2000) 78 Cal.App.4th 847, 891.) “As in other cases
involving the issue of substantial evidence, we are bound
to ‘consider the evidence in the light most favorable
to the prevailing party, giving him the benefit of every

reasonable inference, and resolving conflicts in support of

the judgment.’ [Citation.]” (Ibid.) 5  If the trial court findings
are supported by substantial evidence, we must affirm the
punitive damages award even where the evidence may also

be reconciled with contrary findings. (See Lenk v. Total–
Western, Inc. (2001) 89 Cal.App.4th 959, 968.)

*7  In this case, the court concluded punitive damages were
appropriate because the evidence at trial showed Amin had
engaged in fraudulent conduct. Section 3294, subdivision
(c)(3) defines the term fraud to mean: “an intentional
misrepresentation, deceit, or concealment of a material fact
known to the defendant with the intention on the part of the
defendant of thereby depriving a person of property or legal
rights or otherwise causing injury.” Accordingly, to establish
fraud under section 3294, Amin had to demonstrate two
elements: (1) Amin intentionally concealed a material fact
known to him; and (2) he did so with the intent of depriving
Encino of property.

The court found Amin had “intentionally and in bad faith
failed to disclose” that Randhawa had originally offered to
lease Encino's premises for $2,500 per month, and that Amin
thereafter requested to restructure the lease agreements so that
only $1,000 per month would be paid toward the premises
and $4,000 per month would be paid toward the equipment,
thereby diverting $1,500 per month from Encino to Amin.
The record contains substantial evidence from which the
court could reasonably infer that Amin intentionally withheld
this information from Encino. Amin admitted at trial that he
did not consult with Sharim, Encino's only other managing
member, before signing the premises lease on Encino's
behalf. Amin confirms these statements in his appellate
brief, acknowledging that he was “solely” responsible for
negotiating the leases with Randhawa and that he did so
“with no participation by Sharim.” Sharim likewise testified
he was not aware of the terms set forth in the leases, or the
negotiations that had preceded their execution, until after the
leases were signed. In light of these statements from the two
principals involved in this lawsuit, the court could reasonably
infer Amin intentionally concealed his conduct regarding the

lease transactions from Sharim and Encino. 6

The court also found by clear and convincing evidence that,
by engaging in such concealment, Amin had “intended in
bad faith” to deprive Encino of $1,500 in monthly rental
payments. Again, the record contains substantial evidence
from which the court could reasonably infer such a finding.
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The undisputed evidence at trial showed Randhawa initially
offered to pay $2,500 per month to lease Encino's premises
and $2,500 to lease Amin's equipment. Melamed, however,
testified that Amin asked him to change the allocation to
$1,000 and $4,000 respectively, and that Randhawa agreed
to this request. Melamed and an expert witness testified that
$2,500 per month reflected the fair market rental value of the
premises, while $1,000 per month fell below the fair market
rental value. The court could reasonably infer from this
evidence that Amin intended to deprive Encino of property
by unilaterally proposing to change the lease allocations in a
manner that reduced the company's monthly rental payment
by $1,500 per month, while increasing the monthly payment
Amin received for his equipment by that same amount.

Amin, however, contends that Sharim failed to prove several
elements necessary to establish his conduct amounted to
fraud. First, he argues no reasonable trier of fact could
conclude he “concealed” any information regarding the lease
transactions from Encino because he was a 50 percent owner
and manager of the company. According to Amin, his status
as an owner and manager of the company shows that “both
[he] and the Company knew all the facts [he] allegedly ‘failed
to disclose’ to the Company.” Thus, Amin appears to assert
that any knowledge he had regarding the lease was necessarily
imputed to the Encino based on his status as an officer of the
company.

*8  As a general matter, however, “[a] corporation is not
chargeable with the knowledge of an officer who collaborates

with outsiders to defraud the corporation.” ( Peregrine
Funding Inc. v. Sheppard Mullin Richeter & Hampton LLP

(2005) 133 Cal.App.4th 658, 679; Meyer v. Glenmoor

Homes Inc. (1966) 246 Cal.App.2d 242, 264; S.E.C.
v. Seaboard Corp. (9th Cir.1982) 677 F.2d 1301, 1310
[“[corporate officer's] knowledge ... cannot be imputed to [the
corporation when the officer] was alleged to be a participant
in the fraud against it”].) That is essentially what the court
found to have happened here, concluding that Amin induced
Randhawa to restructure the laundromat lease agreements in
a manner that deprived the company of $1,500 per month in
rental payments while enriching Amin in the same amount.
Under the circumstances of this case, we find no legal basis
to conclude that Amin's knowledge of his own fraudulent
misconduct may be properly imputed to the company against

which he perpetrated the fraud. 7

Amin also asserts there was insufficient evidence to support a
finding of fraud within the meaning of section 3294 because
Sharim presented no evidence that Encino “rel[ied] on any
concealment to its detriment.” When fraud is alleged to
have occurred as the result of a concealment, rather than
a misrepresentation, reliance is established when there is

a “reasonable probability” ( Alliance Mortgage Co. v.
Rothwell (1995) 10 Cal.4th 1226, 1239 (Alliance Mortgage
)) the plaintiff would have “behaved differently” if the

“omitted information had been disclosed.” ( Mirkin v.
Wasserman (1993) 5 Cal.4th 1082, 1093.) Amin theorizes
that, in this case, a reasonable trier of fact could not conclude
Encino would have acted any differently had it known of
the concealed lease terms because the evidence at trial
demonstrated that Sharim objected to the lease and attempted
to “obstruct” its enforcement. Although Amin does not cite
any evidence in support of this argument, he appears to rely
on testimony showing that, after learning of the executed
lease, Sharim told Amin's counsel he did not believe the lease
was enforceable, and then tried to prohibit Randhawa from
occupying the premises.

We fail to see how such evidence precluded the court from
finding that Encino would have acted differently had Amin
disclosed the terms of the lease before the agreement was
executed. Based on the evidence at trial, the court could
reasonably infer that if Amin had disclosed that he intended
to restructure the lease in a manner that deprived Encino
of $1,500 per month in rent, Sharim would have taken
legal action to enjoin such conduct before the premises
lease became binding on the company. As Amin himself
acknowledges, the evidence at trial showed Sharim took steps
to invalidate the lease immediately after he learned of its
existence, and then commenced this action “very shortly
after the lease was entered into.” The fact that Sharim took
legal action immediately after learning of the lease agreement
supports the court's findings that, had Amin notified him of
the proposed terms before executing the agreement, Sharim
would have attempted to prohibit him from signing the lease
on Encino's behalf. While it is possible Sharim might not
have elected to take such action, the court's factual finding on
this issue was a reasonable and permissible conclusion. (See

Alliance Mortgage, supra, 10 Cal.4th at p. 1239 [“ ‘Except
in the rare case where the undisputed facts leave no room for a
reasonable difference of opinion, the question of ... reliance ...

is a question of fact’ ”]; cf. Engalla v. Permanente Medical
Group, Inc. (1997) 15 Cal.4th 951, 977 [“a presumption, or
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at least an inference, of reliance arises wherever there is a
showing that a misrepresentation was material”].)

*9  Finally, Amin contends the evidence failed to establish
his conduct amounted to fraud because Sharim did not
demonstrate that the concealment of the lease transactions
caused the company harm. According to Amin, “[a]ny harm
to the Company was the result of the lower than market rental
charged for the land, not any concealment of any fact relating
to the lease.” Amin's contention that his concealment of the
lease terms played no possible role in bringing about Encino's
injury is without merit. As explained above, the court could
reasonably conclude that had Amin disclosed the terms of the
lease before it was executed, Sharim could have taken legal
action on behalf of the company to preclude the document
from being executed, thereby avoiding the very damages the
company incurred.

In sum, the record contains substantial evidence that Amin's
conduct amounted to fraud within the meaning of section
3294, thereby supporting the court's award of punitive
damages.

B. The Trial Court's Alleged Errors Pertaining to the
Fraudulent Concealment Claim Were Harmless

Amin raises additional arguments asserting that: (1) the
trial court erred in permitting Sharim to amend his
complaint to conform to proof by adding a claim for
fraudulent concealment; and (2) there was insufficient
evidence to support the court's finding on Encino's fraudulent
concealment claim. We need not reach the merits of either
argument, as Amin has failed to demonstrate he suffered any

prejudice as the result of either alleged error. ( Winfred D. v.
Michelin North American Inc. (2008) 165 Cal.App.4th 1011,
1038 [“ ‘ “ ‘Prejudice is not presumed and the burden is on
the appellant to show its existence’ ” ’ [citations.]”]; Brokopp
v. Ford Motor Company (1977) 71 Cal.App.3d 841, 853–
854 [“ ‘Prejudice from error is never presumed but must be
affirmatively demonstrated by the appellant’ ”].)

To establish prejudice, Amin was required to show “
‘ “ ‘it is reasonably probable a result more favorable
to [him] would have been reached absent the error.
[Citations.]’ [Citation.]” [Citations.]’ [Citation.]” (Villano
v. Waterman Convalescent Hospital, Inc. (2010) 181
Cal.App.4th 1189, 1200.) For the reasons explained below,
even if we were to find that the court erred by allowing the

claim for fraudulent conduct or entering a ruling on the fraud
claim, that would have no effect on the judgment.

At trial, Sharim asserted derivative claims asserting that
Amin had committed fraud (later amended to fraudulent
concealment) and breached his fiduciary duties by
restructuring the lease agreement in a manner that enriched
himself at the expense of the company. Amin does not dispute
that the court found that his fraudulent concealment and
his breach of fiduciary duties resulted in the same form of
compensatory damages to Encino: the difference between the
fair market rental rate of the premises ($2,500 per month) and
the actual rate at which Amin leased the premises ($1,000
per month), which was determined to be a total of $120,042
over the ten-year lease period. Amin has not challenged the
court's finding on Encino's breach of fiduciary duty claim.
Accordingly, even if were to find the court erred in allowing
Sharim to assert a fraudulent concealment claim and finding
that the claim had been proven, Amin would still be required
to pay the same compensatory damages as a result of the
breach of fiduciary duty claim.

The same analysis is applicable to the punitive damages
award. Encino specifically requested punitive damages on
both the fraud claim and the breach of fiduciary duty claim.
As explained above, the record contains sufficient evidence to
support the court's finding that Amin's breach of his fiduciary
duties to Encino was conducted in a manner that constituted
“fraud” within the meaning of Civil Code section 3294. Thus,
even in the absence of the fraud claim, Amin would still be
liable for punitive damages.

DISPOSITION

*10  The judgment is affirmed. Respondent shall recover its
costs on appeal.

We concur:

PERLUSS, P.J.

SEGAL, J.

All Citations

Not Reported in Cal.Rptr., 2015 WL 7180680
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Footnotes

1 The complaint alleged additional claims that are not at issue in this appeal, including: (1) a negligence claim
alleging that Robert Melamed had breached his professional duties to Encino by advising the company to
“enter into a lease ... at an amount that was more than fifty percent less than the prevailing market rate”;
(2) a rescission claim against Randhawa alleging that the premises lease should be invalidated because
Randhawa knew “the lease was for considerably less than fair rental value”; and (3) a trespass claim against
Amin. Prior to trial, Encino dismissed its claims against Randhawa and Melamed, who are not parties to this
appeal.

2 During trial, Amin also presented evidence that Encino had previously agreed to lease him the laundromat
premises in exchange for $2,000 per month in advertising for the adjoining pharmacy. Amin asserted that the
premises lease he had entered into with Randhawa for $1,000 per month was intended as a sublease, and
that Encino was therefore effectively receiving $3,000 per month in value for the laundromat premises: $1,000
in rent from Randhawa and $2,000 in advertising from Amin. The trial court, however, found that while there
was evidence Amin had previously leased the laundromat premises from Encino, Amin's decision to lease
the premises to Randhawa had “vitiated” that prior lease. Amin has not challenged that finding on appeal.
Accordingly, for the purposes of this appeal, we accept the court's finding that Amin's lease with Randhawa
was the only operative lease of the laundromat premises.

3 The court also addressed a trespass claim that Encino had alleged against Sharim. That claim, which the
court denied, is not at issue in this appeal.

4 In his appellate brief, Amin contends we cannot consider the breach of fiduciary duty as a “basis for [the]
punitive damages. .... [because] the trial court did not premise its finding of liability for punitive damages on
the breach of fiduciary duty claim, but on the fraud claim.” The record does not, however, support Amin's
assertion that the court's punitive damages award was based solely on the fraud claim. The trial court's
statement of decision on the issue of liability acknowledged that Sharim had sought “punitive or exemplary
damages based upon the [fraud] and [breach of fiduciary duty] causes of action,” and stated that the amount
of any such damages would be determined at a bifurcated hearing. Moreover, in its analysis of Encino's
claim for breach of fiduciary duty, the court specifically found Amin had acted “in bad faith.” The statement of
decision on punitive damages does not distinguish between the fraud and breach of fiduciary claims, stating
only that the court was “awarding punitive damages on the derivative action in the amount of $500,000.”
Thus, nothing in the court's rulings suggests it only intended to award punitive damages in relation to the
fraudulent concealment claim; instead, the language of its statement of decision indicate it found punitive
damages were appropriate in relation to both claims.

5 Although the heightened “clear and convincing evidence” standard of proof applied to the trial court's findings
on punitive damages (see Civil Code, § 3294), that does not affect our standard of review on appeal
in determining whether there is substantial evidence to support the court's findings. As explained by our
Supreme Court: “[The clear and convincing evidence] standard was adopted ... for the edification and
guidance of the trial court, and was not intended as a standard for appellate review. ‘The sufficiency of
evidence to establish a given fact, where the law requires proof of the fact to be clear and convincing, is
primarily a question for the [trier of fact] to determine, and if there is substantial evidence to support its

conclusion, the determination is not open to review on appeal.’ [Citations.]” ( Crail v. Blakely (1973) 8 Cal.3d
744, 750 [fn. omitted].) “Thus, on appeal from a judgment required to be based upon clear and convincing
evidence, ‘the clear and convincing test disappears ... [and] the usual rule of conflicting evidence is applied,
giving full effect to the respondent's evidence, however slight, and disregarding the appellant's evidence,

however strong.’ [Citation.]” ( Sheila v. Superior Court (2000) 84 Cal.App.4th 872, 881.)
6 Amin does not dispute the information he was found to have concealed—that Randhawa initially offered to

lease the premises for $2,500 per month and that Amin requested the lease payments be reallocated in a
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manner that benefitted him at the expense of the company—qualified as a “material” fact within the meaning
of section 3294.

7 Amin also contends the court erred in finding that Encino was unaware of the lease terms because there
was evidence at trial that Sharim tried to obstruct enforcement of the lease. In support, Amin cites evidence
related to conduct that Sharim engaged in after he learned of the executed leases. Based on the trial court's
findings, however, Amin's fraud was completed when he and Randhawa executed the lease documents, at
which point the premises lease became binding on Encino. Sharim's subsequent conduct merely shows that,
after learning of Amin's fraudulent conduct, he attempted to preclude enforcement of the agreement. It does
not show he was aware of the lease negotiations or the lease terms at any point prior to the completion of
the fraud.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Granting Defendants' Motion to Dismiss

The Honorable PHILIP S. GUTIERREZ, District Judge.

*1  Wendy K. Hernandez, Deputy Clerk.

Before this Court is Defendants' Motion to Dismiss. The
Court finds the matter appropriate for decision without oral
argument. Fed.R.Civ.P. 78; Local R. 7-15. After considering
the moving and opposing papers, the Court hereby GRANTS
the Motion.

I. BACKGROUND
Defendant David Zinberg (“Mr.Zinberg”) is the founder, chief
executive officer, president, and chairman of the board of
Defendant BIDZ.com, Inc. (“Bidz.com”). Second Amended
Complaint (“SAC”) ¶ 10. He also owns roughly 3 million of
the 23.38 million outstanding shares of Bidz.com, giving him
a 12.7% stake in the company. Id. at ¶ 31. His sister, Defendant
Marina Zinberg (“Ms.Zinberg”), is a Vice President of

Bidz.com and, like her brother, owns a number of shares in
the company. Id. at ¶ 11. Specifically, she controls more than
7.5 million shares of Bidz .com, giving her a 32.9% stake in
the company. Id. at ¶ 32.

This lawsuit concerns activities that occur on a website run
by Bidz.com. From this website, Bidz.com sells closeout and
non-closeout merchandise using a live-auction format, with
no reserve prices and $1 opening bids, even on items that
might retail for thousands of dollars. Id. at ¶ 35. Specifically,
the principal impetus for this lawsuit is an incident involving
Marla Tidenberg (“Plaintiff”). On September 30, 2007,
Plaintiff purchased a ring from Bidz.com “under a false
impression that Bidz.com was selling high-quality goods.”
Id. at ¶ 72. Plaintiff paid a total of $37.03 for this good
($25.00 for the ring itself, $10.95 for shipping and handling,
and a transaction fee of $1.08). Id. Upon receipt of the ring,
Plaintiff inspected it, only to discover that “it was not of
the high-quality that she expected based on the website's
representations.”

On August 22, 2008, Plaintiff filed a class action complaint
against Bidz.com and Mr. and Ms. Zinberg (collectively,
“Defendants”). Then, on January 20, 2009, Plaintiff filed
a SAC. In her SAC, Plaintiff alleges that Plaintiff and a
class of other similarly situated persons are the victims of a
“massive and systematic fraud” committed by Defendants.
Plaintiff further alleges that the company makes money by
misrepresenting the quality of its merchandise and engaging
in a practice called “shill bidding,” in spite of an admonition
in its Terms and Conditions on the website that declares:

Shill bidding is prohibited on the site,
that is the placing of bids or causing
bids to be placed on any product for
the purpose of artificially increasing
or otherwise manipulating the bidding
process on Bidz.com or the bid price
of any product listed on the site, or
influencing user behavior on Bidz.com

SAC ¶ 68.

As evidence of this shill bidding, Plaintiff points out that
many of the putative bidders on the website have names in
a similar format: a nickname followed by a string of four

numbers. 1  According to Plaintiff, the similarity of these
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names “strongly suggest[s] that someone is automatically
generating these names and using them to bid up the prices on
auctions.” Plaintiff also alleges that her counsel has spoken
with at least three people-two so-called “informants” and a
so-called “insider”-who confirmed that Bidz.com engages in
shill bidding. Id. at ¶ 62. This insider, according to Plaintiff,
“knew,” albeit upon information and belief, “that Bidz.com
used so-called ‘bots' to create fake user names” to engage
in shill bidding. Id. at ¶ 62. Allegedly, one of the two
informants contacted Plaintiff's counsel in November of 2008
and pointed out to Plaintiff's counsel “a long list of bidders
whose main function appears to be to bid in early stages
of auctions in order to ensure a certain minimum price is
achieved.” Id. at ¶ 63.

*2  Plaintiff asserts nine causes of action against all three
defendants. Presently, Defendants move to dismiss seven

of these causes of action under Federal Rule of Civil

Procedure 9(b) (“ Rule 9(b)”) for failure to plead averments
of fraud with particularity, and under Federal Rule of Civil
Procedure 12(b)(6) (“Rule 12(b) (6)”) for failure to state a
claim.

II. LEGAL STANDARD

A. Rule 9(b) of the Federal Rules of Civil Procedure

Under Rule 9(b), the “circumstances constituting fraud”

must be stated with particularity. See Fed.R.Civ.P. 9(b).
The Ninth Circuit has explained that the reference to
“circumstances constituting fraud” requires, at a minimum,
that the claimant pleads evidentiary facts, such as time,
place, persons, statements, and explanations of why the

statements are misleading. In re GlenFed, Inc. Sec. Litig.,

42 F.3d 1541, 1547 n. 7 (9th Cir.1994); see also Vess v.
Ciba-Geigy Corp. USA, 317 F.3d 1097, 1106 (9th Cir.2003)
(internal quotation omitted) (noting that the pleading must be
“specific enough to give defendants notice of the particular
misconduct ... so that they can defend against the charge and
not just deny that they have done anything wrong”); see also

In re GlenFed, Inc. Sec. Litig., 42 F.3d at 1548; see also

Fecht v. Price Co., 70 F.3d 1078, 1082 (9th Cir.1995)

(observing that plaintiffs seeking to satisfy Rule 9(b) must
“set forth an explanation as to why the statement or omission
complained of was false and misleading”).

B. Rule 12(b)(6) of the Federal Rules of Civil Procedure
Under Rule 12(b)(6), a party may move to dismiss a claim if
the claimant fails to state a claim upon which relief can be
granted. In evaluating the sufficiency of a complaint under
Rule 12(b)(6), courts must be mindful that the Federal Rules
require only that the complaint contains “a short and plain
statement of the claim showing that the pleader is entitled
to relief.” Fed.R.Civ.P. 8(a)(2). Nevertheless, even though a
complaint attacked by a Rule 12(b)(6) motion does not need
detailed factual allegations, “a plaintiff's obligation to provide
the ‘grounds' of his ‘entitle[ment] to relief’ requires more
than labels and conclusions, and a formulaic recitation of

the elements of a cause of action will not do.” Bell Atl.
Corp. v. Twombly, 550 U.S. 544, 127 S.Ct. 1955, 1965, 167
L.Ed.2d 929 (2007) (internal citations omitted). Rather, the
complaint must allege sufficient facts to raise a right to relief
above the speculative level. Id. (citing 5 C. Wright & A.
Miller, Federal Practice and Procedure § 1216, pp. 235-36
(3d ed.2004)). Importantly, though, “[s]pecific facts are not
necessary; the statement need only give the defendant fair
notice of what the ... claim is and the grounds upon which it

rests.” Erickson v. Pardus, 551 U.S. 89, 127 S.Ct. 2197,
2200, 167 L.Ed.2d 1081 (2007).

In deciding a 12(b)(6) motion, a court must accept all factual

allegations in the complaint as true, Leatherman v. Tarrant
County Narcotics Intelligence and Coordination Unit, 507
U.S. 163, 164, 113 S.Ct. 1160, 122 L.Ed.2d 517 (1993), and
must also construe all reasonable inferences in the light most

favorable to the plaintiff. See Broam v. Bogan, 320 F.3d
1023, 1028 (9th Cir.2003).

III. DISCUSSION
*3  Defendants presently move to dismiss seven Causes

of Action asserted against it on what are essentially three
different grounds. First, they argue that Plaintiff lacks
standing to assert two of her claims (to wit, her Second
and Third Causes of Action). Second, they contend that
Plaintiff's fraud and fraud-based Causes of Action fail under

Rule 9(b). And, lastly, they argue that Plaintiff's Causes of
Action fail under Rule 12(b)(6). Each of these arguments is
addressed, in turn.

A. Whether Plaintiff Has Standing to Assert Her Second
and Third Causes of Action
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The Court first addresses the issue of standing as it relates
to Plaintiff's Second and Third Causes of Action. Plaintiff's
Second and Third Causes of Action are brought under
sections 17200 and 17500 of California's Business and
Professions Code, respectively. Section 17200, commonly
referred to as California's Unfair Competition Law (“UCL”),
bans unfair business practices and authorizes injunctive and
restitutionary relief against “[a]ny person who engages ... in

unfair competition.” See Cal. Bus. & Prof.Code §§ 17200,

17203. In comparison, section 17500, commonly referred
to as California's False Advertising Law (“FAL”), prohibits,

as its name suggests, false advertising. See Cal. Bus. &
Prof. § 17500.

Defendants take the position that Plaintiff lacks standing for
two alternative reasons. First, she cannot demonstrate the
“actual injury” component of standing. Second, they argue
that, based on the present circumstances, the UCL and FAL do
not apply extraterritorially. For the reasons that follow, only
the second of these arguments has merit.

1. Plaintiff Has Demonstrated the “Actual Injury”
Component of Standing

As both parties are aware, it is well-established that Article
III requires a party who invokes the court's authority to
“show that [she] personally has suffered some actual or
threatened injury as a result of the putatively illegal conduct
of the defendant .... This is the ‘actual injury’ component
of the standing doctrine; it requires an injury to be ‘real
and immediate,’ not merely ‘conjectural’ or ‘hypothetical.’ “

Casey v. Lewis, 4 F.3d 1516, 1519 (9th Cir.1993) (internal
citations and quotation marks omitted). Further, where, as
here, a claim is brought under the UCL or the FAL, a person
must demonstrate that she has “lost money or property”
as a result of such unfair competition or false advertising.

Buckland v. Threshold Enter., Ltd., 155 Cal.App.4th 798,
812, 817, & 819, 66 Cal.Rptr.3d 543 (2007); see also

Californians for Disability Rights v. Mervyn's, LLC, 39
Cal.4th 223, 227, 46 Cal.Rptr.3d 57, 138 P.3d 207 (2006).

Plaintiff contends that her purchase of the ring amounted to
an injury in fact. And indeed it does. On September 30, 2007,
Plaintiff purchased a ring from Bidz.com for $25.00. SAC ¶
72. Plaintiff alleges, however, that the ring “was not worth
the price that she paid Bidz.com.” Id. Put otherwise, Plaintiff

“lost money” on her purchase. Consequently, Plaintiff has
demonstrated the “actual injury” component of standing.

2. Nonresidents of California May Not Invoke the UCL
or FAL When the Allegedly Unlawful Conduct Does Not
Occur Inside California

*4  Next the Court considers whether Plaintiff, an admitted
Texas resident, can avail herself of the UCL and the FAL.
As observed by the California Court of Appeal in Nw.

Mortgage, Inc. v. Superior Court, 72 Cal.App.4th 214,
85 Cal.Rptr.2d 18 (1999), the UCL was neither designed
or intended to regulate claims of non-residents arising from

conduct occurring entirely outside of California. Id .

at 222, 85 Cal.Rptr.2d 18; see also Sullivan v. Oracle
Corp., 547 F.3d 1177, 1187 (9th Cir.2008) (refusing to apply

section 17200 to claims of nonresidents of California of
conduct that took place outside of California). However,
“state statutory remedies may be invoked by out-of-state
parties when they are harmed by wrongful conduct occurring

in California.” Nw. Mortgage, Inc., 72 Cal.App.4th at
224-25, 85 Cal.Rptr.2d 18. Similarly, by its own terms,
California's FAL applies only when the conduct complained
of occurred in California. The FAL prohibits false or
misleading statements made “before the public in this state”

and “from this state before the public in any state.” Cal.
Bus. & Prof.Code § 17500 (emphases added).

The critical issues here are whether the injury occurred in
California and whether the conduct of Defendants occurred
in California. If neither of these questions can be answered in
the affirmative, then Plaintiff will be unable to avail herself
of these laws. Beginning with the first issue, it is unclear
from the SAC exactly where Plaintiff was when she purchased
the ring. Plaintiff simply alleges that she made a purchase
via Bidz.com's website. SAC ¶¶ 8 & 72. In theory, Plaintiff
could have accessed this website from a computer located in
California. However, the more reasonable inference is that
Plaintiff accessed this website from a computer in Texas, the

state where she resides. See Broam, 320 F.3d at 1028.
Therefore, the only remaining way for Plaintiff to show that
these statutes can be applied to her claims is if she can show
that Defendants' allegedly unlawful conduct took place in

California. Nw. Mortgage, Inc., 72 Cal.App.4th at 224-25,

85 Cal.Rptr.2d 18; Cal. Bus. & Prof.Code § 17500.
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Apparently, Plaintiff believes that because Bidz.com's
principal place of business is in California, a fact that
Defendants concede, the Court can presume that any false and
misleading statements emanated from California. But the bulk
of authority counsels against making such an assumption.
Although the fact that Bidz.com does business in California
gives California personal jurisdiction over Bidz.com, the
Supreme Court has specifically admonished that the existence
of personal jurisdiction over a defendant does not alone
permit application of the forum law to the claims of

nonresident plaintiffs. See Phillips Petroleum Co. v. Shutts,
472 U.S. 797, 821, 105 S.Ct. 2965, 86 L.Ed.2d 628 (1985);

see also Nw. Mortgage, Inc., 72 Cal.App.4th at 226, 85
Cal.Rptr.2d 18. Rather, a nonresident plaintiff must allege
that there is “significant contact or a significant aggregation
of contacts to the claims asserted by each member of the
plaintiff class” to ensure that application of the state law to
a defendant's conduct would not violate the Constitution. See

Standfacts Credit Servs., Inc. v. Experian Info. Solutions,
Inc., 405 F.Supp.2d 1141, 1147 (C.D.Cal.2005) (citing Nw.

Mortgage, Inc., 72 Cal.App.4th at 226, 85 Cal.Rptr.2d 18).

*5  Plaintiff does not allege any specific facts linking
Defendants' contacts with California to the claims Plaintiff
asserts against them. Instead, she only alleges that Bidz.com's
principal place of business is in California. Also, noticeably
absent from the SAC are allegations concerning Mr. and Ms.
Zinberg's own individual contacts with California. Thus, the
SAC insufficiently establishes the constitutionally-mandated

“significant contact” with California. See Nw. Mortgage,
Inc., 72 Cal.App.4th at 227 & n. 16, 85 Cal.Rptr.2d 18

(citing Shutts, 472 U.S. at p. 822). Accordingly, the Court
concludes that Plaintiff lacks standing to assert claims under
the UCL and the FAL. For this reason, the Court GRANTS
Defendants' Motion insofar as it relates to Plaintiff's Second
and Third Causes of Action.

B. Whether Plaintiff's Remaining Causes of Action

Should Be Dismissed Under Rule 9(b)
The Court next considers whether Plaintiff's remaining

Causes of Action should be dismissed under Rule 9(b)
for failure to plead averments of fraud with particularity. As
an initial matter, though, the Court must clarify which of
these claims is subject to the heightened pleading requirement

found in Rule 9(b), as the parties dispute the applicability

of Rule 9(b) in this case.

1. All of Plaintiff's Claims Are Subject to Rule 9(b)
It is well-established that the heightened pleading standard

applies to allegations of fraud. In re GlenFed, Inc. Sec.
Litig., 42 F.3d at 1547. Accordingly, Plaintiff's Fifth and
Sixth Causes of Action for actual and constructive fraud,

respectively, are subject to Rule 9(b). It is also beyond
dispute that the heightened pleading standard applies to
claims “grounded in fraud” or that “sound in fraud.” As the
Ninth Circuit explained in Vess v. Ciba-Geigy Corp. USA:

In cases where fraud is not a necessary
element of a claim, a plaintiff may
choose nonetheless to allege in the
complaint that the defendant has
engaged in fraudulent conduct. In
some cases, the plaintiff may allege a
unified course of fraudulent conduct
and rely entirely on that course of
conduct as the basis of a claim. In that
event, the claim is said to be “grounded
in fraud” or to “sound in fraud,”
and the pleading of that claim as a
whole must satisfy the particularity

requirement of Rule 9(b).

317 F.3d 1103-04. Thus, the critical issue here is whether
Plaintiff's First, Fourth, and Ninth Causes of Action are
“grounded in fraud.” Id.

Plaintiff's First Cause of Action asserts a claim under the

Consumers Legal Remedies Act (“CLRA”), Cal. Civ.Code
§ 1750 et seq, and rests on allegations that Defendants
have violated the CRLA by (1) representing that the goods
sold through the Bidz.com website were of a significantly
higher quality than they in fact were; (2) by advertising
that its auctions were $1 No Reserve auctions with no shill
bidding, when they had no intent to provide such a service
as advertised; and, (3) by representing that their goods could
be purchased for as little as $1, even though such a discount
did not exist due to rampant shill bidding. See SAC ¶¶
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81-86. Put otherwise, Plaintiff alleges that Defendants have
violated the CRLA by engaging in a “massive and systematic
fraud” through shill bidding and misrepresentations. SAC ¶
1. As this “unified course of conduct” is the sole basis on
which this claim rests, the claim is deemed to be one that is
“grounded in fraud.” Vess, 317 F.3d 1103-04. Accordingly, it

must satisfy the particularity of Rule 9(b). Id. at 1304; see

also Buckland, 155 Cal.App.4th at 809, 66 Cal.Rptr.3d 543
(confirming that CLRA claims can be grounded in fraud).

*6  The Court reaches a similar conclusion with regard
to Plaintiff's Fourth and Ninth Causes of Action. Like her
First Cause of Action, Plaintiff's Fourth and Ninth Causes of
Action rest on allegations of a “massive and systematic fraud”
perpetrated on Plaintiff and other class members. Specifically,
in connection with her Fourth Cause of Action, which asserts
violations of California Civil Code sections 1709 and 1710,
Plaintiff alleges that Defendants have violated California law
by (1) suggesting that their auctions provided $1 No Reserve
auctions with no shill bidding, when Defendants did not have
reasonable ground for believing this is true or in fact believed
this to be true; (2) suppressing the fact that their auctions were
not $1 No reserve auctions, were rampant with shill bidding,
and that they sold goods markedly inferior to the quality
standards to which Defendants claimed to adhere; and (3) by
promising that the auctions were $1 No Reserve auctions with
no shill bidding, when Defendants had not intent to perform
on this promise. See SAC at ¶¶ 110-114. Her Ninth Cause of
Action, by comparison, alleges that Defendants violated the
Racketeer Influenced Corrupt Organizations Act (“RICO”),

18 U.S.C. § 1962(c), by repeatedly using the United States
Postal Service, interstate overnight couriers, and the interstate
wires to transmit signals, sounds, or writing for the purpose of
executing or in connection with the “massive and systematic
fraud” discussed at length above. See SAC at ¶¶ 156-57. Both
of these Causes of Action are based on the same unified
course of fraudulent conduct and, thusly, are properly deemed
claims that are “grounded in fraud .” Vess, 317 F.3d 1103-04;

see also Moore v. Kayport Package Express, 885 F.2d 531,

541 (9th Cir.1988) (applying Rule 9(b) to a RICO claim);

Bruce v. United States, 759 F.2d 755, 758 (9th Cir.1985)
(same).

In summary, the five aforementioned Causes of Action are
either fraud claims or “grounded in fraud.” Accordingly,

Rule 9(b) applies to each and every one of them.

2. Plaintiff Has Failed to Properly Plead Her Causes of
Action Against Defendants

The next order of business is to determine whether Plaintiff
states with particularity the circumstances constituting fraud.

See Fed.R.Civ.P. 9(b). Defendants essentially raise two
arguments with respect to the sufficiency of Plaintiff's claims

under Rule 9(b). First, they contend that all of Plaintiff's

claims-state claims and RICO claim alike-fail under Rule
9(b) because they do not specify the “times, dates, places,
benefits received, and other detail of the alleged fraudulent

activity” in relation to each defendant. See In re GlenFed,
Inc. Sec. Litig., 42 F.3d at 1547 n. 7. Second, they contend that
Plaintiff's RICO claim in particular fails because Plaintiff has
failed to adequately plead mail and wire fraud, which are the
predicate acts for this claim. The Court addresses only the first
of these arguments because the conclusion reached in relation
to it disposes of any need to analyze the second argument.

*7  In conducting the following analysis, the Court is

mindful of two principles. First, Rule 9(b) applies only
to the specifics of the alleged misrepresentations; it does
not, by contrast, apply to other aspects of Plaintiff's claims,

such as reliance or damages. See Anthony v. Yahoo!,

Inc., 421 F.Supp.2d 1257, 1264 (N.D.Cal.2006); Indiana
Bell Tel. Co. v. Ward, 2002 U.S. Dist. LEXIS 26013, *3,
2002 WL 32067296 (S.D.Ill.2002). Second, consistent with
the general rule that a claim sounding in fraud must state
certain evidentiary facts, courts have routinely held that each
defendant against whom a fraud-based claim is asserted must
be notified of the circumstances surrounding the fraudulent
conduct with which she individually has been charged.

Wanetick v. Mel's of Modesto, Inc., 811 F.Supp. 1402,

1405 (N.D.Cal.1992); McFarland v. Memorex Corp., 493

F.Supp. 631, 639 (N.D.Cal.1980); see also Jacobson v.
Peat, Marwick, Mitchell & Co., 445 F.Supp. 518, 522 n. 7
(S.D.N.Y.1977). In accordance with this second principle, the
Court undertakes this analysis in relation to each defendant,
beginning first with Bidz.com.

Under California law, the “indispensable elements of a
fraud claim include a false representation, knowledge of its
falsity, intent to defraud, justifiable reliance, and damages.”

Moore v. Brewster, 96 F.3d 1240, 1245 (9th Cir.1996)
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(quotation omitted). Upon review, it is apparent that Plaintiff's
averments of fraud meet the heightened pleading requirement

imposed by Rule 9(b). Plaintiff alleges that listed on
Bidz.com's website is a Term and Condition which states as
follows:

Shill bidding is prohibited on the
site, that is the placing of bids or
causing bids to be placed on any
product for the purpose of artificially
increasing or otherwise manipulating
the bidding process on Bidz.com or the
bid price of any product listed on the
site, or influencing user behavior on
Bidz.com.

SAC ¶ 68. She also alleges that Bidz.com represents that the
jewelry sold on its website “have significant resale potential
for those looking to turn a profit and make perfect gifts.” Id.
at ¶ 69. In addition, Bidz.com allegedly “makes an effort to
make the jewelry look high-quality and presentable” through
a “compare” feature that allows consumers to compare the
auction price of a certain good with its supposed retail value.
Id. at ¶ 70. Relying on these representations, Plaintiff, on
September 30, 2007, purchased a ring from the website. Id.
at ¶ 8 & 72. This ring was allegedly not worth the price
Plaintiff paid Bidz.com and was not of the high-quality that
she expected based on the website's representations. Id. at ¶
72.

These allegations are not, however, sufficient for the purposes

of Rule 9(b). To satisfy Rule 9(b), a plaintiff must set
forth more than facts about the time, place, and manner of
fraudulent statements. Rather, she must also “set forth an
explanation of why the statement or omission complained of

was false and misleading.” In re GlenFed, Inc. Sec. Litig.,
42 F.3d at 1548. Representations concerning the absence of
shill bidding can only be false if shill bidding in fact occurred
during the auction at issue. However, Plaintiff has failed to
allege that in this particular instance, during this particular
auction, shill bidding occurred. Similarly, the “compare”
feature is only misleading if Plaintiff used it during the
auction. However, the SAC fails to allege this particular fact.
Accordingly, because Plaintiff has not linked Defendants'
allegedly fraudulent conduct to the particular auction she

participated in, the Court finds that Plaintiff has failed to
sufficiently allege her averments of fraud against Bidz.com.

*8  This conclusion is consistent with the purpose of Rule

9(b). The heightened standard under Rule 9(b) exists to
safeguard defendants against spurious accusations and the
resulting reputational harm by providing sufficient notice to

defendants about the charges levied against them. Vess,
317 F.3d at 1104. That is exactly what Plaintiff's averments
do not do. It is unclear from the SAC whether Plaintiff
was defrauded by Bidz.com because of representations
concerning the quality of the goods, the misleading
“compare” feature, shill bidding, or any combination of these
three things. Put otherwise, the allegations do not allow
Bidz.com to defend the fraud-based claims asserted against
it because it lacks notice of the particular circumstances
surrounding its allegedly fraudulent conduct in relation to
Plaintiff.

Having determined that Plaintiff has not sufficiently pleaded
her claims against Bidz.com, the Court next considers
whether the same is true for Plaintiff's claims against the
individual defendants, Mr. & Ms. Zinberg. As noted above,
each defendant against whom a fraud or fraud-based claim
is asserted must be notified of the circumstances surrounding
the fraudulent conduct with which she individually has been

charged. Wanetick, 811 F.Supp. at 1405; McFarland,

493 F.Supp. at 639; Jacobson, 445 F.Supp. at 522 n. 7.
Without exception, all of the relevant allegations concerning
the fraudulent conduct at issue are made only in reference
to Bidz.com. See SAC ¶¶ 35-72. Indeed, it is not until
paragraph 73 of the SAC when Plaintiff first begins to
make allegations concerning Mr. and Ms. Zinberg's conduct.
Moreover she only does this by using the term “Defendants.”
But such categorical grouping is not permitted, despite
Plaintiff's arguments otherwise. The law does not, as Plaintiff
believes it does, allow a plaintiff to bootstrap claims against a
corporation's executives, board members, or shareholders to a
sufficiently pleaded fraud claim against the corporation itself,
simply by virtue of the relationship between the corporation
and the executives, board members, and shareholders. This
is true even where, as here, the individual defendants hold
upwards of 45% of the corporation's issued stock. Were the
Court to allow such bootstrapping, then the Court would
deprive the individual defendants of the very protections

Rule 9(b) was meant to afford them. Vess, 317 F.3d at
1104. Thus, because Plaintiff has failed to allege specific facts
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detailing Mr. and Ms. Zinberg's individual involvement in the
fraud, Plaintiff's fraud claims against these two defendants

fail under Rule 9(b). Therefore, Defendants' Motion is
GRANTED insofar as it relates to the First, Fourth, Fifth,
and Ninth Causes of Action, as they are asserted against
Defendants.

C. Whether Plaintiff's Causes of Action Should be
Dismissed With Prejudice

Lastly, the Court considers whether Plaintiff's claims should
be dismissed with prejudice. As a general rule, denial of leave
to amend is proper when the court concludes that further

amendment would be futile. Rutman Wine Co. v. E. & J.
Gallo Winery, 829 F.2d 729, 738 (9th Cir.1987).

*9  In this instance, it appears that amendment will be futile
with respect to only one claim: Plaintiff's Sixth Cause of
Action for constructive fraud. Defendants argue that this
Cause of Action fails because Plaintiff did not plead a
fiduciary relationship between herself and Defendants. On
this point, Defendants are correct. Constructive fraud consists
of “any breach of duty which, without an actually fraudulent
intent, gains an advantage to the person in fault[.]” See Cal.
Civ.Code § 1573. The Court is not aware of any legal or
equitable duty that arises during an everyday transaction
between consumer and merchant. Accordingly, it appears that
Plaintiff's claim fails as a matter of law.

As no legal duty exists between Defendants and Plaintiff,
amendment of the Sixth Cause of Action will be futile.

Therefore, the Court dismisses Plaintiff's Sixth Cause of
Action with prejudice. All other Causes of Action are
dismissed without prejudice.

IV. CONCLUSION
Based on the foregoing, the Court:

1. GRANTS Defendants' Motion insofar as it relates to
Plaintiff's Second and Third Causes of Action, for lack
of standing.

2. GRANTS Defendants' Motion insofar as it relates to
Plaintiff's First, Fourth, Fifth, and Ninth Causes of
Action as they are asserted against Defendants, for
failure to plead averments of fraud with particularity, as

required by Rule 9(b).

3. GRANTS Defendants' Motion insofar as it relates to
Plaintiff's Sixth Cause of Action as it is asserted against
Bidz.com for failure to state a claim, with prejudice.

Plaintiff has 15 days to file a Third Amended Complaint, if
she so chooses.

IT IS SO ORDERED.

All Citations

Not Reported in F.Supp.2d, 2009 WL 605249

Footnotes

1 For example: al5180, alex2662, andy7303, angelsman4703. Id at ¶ 60.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM AND ORDER

Joanna Seybert, U.S.D.J.

*1  Before the Court is its final task in the sentencing of
David H. Brooks (“Brooks”), Sandra Hatfield (“Hatfield”),
and Dawn Schlegel (“Schlegel” and collectively with Brooks
and Hatfield, “Defendants”). Pursuant to the Mandatory

Victims Restitution Act, 18 U.S.C. § 3663A (“MVRA”),
the Court must determine how much, if any, Defendants must
pay in restitution to the victims of their crimes. As discussed
fully herein, the Court finds that Defendants owe restitution
to Point Blank Solutions, Inc. f/k/a DHB, Industries, Inc.
(“DHB” or the “Company”) in an amount of $53,912,545.62.
The Court also finds that the Defendants owe restitution to
those individuals that have been identified as victims by virtue
of their holding common stock in the Company during the
relevant time.

BACKGROUND

The Court assumes familiarity with the facts of the case,
and therefore only discusses those facts insofar as they are

relevant to its decision today. 1

I. DHB Industries, Inc.
DHB Industries, Inc. is a Delaware company founded by
Brooks. It was originally headquartered in Long Island, New
York. Together with its subsidiaries, Point Blank Body Armor,
Inc. (“Point Blank”) and Protective Apparel Corporation of
America, Inc. (“PACA”), the Company manufactured and

sold body armor and similar protective material. 2  DHB's
major clients included the United States Military and various
law enforcement agencies.

DHB began being publicly traded on various markets in
1993, and was traded on the American Stock Exchange
(“Amex”) between 2002 and 2005. In 2005, it was delisted
for noncompliance with the Amex's listing requirements. In
December 2004, DHB's common stock reached its highest
trading price of $22.70 per share. In October 2007, DHB
changed its name to Point Blank Solutions, Inc. (“PBS”).
Under a subsequent reorganization, the PACA subsidiary
changed its name to SS Body Armor, Inc., and the Company
began operating under that name. As of today, PBS trades on
the over the counter market for roughly $.40 per share.

On April 14, 2010, the Company filed a voluntary petition
for reorganization under Chapter 11 in the United States
Bankruptcy Court for the District of Delaware. See In re SS
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Body Armor I, Inc. et al., No. 10-BK-11255 (Bankr. D. Del.
Apr. 14, 2010).

II. Defendants' Crimes 3

*2  In 2003, Defendants began a number of schemes to reap
millions in personal profit at the expense of the Company
and its shareholders. The sheer number and diversity of these
fraudulent schemes strains belief. It is no stretch to say that
Defendants ransacked that Company for their own gain, and
their conduct was devastating to both the Company and its
shareholders.

While such a general discussion fails to convey the
depth and severity of Defendants' crimes, their defrauding
of the Company can be categorized into three broad
schemes. First, Defendants awarded themselves millions in
unauthorized compensation. Second, they used Company
assets for personal expenses, including purchases of jewelry,
automobiles, vacations, and expenses related to Brooks'
horse-training business. Finally, they engaged DHB with
Tactical Armor Products (“TAP”), a company owned by
Brooks' former wife, to siphon funds from DHB under the
guise of a manufacturing arrangement wherein TAP would
reap an extraordinary profit. For example, one aspect of DHB
and TAP's arrangement involved DHB's sale of a ceramic
“Gamma Plate,” used in DHB's vests, to TAP. TAP personnel
—operating in DHB facilities and paid by DHB—would
spray the plate with black paint and apply an adhesive label.
The cost for such processing was roughly $1.30 per plate;
TAP would resell the plate to DHB at a $28.50 markup.

Unsatisfied with defrauding only the Company, Defendants
undertook separate schemes targeting the shareholders of
DHB's common stock. They artificially inflated the price of
DHB's stock by concealing key aspects of DHB's arrangement
with TAP, reclassifying R&D expense as cost of goods sold
in order to increase gross profit margin, and overvaluing
worthless and non-existent inventory. When their pumping of
the Company's value reached its peak, Defendants dumped

their own shares in a series of massive insider sales. 4

III. Trial, Convictions, and Sentencings
In October 2007, the Government charged Defendants with
securities fraud, mail fraud, wire fraud, insider trading, and
conspiracy to commit the above. Shortly thereafter, Schlegel
pled guilty to one count of Conspiracy to Commit Securities
Fraud and one count of Conspiracy to Commit Tax Fraud.

Brooks and Hatfield proceeded to trial. After an eight-month
trial that saw Brooks smuggling drugs in open court, seeking
to impeach a witness with a fabricated email, and attempting
to procure “memory erasing” drugs (presumably to poison a
government witness), the jury convicted Brooks of counts 1–
11 and 15–17 of the Superseding Indictment, including all
counts that alleged securities fraud, mail fraud, wire fraud,
and/or conspiracy to commit those crimes. The jury convicted

Hatfield of counts 1–2 and 12–16 of the Indictment. 5

On August 15, 2013, the Court sentenced Brooks to seventeen
years in prison, to be followed by five years of supervised
release. (Docket Entry 1706.) On May 9, 2014, the Court
sentenced Hatfield to seven years in prison, to be followed
by three years of supervised release. (Docket Entry 1816.)
On November 5, 2014, the Court sentenced Schlegel to time
served and three years of supervised release. (Docket Entry
1843.) In all cases, the Court ordered restitution in an amount

to be determined at a later date. 6

*3  In an effort to streamline any future restitution hearing,
the Court, at a status conference on October 29, 2013, ordered
the parties to file memoranda regarding the legal issues
related to restitution. On November 25, 2013, Brooks and
the Government identified and briefed the remaining issues,
both relying heavily upon prior submissions to the Court in
connection with sentencing. (Brooks Mem. on Restitution,
Docket Entry 1764; Gov't Mem. on Restitution, Docket Entry
1762.) Without leave of the Court, Brooks supplemented
his submission with further argument on December 2,
2013. (Brooks Supp. Mem. on Restitution, Docket Entry
1768.) On December 30, 2013, both the Government and
Brooks submitted reply memoranda. (Brooks Reply Mem.
on Restitution, Docket Entry 1777; Gov't Reply Mem. on
Restitution, Docket Entry 1781.) Since then, both parties have
clarified, reiterated, and rehashed those arguments in various
correspondence to the Court. (Brooks First Ltr. on Restitution,
Docket Entry 1829; Gov't Resp. to Brooks First Ltr., Docket
Entry 1831; Brooks Second Ltr. on Restitution, Docket Entry
1834; Gov't Resp. to Brooks Second Ltr., Docket Entry 1838;
Brooks Third Ltr. on Restitution, Docket Entry 1839; Gov't
Resp. to Brooks Third Ltr., Docket Entry 1841; Brooks Fourth
Ltr. on Restitution, Docket Entry 1845.) The Court also
received memoranda from individual and groups of investors
who held shares of DHB during the relevant time period.
(Docket Entries 1750, 1779.)

On December 18, 2014, the Court ordered the Government
to submit revised calculations of losses suffered by
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shareholders. Hatfield, 2014 WL 7271616, at *15. On
January 20, 2015, Brooks moved for an order directing the
Government to provide Brooks with the trading data upon
which the Government's calculation of shareholder losses
is based. (Brooks Jan. 20 Ltr., Docket Entry 1857.) By
Electronic Order dated February 9, 2015, the Court denied
Brooks' motion as premature because the Government had not
yet submitted its revised calculation of shareholder losses.

On February 27, 2015, the Government submitted its revised
calculation. (Gov't's Feb. 27 Ltr., Docket Entry 1861.)
Thereafter, on March 5, 2015, Brooks renewed his motion
for disclosure. (Brooks Ltr. Mot. for Disclosure, Docket
Entry 1862.) The Government has since resubmitted its
calculation of shareholder losses (Gov't's Mar. 18, 2015 Ltr.,
Docket Entry 1866) and opposed Brooks' request for further
documentation (Gov't's Opp. to Brooks Mot. for Disclosure,
Docket Entry 1867). Brooks has replied. (Brooks Reply to
Resp., Docket Entry 1868.)

DISCUSSION

I. The MVRA Generally
The MVRA requires the Court to order a defendant convicted
of certain offenses “in which an identifiable victim has
suffered a ... pecuniary loss” to make restitution to that victim.

18 U.S.C. § 3663A(c)(1)(B). Without consideration of
the economic circumstances of the defendant, the Court is
to order restitution “to each victim in the full amount of
each victim's losses as determined by the court.” 18 U.S.C. §
3664(f)(1)(A). The parties do not dispute that the Offenses of

Conviction trigger application of the MVRA. 7

“[T]he purpose of restitution is essentially compensatory: to
restore a victim, to the extent money can do so, to the position

he occupied before sustaining injury.” United States v.
Boccagna, 450 F.3d 107, 115 (2d Cir. 2006). In this way, the
statute functions as a civil remedy incorporated into criminal

proceedings for economic and practical reasons. 8  United
States v. Agate, 613 F. Supp. 2d 315, 325 (E.D.N.Y. 2009).
An award of restitution cannot, therefore, “allow[ ] a victim

to recover more than his due.” United States v. Nucci, 364
F.3d 419, 424 (2d Cir. 2004); United States v. Maynard, 743
F.3d 374, 380 (2d Cir. 2014) (avoiding a restitution amount
that would create a windfall for the victim).

*4  Because the Court has no inherent authority to order
restitution, a restitution order may not exceed the authority

that Congress has provided. United States v. Helmsley,
941 F.2d 71, 101 (2d Cir. 1991). In enacting the MVRA,
Congress limited the Court's authority in two significant
ways. First, restitution is available for only those damages
that fit within one of four enumerated categories. Second,
restitution is available only for damages that are directly and
proximately caused by the qualifying crimes.

As a preliminary limitation, where the victim does not suffer
bodily injury or death, only two categories of damages
are recoverable under the MVRA: (1) “damage to or
loss or destruction of property” and (2) “necessary ...
expenses incurred during ... investigation or prosecution ...

of the offense.” 18 U.S.C. § 3663A(b)(1),(4). The latter,
“necessary expenses” category is difficult to define. There
is no bright-line rule for determining what expenses are
“necessary,” though the Second Circuit takes a “broad view”
of the term. Maynard, 743 F.3d at 381. Most recently, the
Second Circuit has explained that expenses are necessary

under 18 U.S.C. § 3663A(a)(4) where the victim “was
required to incur [them] to advance the investigation or
prosecution of the offense.” Maynard, 743 F.3d at 381.
Moreover, where the defendants have jeopardized some
ongoing, legitimate interest of the victim, expenses incurred
to protect that interest will be deemed necessary. Id. For
instance, because a company has an interest in protecting
the “integrity of its ongoing operations and reputation,”
expenses arising from a company's internal investigation,
attorneys' fees advanced to employees, or accounting costs
incurred with the aim of protecting that interest will generally

satisfy this requirement. See, e.g., id. at 381; United
States v. Amato, 540 F.3d 153, 162 (2d Cir. 2008) (attorneys'
fees and accounting costs related to internal investigation

recoverable); United States v. Bahel, 662 F.3d 610,
647-48 (2d Cir. 2011) (affirming restitution for legal fees
incurred related to an internal investigation). That said,
the broad interpretation of “necessary expenses” does not
grant the courts license to order restitution for all expenses
that might properly be considered reasonable under the
circumstances. Maynard, 743 F.3d at 381 (holding that bank's
production of wanted posters and hiring extra security was not
a necessary expense).

As a second limitation and to ensure that restitution is not
awarded for damages too far removed from the defendant's
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crimes, the MVRA makes restitution available only for those
losses that were directly and proximately caused by the

offenses of conviction. United States v. Silkowski, 32 F.3d
682, 689 (2d Cir. 1994). Proximate cause, in turn, is “a flexible

concept grounded in policy considerations.” United States
v. Gamble, 709 F.3d 541, 556 (6th Cir. 2013). The Court must
balance the need to ensure that a victim is compensated for

his or her losses, see Boccagna, 450 F.3d at 115, with
the need to fix a defendant's liability, even for wrongful acts,

Castellano v. Young and Rubicam, Inc., 257 F.3d 171, 186
(2d Cir. 2001).

In cases where a defendant is found guilty for his role in
a scheme or conspiracy, the MVRA's proximate causation
requirement is broader. In those cases, the MVRA expands its
definition of victim to include “any person directly harmed
by the defendant's criminal conduct in the course of the

scheme, conspiracy, or pattern.” 18 U.S.C. § 3663A(a)
(2). The effect of this language is to make a conspiring
defendant liable in restitution for the full amount of loss to
the victims, including the loss attributable to uncharged or
unconvicted counts. United States v. Boyd, 222 F.3d 47, 50-51
(2d Cir. 2000) (collecting cases); United States v. Smith, 513
Fed.Appx. 43, 46 (2d Cir. 2013) (“Because [the defendant]
was convicted of a conspiracy to commit access device fraud,
the district court properly ordered restitution for all losses
caused by [the defendant], as well as by the reasonable
foreseeable actions of her coconspirators.” (emphasis in
original)).

*5  To summarize, a victim of a qualifying crime may
recover restitution pursuant to the MVRA for damages where
the Government shows, by a preponderance of the evidence,
that those damages satisfy two criteria. First, they must fall
within a category specified in the MVRA. Where there has
been no bodily injury or death, the only applicable categories
are (1) “damage to or loss or destruction of property” and
(2) “necessary ... expenses incurred during ... investigation or

prosecution ... of the offense.” 18 U.S.C. § 3663A(b)(1),
(4). Second, the damages must be directly and proximately
caused by the offenses of conviction or other criminal conduct

in the course of a conspiracy. 18 U.S.C. § 3663A(a)(2).
Upon satisfaction of these criteria, the Court will award
restitution in an amount that reasonably approximates the
victim's loss. United States v. Gushlak, 728 F.3d 184, 195-96
(2d Cir. 2013).

The Government has identified two groups of victims entitled
to restitution under the MVRA: the Company itself, and
holders of common stock of DHB, who saw their investment's
value plummet in part as a result of the Offenses of
Conviction.

II. Restitution Owed to the Company
The Government seeks restitution on behalf of DHB for
eight categories of harm allegedly suffered as a result
of the Defendants' conduct: (1) $6,444,681.00 in funds
that Defendants looted from the Company in the form
of unauthorized compensation; (2) $2,200,000.00 in losses
arising from Defendants' personal use of Company assets; (3)
$21,500,000.00 in losses resulting from DHB's engagement
with TAP; (4) $12,509,417.70 in legal fees advanced
to the Defendants; (5) $1,157,639.06 advanced to other
directors; (6) $14,429,725.52 in legal fees incurred by
the Company in its cooperation with the Government's
investigation and related matters; (7) $56,683,486.88 in
remediation, restatement, and bankruptcy expenses; and (8)
$2,497,000.00 in back taxes and penalties. Brooks first argues
that the Company is not owed any restitution at all, then,
alternatively, lodges more category-specific criticisms of the
amounts claimed. The Court will first discuss Brooks' general
arguments, then proceed to each category of loss claimed.
(Gov't Mem. on Restitution at 4.)

A. In Pari Delicto
Brooks first contends that because his and his coconspirators'
actions are imputed to the Company, the doctrine of in pari
delicto precludes the Court from finding that the Company is
entitled to restitution. (Brooks Mem. on Restitution, at 2-7.)

In support of his argument, Brooks relies on Kirschner v.
KPMG LLP, 15 N.Y.3d 446, 938 N.E.2d 941, 912 N.Y.S.2d
508 (2010), where the New York Court of Appeals precluded
a company's bankruptcy trustee from suing third parties
for aiding and abetting the fraud of the corporate insiders.
(Brooks Mem. on Restitution, at 3.)

The doctrine of in pari delicto mandates that the courts
not intercede to resolve a dispute between two wrongdoers.
(Brooks Mem. on Restitution, at 2-7.) In Kirschner, a
company's CEO had orchestrated a series of loans that hid
hundreds of millions of dollars of debt from the investing

public, creating an inflated value of the company. Id. at
457-58. Upon revelation of the fraud, the company's stock
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plummeted, and the company filed for bankruptcy. Id.
at 458. When the bankruptcy trustee sued third parties for
aiding the CEO's fraud, the court held that in pari delicto
barred the company from proceeding against those third
parties, as holding otherwise would allow “corporations to
shift responsibility for their own agents' misconduct to third

parties.” Id. at 475. Brooks asserts that because “[t]he facts
and circumstances, as well as the nature of the claims made
in Kirschner, are indistinguishable from the claims made
by [DHB] against Brooks,” the Company may not proceed
against him in restitution. (Brooks Mem. on Restitution, at 3.)

*6  The in pari delicto doctrine is subject to a key caveat
that Brooks does not acknowledge. “It is well established
that the ... in pari delicto rules do not apply to actions of
fiduciaries who are insiders.” Picard v. Estate of Madoff, 464
B.R. 578, 584 (S.D.N.Y. 2011) (internal quotation marks and
citation omitted). The rationale for this “insider exception”
to the in pari delicto doctrine is simple: “a corporate insider,
whose wrongdoing is typically imputed to the corporation,
should not be permitted to use that wrongdoing as a shield to

prevent the corporation from recovering against him.” In
re Bernard L. Madoff Inv. Sec. LLC, 458 B.R. 87, 124 n.26
(Bankr. S.D.N.Y. 2011). Thus, while the doctrine precludes
a company from suing a third party for aiding the fraud of
its insiders, it does not prevent the company from suing the
insiders themselves.

In light of this insider exception, Kirschner is patently
inapplicable to Brooks' case. Kirschner uses the in pari delicto
doctrine to prohibit a suit against third-parties for the damages
caused by fraudulent insiders, while Brooks seeks to use
the doctrine to shield the fraudulent insiders themselves.
This distinction, entirely unmentioned by Brooks, vitiates
his argument. See, e.g., In re Refco Inc. Sec. Litig., No.
07-MD-1902, 2011 WL 6091700, at *3 (S.D.N.Y. Nov. 27,
2011) (“It is important to note that the ... Trustee's claims
against the [insider] Defendants were not dismissed by the
Order in Kirschner v. KPMG .... The [insider] Defendants
were not parties to Kirschner v. KPMG, and even if they
had been parties, the in pari delicto[ ] would have been
inapplicable to them because Kirschner's claims against the
[insider] Defendants were grounded in those Defendants'
role as ... insiders.”) (emphasis in original) report and
recommendation adopted by In re Refco Sec. Litig., No.
08-CV-3065, 2012 WL 527348 (S.D.N.Y. Feb. 16, 2012).
Extending Kirschner's in pari delicto holding to bar claims
by a company against its insiders would announce a rule

that would prevent, in nearly every instance, a corporation
from being able to hold its fraudulent insiders accountable;
the Court declines Brooks' invitation to do so. See also
Koch Indus., Inc. v. Aktiengesellschaft, 727 F. Supp. 2d 199,
212 (S.D.N.Y. 2010) (“Defendants' in pari delicto argument
fails here because public policy considerations do not favor
applying the defense.”).

B. The MVRA's Definition of Victim
Apparently recognizing that his in pari delicto argument was
at best a non-starter—or worse, a disingenuous submission
to the Court—Brooks jettisons the argument in his reply
memoranda. Instead, he argues that because Defendants'
conduct is ascribed to the Company, the Company is not a
victim as defined by the MVRA. (Brooks Reply Mem. on
Restitution, at 6.) Presented with this new line of argument in
reply memoranda, the Court is sorely tempted to disregard it,
particularly in light of Brooks' perfunctory attempt to classify
it as “related” to his losing in pari delicto argument. See, e.g.,

Keefe v. Shalala, 71 F.3d 1060, 1066 n.2 (2d Cir. 1995)
(stating that normally the court “will not consider arguments
raised for the first time in a reply brief”); Knipe v. Skinner,
999 F.2d 708, 711 (2d Cir. 1993) (“Arguments may not be
made for the first time in a reply brief.”). After all, the Court
has already admonished Brooks for raising new issues in
reply memoranda. United States v. Hatfield, 795 F. Supp.
2d 219, 242 (E.D.N.Y. 2011). Nonetheless, because Brooks'
contentions lack any real merit, the Court mentions them
briefly.

1. The Alter-Ego Doctrine

Now, Brooks summarily argues that because the Company
is the alter ego of Brooks, the Company stands in Brooks'
shoes and cannot, therefore, be considered a victim under
the MVRA. (See Brooks Reply Mem. on Restitution, at 2-3.)
Brooks, in essence, asks the Court to find that his control
over the Company was so pervasive that he and the Company
should be treated as the same legal entity.

*7  Brooks' argues the alter ego doctrine from a unique
position. In many cases, the alter ego doctrine is used
to disregard corporate formalities where an owner of a
corporation exercised such control over operations that the
company could be said to have been a “mere instrumentality”
of the owner. See Kertesz v. Korn, 698 F.3d 89, 91 (2d
Cir. 2012) (applying Delaware law). Where the owner later
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seeks to rely upon the legal separateness between himself
and the company to avoid personal liability, the Courts will
disregard that legal separateness, thus “piercing” the fiction
that the corporation is a separate legal entity. Id. at 92. Brooks,
however, does not seek to distance himself from DHB in
order to avoid personal liability; he seeks the opposite. Brooks
aims to establish that he and DHB were the same legal
entity, so the Company cannot now be a victim of their joint
actions. Brooks thus asks the Court to engage in “reverse veil
piercing,” disregarding corporate formalities in order to hold
the Company accountable for his actions.

Although corporate form generally must be respected, see

United States v. In re Wetterer, 210 F.3d 96, 106 (2d
Cir. 2000) (“Courts must be extremely reluctant to disregard
corporate form.”), it will be disregarded when necessary to

prevent fraud or achieve equity. Under federal law, 9  there
is no litmus test governing when courts should disregard
corporate form. Instead, Courts may disregard the fiction
of a separate legal entity wherever the interests of public
convenience, fairness, and equity dictate. See Ferrara v.
Oakfield Leasing Inc., 904 F. Supp. 2d 249, 270 (E.D.N.Y.

2012); Quinn v. Butz, 510 F.2d 743, 758 (D.C. Cir.
1975) (“[W]hen the notion of legal entity is used to defeat
public convenience, justify wrong, protect fraud, or defend
crime, the law will regard the corporation as an association

of persons.”); Brunswick Corp. v. Waxman, 599 F.2d
34, 36 (2d Cir. 1979) (“What the formula comes down to,
once shorn of verbiage about control, instrumentality, agency
and corporate entity, is that liability is imposed to reach an
equitable result.” (internal quotation marks omitted)). “Courts
apply the equitable factors used in veil piercing claims in the
reverse veil-piercing context.” Monteleone v. The Leverage
Grp., No. 08-CV-1986, 2009 WL 249801, at *3 (E.D.N.Y.
Jan. 28, 2009).

As is often the case when important values stand in context-
sensitive tension, the district courts must exercise substantial
discretion in determining whether to disregard corporate

separateness. See Int'l Fin. Servs. Corp. v. Chromas
Techs. Canada, Inc., 356 F.3d 731, 736 (7th Cir. 2004)
(“Whether to pierce the corporate veil is a matter of the
trial court's discretion.”); United States v. In re Wetterer, 899
F. Supp. 1013, 1029 (E.D.N.Y. 1995) (“In order to make a
finding of alter ego, the ultimate question for the trier of
fact to determine is whether, considering the totality of the
evidence, the policy behind the presumption of corporate

independence ... is outweighed by the policy justifying
disregarding the corporate form.”) (internal quotation marks
and citation omitted).

Against this background, the Court struggles to find any
reason why the interests of public convenience, fairness,
or equity justify disregarding the corporate separateness
between Brooks and DHB. Doing so would allow Defendants
to rely upon their own ravaging of the Company in order
to shield themselves from having to answer to the Company
in the form of a restitution payment. It cannot be said that
equity favors this result. Just as the Court found that Brooks
may not rely upon the doctrine of in pari delicto to thwart
the Company's restitution attempt, the Court finds that Brooks
may not employ the alter ego doctrine to effect the same end.

*8  Moreover, even assuming the public interest analysis is
equipoised, the Court is not convinced that Brooks exercised
such complete dominion over the Company such that the
legal separateness of the two entities should be disregarded.
The Company was publicly owned, run by a complete board
of directors, held regular meetings, and maintained its own
financial records. See, e.g., Brown v. Freedman, 125 F.2d 151,
157 (1st Cir. 1942) (presence of other, disinterested directors
meant that the company “was not of the ‘one man’ variety.”);

In re Amaranth Natural Gas Commodities Litig., 612 F.
Supp. 2d 376, 386 (S.D.N.Y. 2009), aff'd, 730 F.3d 170
(2d Cir. 2013) (refusing to pierce corporate veil without
allegations of disregard of corporate formalities, inadequate
capitalization, intermingling of funds, reduced discretion);
USHA Holdings, LLC v. Franchise India Holdings Ltd., No.
12-CV-3492, 2014 WL 1310345 (E.D.N.Y. Mar. 27, 2014)
(corporate formality would not be disregarded where the
companies “were incorporated separately, are run separately,
respect corporate formalities, and file separate tax returns”).
While Brooks may have been a controlling or micro-type
manager, such a management style is generally insufficient
to establish that a company is the alter ego of the manager.
See, e.g., McComb v. Aibel, 100 F. Supp. 752, 756 (E.D.N.Y.
1951) (“The courts will not destroy the corporate entity
merely because there is an identity of control in the parent and
subsidiary corporation.”).

Accordingly, the Court finds that Brooks may not rely
upon the alter ego doctrine to preclude DHB from seeking
restitution under the MVRA.
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2. Imputation

Alternatively, Brooks argues that because his actions are
imputed to DHB, the Company may not be considered a
“victim” under the MVRA. (See Brooks Reply Mem. on
Restitution, at 3-4.)

Ordinarily, “the misconduct of managers within the scope
of their employment will normally be imputed to the

corporation.” Wight v. BankAmerica Corp., 219 F.3d

79, 86 (2d Cir. 2000); United States v. Singh, 518 F.3d
236, 249 (4th Cir. 2008) (“[A] corporation is liable for
the criminal acts of its employees and agents done within
the scope of their employment with the intent to benefit
the corporation.” (internal quotation marks and citation
omitted)).

There is an exception, however, to this general rule. A
principal's actions will not be imputed to his company if
he acted solely for his own interest and adversely to the

interest of the company. See, e.g., In re Bennett Funding
Grp., 336 F.3d 94, 100 (2d Cir. 2003) (identifying this as the
“adverse interest” exception). This exception is a narrow one.
It applies only where the agent “secretly is acting adversely to
the principal and entirely for his own or another's purposes.”

REST. (SECOND) OF AGENCY § 282 (1958); Cobalt
Multifamily Investors I, LLC v. Arden, 857 F. Supp. 2d 349,

364 (S.D.N.Y. 2011); Munroe v. Harriman, 85 F.2d 493,
495 (2d Cir. 1936) (acts of agent imputed to principal “if the
principal adopts the unauthorized act of his agent in order to
retain a benefit for himself”).

Much of the conduct causing the damage for which the Court
orders restitution to the Company falls within this adverse
interest exception. Brooks' looting of the Company for over
six million dollars, his siphoning from the Company over
twenty million dollars in the form of payments to TAP for
services that the Company itself could have performed at one-
twentieth of the cost, and his demand that the Company pay
the legal fees of himself and his co-conspirators demonstrates
a “total abandonment” of the interests of DHB. See, e.g.,

In re Parmalat, 383 F. Supp. 2d 587, 599 (S.D.N.Y. 2005)
(“By any standard, theft from a corporation by insiders is
self-dealing by the insiders and not in any sense in the
interest of the entity.); In re Refco Sec. Litig., 779 F. Supp.
2d 372, 376 (S.D.N.Y. 2011) (calling conduct that was “the

functional equivalent of theft or looting or embezzlement” a
“classic example of the adverse interest exception”) (internal

quotation marks and citation), aff'd sub nom., Krys v.
Butt, 486 Fed.Appx. 153 (2d Cir. 2012). Defendants' criminal
conduct that arguably falls outside of this adverse interest
exception is limited to their pump and dump insider trading
scheme. As discussed both in the Court's December 18, 2014
Order and below, restitution for those crimes is properly paid
to the shareholders of DHB's common stock, not the Company
itself.

*9  More importantly, Brooks' assertion that the agency
principle of imputation bars the Company's recovery suffers
from the same defect as his in pari delicto and alter ego
arguments: it is nonsensical to suggest that Brooks may, by
the same illegal act, both benefit himself at the expense of
the Company and preclude the Company from recovering that
benefit against him in a restitution action. The Court cannot
apply the principles of agency to condone such inequitable

results. See NCP Litig. Trust v. KPMG LLP, 901 A.2d 871,
878 (N.J. 2006) (noting that an imputation defense may be
unavailable to defendant who “contributed to the misconduct”
to be imputed (internal quotation marks omitted)).

The Court therefore concludes that the imputation of certain
of Defendants' conduct to the Company does not bar the
Company from nonetheless qualifying as a victim under the
MVRA. This conclusion is buttressed by the myriad cases
in this Circuit that have awarded restitution to employers in
circumstances where the employee-defendants' misconduct
would almost unquestionably have been attributed to
the employer under general agency principles. See, e.g.,

United States v. Skowron, 839 F. Supp. 2d 740 (S.D.N.Y.
2012) (granting corporation restitution for insider trades

committed by a former employee), aff'd, 529 Fed.Appx. 71

(2d Cir. 2013); United States v. Gupta, 925 F. Supp. 2d

581 (S.D.N.Y. 2013) (same); United States v. Cummings,
189 F. Supp. 2d 67 (S.D.N.Y. 2002) (granting defendant's
employer restitution where defendant misrepresented the
employer's financial records, to the benefit of both defendant
and the corporation).

The Court finds additional support for its holding in the

Second Circuit's recent decision, United States v. Cuti,
766 F.3d 199 (2d Cir. 2014). In Cuti, the defendants, the
CEO and CFO of Duane Reade, had executed two fraudulent
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accounting schemes designed to inflate the company's
reported earnings. Under ordinary agency principles, the
defendants' acts would have been attributed to the company
because those acts increased the company's share price.

See Munroe, 85 F.2d at 495. Nonetheless, the Second
Circuit affirmed, in part, restitution awarded in favor of
Duane Reade, calling Duane Reade the “actual victim” of

defendants' crimes. Cuti, 766 F.3d at 205. DHB's case
for a restitution order is stronger than Duane Reade's, because
all of the crimes of the CEO and CFO in Duane Reade would
likely have been imputable. In contrast, while certain acts
of Brooks may be imputed to the Company under ordinary
agency principles, many of his crimes (as discussed above)
are not.

Finally, the Court is reminded that the MVRA's intended
purpose is to function as a civil remedy engrafted onto the
criminal sentencing process. See Agate, 613 F. Supp. 2d at
325. Brooks' rigid interpretation of the MVRA's definition of
victim and his tortured application of agency principles would
deny all recovery by DHB in this restitution context, but
would have no application in a civil proceeding. Therefore,
adopting Brooks' proposed reasoning would frustrate the
MVRA's ultimate purpose by driving a significant wedge
between those losses that are recoverable under the MVRA
and those losses that are recoverable in a civil action.

Accordingly, the Court finds that DHB was a victim of
Defendants' crimes such that it is entitled to restitution under
the MVRA for qualifying losses.

C. Accrued But Not Yet Paid Liabilities
Next, Brooks argues that the Company may not recover
restitution for expenses it has incurred but has not yet
paid, because they are, according to Brooks, not “actual
losses.” (Brooks Mem. on Restitution, at 10.)

*10  While restitution is only available for actual losses,

see, e.g., United States v. Coriaty, 300 F.3d 244, 252
(2d Cir. 2002) (“[A] court's power to order restitution is
limited to actual loss.” (internal quotation marks and citation
omitted)), the Court finds no support for the proposition that
incurred liabilities are somehow not losses until they have
been paid. The language of the MVRA requires only that
the losses be incurred, not that they be paid or otherwise

settled. See 18 U.S.C. § 3663A(b). Moreover, reading into
the MVRA a requirement that a loss is not recoverable until

it has been cleared from the victim's accounts payable is
inconsistent with the ultimate purpose of the MVRA, which
“is ‘to restore a victim, to the extent money can do so, to the

position he occupied before sustaining injury.’ ” United
States v. Battista, 575 F.3d 226, 229 (2d Cir. 2009) (citing

Boccanga, 450 F.3d at 115.).

Accordingly, the Court finds that the Company may recover in
restitution against Defendants for qualifying losses that it has
incurred, irrespective of whether those incurred losses have
been paid or remain to be paid.

D. Calculation of The Company's Losses
Having addressed each of Brooks' general arguments against
an award of restitution to the Company, the Court turns
to each category of damage for which the Government
asserts restitution is appropriate. The Court both considers
whether each category satisfies the two requirements of a
recoverable loss discussed above—(1) that the loss may
properly be defined as either “damage to or loss or destruction
of property” or “necessary ... expenses incurred during ...
investigation or prosecution ... of the offense,” and (2) that
the loss be directly and proximately caused by the Offenses
of Conviction—and addresses any specific arguments that
Brooks raises regarding each category of loss.

1. Losses Resulting from Defendants'
Fraudulent Compensation Scheme

The Government seeks $6,444,681.00 in restitution for
Defendants' unauthorized compensation scheme. At trial,
Brooks was convicted of the mail and wire fraud counts
that comprised this scheme. (See Superseding Indictment,
Docket Entry 438, ¶¶ 87-90.) Additionally, the Court has
already found that the “immense trial evidence” supported a
finding that the Defendants did, in fact, reap this unauthorized

compensation. See Hatfield, 795 F. Supp. at 241. 10

There can be little doubt that these stolen funds are
recoverable under MVRA. Funds stolen from the Company

constitute “loss or destruction of property” under 18
U.S.C. § 3663A(b)(1); Maynard, 743 F.3d at 382 (“The
restitution order properly included the amount of money
stolen during the bank robberies.”). Additionally, that the
Offenses of Conviction proximately caused these losses
is beyond question; the Company's loss of property was

Case 2:19-ap-01382-SK    Doc 314-1    Filed 11/12/21    Entered 11/12/21 12:22:12    Desc
Appendix of Unpublished Cases    Page 276 of 283



United States v. Hatfield, Not Reported in Fed. Supp. (2015)
2015 WL 13385926

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 9

the direct, foreseeable, and intended result of Defendants'

conduct. See, e.g., Silkowski, 32 F.3d at 689 (holding that a
restitution order may validly contain losses “directly caused”
by the “conduct composing the offense[s] of conviction”).

*11  Brooks disputes $880,000 of this amount, arguing
that these funds were stolen prior to the period specified
in the Superseding Indictment. (Brooks Supp. Mem. on
Restitution, at 2.) Courts have the authority, however, to
“order a participant in a conspiracy to pay restitution even on
uncharged or acquitted counts.” Boyd, 222 F.3d at 51. The
rationale for this rule lies in the precept that a conspirator
is responsible for the crimes of the conspiracy, not just his

own crimes. See Pinkerton v. United States, 328 U.S. 640,
66 S. Ct. 1180, 90 L.Ed. 1489 (1946). Accordingly, making
a victim whole—as the MVRA endeavors to do—requires
restitution for the entirety of losses suffered at the hands of
the conspiracy, not just those resulting from the Offenses of
Conviction. Boyd, 222 F.3d at 50-51; Smith, 513 Fed.Appx.
at 46.

Accordingly, the Court finds Defendants liable to DHB
for $6,444,681.00 in restitution for the fraudulent
overcompensation scheme.

2. Losses Resulting from the
Unauthorized Use of Company Assets

Similarly, the Government has submitted that the Company
ought to recover $2,200,000 in losses resulting from the
Company's payment of Brooks' airplane costs. Again, the
Court has no trouble concluding both that these losses are

recoverable under 18 U.S.C. § 3663A(b)(1), as “loss or
destruction of property,” and that these losses were directly
and proximately caused by the Offenses of Conviction. See
supra Part II.D.1.

Accordingly, the Court finds Defendants liable to DHB
for $2,200,000 in restitution from Brooks' personal use of
Company assets.

3. Losses Resulting from Engagement with TAP

A key feature of Defendants' fraud was their engagement,
on behalf of DHB, with TAP. While TAP ostensibly
provided services to DHB, the evidence establishes the TAP

arrangement as merely another means through which the
Defendants siphoned money from DHB.

Brooks does not—and cannot seriously—dispute that the
funds siphoned to TAP from DHB are recoverable under
the MVRA; the damages both constitute “loss or destruction
of property” and are direct and proximate results of the

Defendants' fraudulent scheme. 18 U.S.C. § 3663A.

Brooks does, however, dispute the Government's suggested
calculation of these losses. The Government has submitted
that the Company is entitled to the entirety of TAP's profit
margin, $21,500,000.00, while Brooks argues that because
TAP did perform certain services for DHB, DHB is entitled
only to the amount overpaid for those services, or the
difference between what DHB paid TAP and the market rate
for those services. (Brooks Supp. Mem. on Restitution, at
4-5.) Awarding restitution for the entirety of TAP's profit
margin, Brooks contends, would result in a windfall for the
Company because the Company will then have received the
benefit of TAP's services at cost.

While the MVRA is not designed to result in a windfall for
victims, Maynard, 743 F.3d at 380, the Court disagrees with
Brooks' assertion that the Company's recovering the entirety
of TAP's profit margin—and thus receiving TAP's services
at cost-would amount to a windfall for at least two reasons.
First, the evidence makes clear that DHB actually incurred
many of TAP's costs. For instance, TAP performed its work
at DHB facilities, TAP used DHB's lines of credit to acquire
their product, and DHB paid the salaries and bonuses of TAP
employees. It can hardly be said that DHB is receiving the
benefit of TAP's services for free when DHB was the purse
behind those services in the first place. Second, had DHB
provided for itself the services—facility space, employee
payroll, raw material, credit, etc.—that it provided to TAP,
the Court has little doubt that DHB could have performed the
services ostensibly rendered by TAP at far below TAP's costs.

*12  Accordingly, presented with ample evidence
demonstrating that TAP's sole substantive purpose was
to operate as a mechanism by which to divert funds
from DHB, the Court concludes that TAP's entire profit
margin, $21,500,000.00, is a reasonable approximation of the
Company's losses directly and proximately resulting from this
scheme.
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4. Losses Resulting from DHB's Obligation
to Indemnify Defendants' Legal Fees

Pursuant to its contractual obligation to indemnify the legal
expenses of its officers, DHB advanced $8,012,000.00 to
Brooks, $1,512,188.38 to Schlegel, and $2,985,229.32 to
Hatfield. The Government has submitted invoices for Hatfield
and Schlegel and, because Brooks refused to waive privilege
with respect to those invoices, determined the amount of legal
fees advanced to Brooks based on the Company's 10-k filings.

In many cases, legal expenses incurred by the victim
are recoverable in restitution because the MVRA allows
restitution for “expenses incurred during participation in the

investigion or prosecution of the offense.” 18 U.S.C.
§ 3663A(b)(4). The Second Circuit has recently clarified,
however, that “[t]he victim expenses that are recoverable as

restitution under 18 U.S.C. § 3663A(b)(4) are expenses
the victim was required to incur to advance the investigation
or prosecution of the offense.” Maynard, 743 F.3d at 381
(emphasis added). Expenses incurred as a result of the
Company's obligation to advance legal fees to Defendants
cannot be said to fall into this category. Indeed, the legal
fees advanced to Defendants were used to defend against,
not advance, the Government's prosecution of the Offenses of
Conviction.

The fees advanced to Defendants are recoverable, however,

under 18 U.S.C. § 3663A(b)(1), as loss of property. In
United States v. Maynard, the Court held that a bank that was
forced to close for the day following a robbery could recover
from the robbers the wages it paid to its employees during
the time that the bank could not operate. 743 F.3d at 379.
The Court found that although the Bank had an obligation
to pay its employees, the bank incurred a loss because “the
bank derived no benefit from the wages paid during the
bank's closure on the day of the robbery.” Id. at 380. In
other words, the robbers had caused a loss of property to
the bank by forcing it to incur expenses with no attendant
benefit. Similarly, the loss resulting from DHB's obligation to
indemnify Defendants is an expense that—due to the Offenses
of Conviction—the Company must incur with no attendant
benefit. By forcing the Company to incur the naked expense
of having to indemnify Defendants, Defendants caused a loss

to the Company that is recoverable under 18 U.S.C. §

3663A(b)(1). See also Skowron, 839 F. Supp. 2d at 748

(“Morgan Stanley was legally and contractually obliged to
advance legal fees to [defendant] ... and other ... employees....
Morgan Stanley's costs in doing so flowed directly from
Skowron's obstruction scheme, and Skowron must make
restitution of these amounts.”)

Brooks argues that because DHB has a continuing obligation
to indemnify his legal expenses, entering a restitution order
for those expenses is premature until Brooks has exhausted
his rights of appeal. (Brooks Supp. Mem., at 2-3.) The Court
disagrees. While future Company losses may be forthcoming
thanks to Brooks' appeals, those losses have no bearing on
the validity, immediacy, or calculation of the losses that
DHB has already suffered. Indeed, if Brooks were correct
that indemnification expenses were not recoverable until all
appeals are exhausted, a victim would never be able to be
reimbursed indemnification fees in a restitution proceeding
because restitution is part of the trial court's sentence.

*13  Accordingly, the Court sees no reason to allow Brooks
to hold the restitution award hostage by tying it to his rights
on appeal, and finds that Defendants are liable to DHB for
$12,509,417.70, the legal expenses that have been advanced
to them.

5. Legal Expenses Advanced to Other Directors

The Government has also submitted invoices for legal fees
advanced by DHB to other Directors totaling $1,157,639.06.
The Court has reviewed these invoices and concludes
that the legal work paid for was necessary for the
Company's participation and cooperation in the Government's
investigation of Defendants and DHB. Thus, these expenses

are recoverable in a restitution order under 18 U.S.C §

3663A(b)(4). See Cuti, 766 F.3d at 208 (legal fees
advanced to employees was a necessary expense).

6. The Company's Legal Expenses

The Government has also submitted invoices demonstrating
that the Company has incurred $14,429,725.52 in legal fees
related to the offenses of conviction.

Brooks argues that many of these legal expenses relate
to services beyond those necessary for the participation
in the Government's prosecution. (Brooks Supp. Mem.
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on Restitution, at 4.) Specifically, the invoices submitted,
Brooks insists, contain fees for services related to the SEC's
investigation and the class action civil lawsuit against DHB,
and those services cannot be said to satisfy the requirements
of the MVRA. Because the Government has not shown which
portion of the more than fourteen million claimed fall outside
of the MVRA's necessary requirement, Brooks submits, the
entirety of the legal expenses claimed should be denied.
(Brooks Supp. Mem. on Restitution, at 4.)

The Company is entitled to the legal fees that it incurred
in cooperating with the Government's prosecution of
Defendants and launching its own internal investigation in
order to protect the ongoing operation of the Company.

See, e.g., Amato, 540 F.3d at 159 (holding that the term
“other expenses” incurred during the victim's participation
in the investigation or prosecution of the offense may
include attorney fee, including those related to an internal

investigation); Bahel, 662 F.3d at 647-48 (affirming
restitution for legal fees incurred related to an internal

investigation); Cuti, 766 F.3d at 208 (company's legal

fees recoverable in restitution); Battista, 575 F.3d
at 234 (same). The Company is not, however, entitled to
restitution for legal fees expended in the related civil cases or

the SEC's investigation. See, e.g., Gupta, 925 F. Supp.

2d at 587; Cuti, 766 F.3d at 208.

That the Company is not entitled to the full amount of legal
expenses claimed, however, does not beget the conclusion
that the claim for legal expenses should be disallowed in its
entirety. Indeed, the Government has put before the Court
far more than enough information to allow the Court to
make a reasonable approximation of recoverable losses. See,
e.g., Gushlak, 728 F.3d at 194-95 (“So long as the basis for
reasonable approximation is at hand, difficulties in achieving
exact measurements will not preclude a trial court from
ordering restitution.” (internal quotation marks and citation
omitted)); Agate, 613 F. Supp. 2d at 323 (“Findings of the
amount of loss may be based upon reasonable estimates.”);
Ageloff, 809 F. Supp. 2d at 103-04 (“A fortiori, absolute
precision is not required.”). The Court has reviewed a
significant sampling of the invoices, which describe the
work performed, and finds that roughly thirty percent of
the time billed related to services for which restitution is

not available. 11  Thus, the Court finds that an award of

seventy percent of the amount requested is a reasonable
approximation of recoverable loss.

*14  Accordingly, the Court orders Defendants to pay
restitution to DHB for the qualifying legal expenses in an
amount of $10,100,807.86.

7. Back Taxes/Penalties

The Government seeks $2,497,000.00 that the Company
was forced to pay in back taxes during the remediation of
Defendants' fraud. The Court finds that these taxes are not
recoverable under the MVRA, because having to pay taxes
cannot be considered damage or loss of property. To the
contrary, taxes are the precise sort of business expense—due
even absent any fraud—that are not recoverable under the
MVRA. Maynard, 743 F.3d at 380. Accordingly, the Court
does not award DHB restitution for back taxes.

8. DHB's Remediation, Restatement,
and Bankruptcy Expenses

The Company seeks restitution for $16,777,486.88 in
expenses incurred in remediating the damage done
by Defendants' crimes, including conducting multiple
restatements, and $39,906,000.00 in expenses related to the
Company's chapter 11 bankruptcy. In support of these figures,
the Company has submitted invoices for forensic accountants,
management firms, attorneys, and other professionals.

The Court has reviewed a vast majority of the invoices
submitted by the Company, and cannot say with any
reasonable confidence that the fees paid for all of the work
performed is recoverable under the MVRA. To the contrary,
at least some of the work performed can definitively not be
classified as an expense that the Company was “required
to incur to advance the investigation or prosecution of
the offense.” Maynard, 743 F.3d at 381 (emphasis added).
Moreover, the Court doubts whether much of the work
performed can be fairly categorized as a direct and proximate

result of the Offenses of Conviction. See Skowron, 839 F.
Supp. 2d at 748. Instead, many of these costs appear to be
consequential damages, which are unrecoverable under the

MVRA. Donaghy, 570 F. Supp. 2d at 428 (“Accordingly,
what the common law knows as ‘consequential damages’ are
not recoverable.” (citation omitted)).
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For instance, DHB retained AlixPartners to act as “interim
crisis managers to help with the serious financial, accounting,
cash, and banking issues that ensured immediately after
David Brooks left the Company,” Review of AlixPartners'
invoices, however, makes clear that AlixPartners performed
services that DHB would have required even absent Brooks'
fraud. The Court cannot say that DHB's paying for the work
performed by AlixPartners was a direct and proximate result
of the Offenses of Conviction where many of the time entries
reviewed by the Court very clearly relate to everyday work—
Treasurer Duties, General Accounting Duties, New Employee
Orientation, and Payroll Issues, to name a few.

While it may be that some of the expenses incurred in
remediation, restatement, and bankruptcy are recoverable

under the MVRA, see Cummings, 189 F. Supp. 2d at 78,
the Court sees no way of untangling those expenses from the
others without the prolonged hearing of additional evidence
and testimony as to the nature of each expenses claimed.
Such an endeavor is surely better suited to a civil case than
the sentencing process. In the Court's view, justice is better
served by finalizing the long-awaited restitution order without
these expenses than complicating, prolonging, and otherwise
burdening the sentencing process with a further evidentiary
hearing. See, e.g., S. REP. 104-179, 19, 1996 U.S.C.C.A.N.
924, 932 (“The committee believes that losses in which the
amount of the victim's losses are speculative, or in which
the victim's loss is not clearly causally linked to the offense,

should not be subject to mandatory restitution.”); United
States v. Reifler, 446 F.3d 65, 136 (2d Cir. 2006) (“Congress
plainly intended that sentencing courts not become embroiled
in intricate issues of proof, as it provided that the MVRA is
to be inapplicable if the court finds that the determination
of complex factual issues related to the cause or amount
of the victims' losses would unduly burden the sentencing
process.”); United States v. Cassidy, 569 Fed.Appx. 30, 31
(2d Cir. 2014) (“[I]t lies within the sound discretion of the
district court to decide whether the factual issues underlying
a restitution order are so complex as to unduly burden the

sentencing process.”) (citation omitted); Cuti, 766 F.3d
at 212 (2d Cir. 2014) (“On remand, the district court is
free to exercise its discretion as to whether determining
complex issues of fact related to the cause or amount of the
victim's losses would complicate or prolong the sentencing
process to a degree that the need to provide restitution to
any victim is outweighed by the burden on the sentencing
process.” (internal quotation marks omitted)).

*15  Accordingly, the Court, under 18 U.S.C. § 3663A(c)
(3)(B), declines to include these amounts in its restitution
award.

III. Restitution Owed to the Shareholders
The Court has previously discussed at length the calculation
of losses suffered by shareholders of DHB's common

stock. See Hatfield, 2014 WL 7271616. In this prior
Memorandum and Order (“M&O”), the Court disagreed with
a number of calculations conducted by the Government's
expert and required the Government to submit a revised
calculation of shareholder losses. Id. at *15. In compliance
with the Court's M&O, the Government has submitted a
schedule that identifies each victim and a revised calculation
of his or her losses. (See Gilardi Schedule, Docket Entry
1866-1.)

The Court's M&O addressed Brooks' challenges to the
methodology of Gilardi & Co., LLC (“Gilardi”) the company
that synthesized and tabulated the individual investors' claims

data. Hatfield, 2014 WL 7271616, at *15. The Court held
that Brooks' challenges made not “even a close pass at a
meritorious objection.” Id. Nonetheless, because the Court
ordered revision of certain inputs into Gilardi's calculation,
the Court required Gilardi to recalculate its figures using
the same methodology, but with the corrected inputs. Id.
Because the Court addressed Brooks' challenges to Gilardi's
methodology and it ordered that Gilardi's methodology
remain unchanged, the Court stated that it would not accept
opposition papers from Brooks. Id.

Brooks now requests an order directing the Government
to provide him with the trading data that underlies the
Government's calculation. (Brooks' Ltr. Mot. for Disclosure
at 1.) The Government opposes. (Gov't's Opp. Mot. for
Disclosure.) Brooks has also requested that the Court delay
its entry of a restitution order for six weeks, to allow him
sufficient time to review and object to the data. (Brooks' Ltr.
Mot. for Disclosure at 2.)

In essence, Brooks' latest motion boils down to a dispute over
copying costs in which the Court regrets having to intervene.
Moreover, the law is unclear as to whether Brooks is entitled
to the underlying trade data. In United States v. Catoggio,
the Second Circuit vacated a restitution award that had been
ordered prior to the identification of each individual victim
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and his or her losses. 326 F.3d 323 (2d Cir. 2003). On remand,
the district court ordered restitution based on a schedule that
—much like the Gilardi schedule—synthesized and tabulated
trade sheet data. Ageloff, 809 F. Supp. 2d 99 (“The defect in
my original ruling was that I put the cart before the horse,
ordering restitution before the actual victims were identified
by name and before the actual loss amounts were determined
to a reasonable estimate. That defect has now been remedied,
as the thousands of victims and their specific losses have now
been identified.”). On appeal, the Second Circuit affirmed the
revised restitution order, and required no further inquiry into
the trade-sheet data. Catoggio, 698 F.3d at 66. Accordingly,
because the Court has before it sufficient evidence on which
to base an order of restitution, Brooks' entitlement to dig
deeper than the evidence offered is questionable. Nonetheless,
in an abundance of caution and deference to Defendants, the
Court orders that the Government produce the primary data

to Brooks. 12

*16  For a host reasons, however, the Court will not further
delay entry of a restitution order so that Brooks may review
the new data. First, the Court has before it sufficient evidence
on which to base an order of restitution. See Catoggio,

698 F.3d at 66; see also 18 U.S.C. § 3663A (requiring
only that the victim and the loss be identified). Second, the
Court has already addressed Brooks' challenges to Gilardi's

methodology. Hatfield, 2014 WL 7271616, at *15. Third,
Brooks' initial challenges to Gilardi's methodology show
no interest in the primary data underlying the calculation.
It was not until after the Court's December 2014 M&O—
suggesting that a final restitution order was imminent—that

Brooks' interest piqued. 13  The dilatory nature of Brooks'
request is glaring. Fourth, the Court indicated in its prior
M&O that it would not accept further argument from Brooks.
Id. Fifth, Brooks has been afforded far more than necessary
to constitute due process in this restitution proceeding.

United States v. Castillo, 93 Fed.Appx. 273, 276 (2d Cir.

2004) (“All that the Due Process Clause requires the district
court to do is ‘afford the defendant some opportunity to
rebut the Government's allegations. Decisions as to what
types of procedure are needed lie within the discretion of the
sentencing court....’ ” (citing United States v. Slevin, 106 F.3d
1086, 1091 (2d Cir. 1996))). Thus, while the Court sees no
harm in providing Brooks the data he requests, as a practical
matter, his request will not delay these restitution proceedings
any further.

Accordingly, although the Court orders that the Government
produce to Brooks the primary data, the Court concludes
its restitution decision today. The Court finds that the
Government's revised calculation constitutes a reasonable
estimate of each victim's losses, and adopts the proposed
schedule of losses in its entirety.

CONCLUSION

For the foregoing reasons, Defendants are ORDERED to pay
restitution to the Company in the amount of $53,912,545.62,
and to the shareholder victims in accordance with the
schedule prepared by Gilardi, adopted by the Court, and
annexed to this Memorandum and Order. Interest will accrue
at the federal judgment rate. Brooks' motion for disclosure
(Docket Entry 1862) is GRANTED IN PART and DENIED
IN PART. The Government is ORDERED to turn over the
trade sheet data to Brooks in its native form. Because this
Memorandum and Order concludes the Court's sentence of
Defendants, the Court will issue a final judgment on each of
Defendants' sentences.

SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2015 WL 13385926

Footnotes

1 The following factual recitation is drawn from the Court's synthesis of the evidence produced at trial and
in connection with this restitution proceeding. The Government has submitted detailed spreadsheets and
calculations of losses, which were made available to the Defendants and—although not part of the electronic
record—remain on file with the Court.
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2 A third DHB subsidiary, NDL Products, Inc., manufactured protective athletic products, such as pads and
braces.

3 For a more detailed factual recitation of the Defendants' crimes and the evidence thereof, see the Court's

prior orders at United States v. Hatfield, No. 06-CR-0550, 2014 WL 7271616, at *1 (E.D.N.Y. Dec. 18,
2014); United States v. Hatfield, 795 F. Supp. 2d 219, 221 (E.D.N.Y. 2011); United States v. Hatfield, No.
06-CR-0550, 2010 WL 2710616, at *1 (E.D.N.Y. July 7, 2010).

4 Judge Dearie recently described this sort of “pump and dump” scheme as “relentlessly predatory and
remarkably effective.” United States v. Ageloff, 809 F. Supp. 2d 89, 91 (E.D.N.Y. 2011), aff'd sub nom. United
States v. Catoggio, 698 F.3d 64 (2d Cir. 2012).

5 Throughout this Memorandum and Order, the Court refers to the crimes to which Defendants plead guilty or
of which they were convicted as the “Offenses of Conviction.”

6 The MVRA establishes that a Court shall order restitution within ninety days of sentencing, 18 U.S.C. §

3664(d)(5) (applied to the MVRA by 18 U.S.C. § 3663A(d)). Nonetheless, “a sentencing court that misses
the 90—day deadline ... retains the power to order restitution ... where ... the sentencing court made clear
prior to the deadline's expiration that it would order restitution, leaving open (for more than 90 days) only the

amount.” Dolan v. United States, 560 U.S. 605, 608, 130 S. Ct. 2533, 2537, 177 L.Ed. 2d 108 (2010);
United States v. Pickett, 612 F.3d 147, 149 (2d Cir. 2010). Because the Court made clear that each Defendant
would be subject to restitution in an amount to be determined, the Court's restitution order today is not barred
by 18 U.S.C § 3664(d)(5).

7 Contrary to Brooks' assertion, the Court need not hold an evidentiary hearing prior to ordering restitution.

United States v. Sabhnani, 599 F.3d 215, 258 (2d Cir. 2010) (“ ‘[T]he district court is not required, by either
the Due Process Clause or the federal Sentencing Guidelines, to hold a full-blown evidentiary hearing in
resolving sentencing disputes.... All that is required is that the court afford the defendant some opportunity
to rebut the Government's allegations.’ ”) (quoting United States v. Maurer, 226 F.3d 150, 151–52 (2d Cir.
2000)).

8 While the core purpose of Restitution is to compensate victims, additional benefits of restitution, such as
helping to rehabilitate the defendant and deter future unlawful conduct, are not lost on the Court.

Restitution is an effective rehabilitative penalty because it forces the defendant to confront, in concrete
terms, the harm his actions have caused. Such a penalty will affect the defendant differently than a
traditional fine, paid to the State as an abstract and impersonal entity, and often calculated without regard
to the harm the defendant has caused. Similarly, the direct relation between the harm and the punishment
gives restitution a more precise deterrent effect than a traditional fine.

Kelly v. Robinson, 479 U.S. 36, 49 n.10, 107 S. Ct. 353, 360 n.10, 93 L.Ed. 2d 216 (1986).
9 Generally, “the law of the state of incorporation determines when the corporate form will be disregarded and

liability will be imposed on shareholders.” Fletcher v. Atex, Inc., 68 F.3d 1451, 1456 (2d Cir. 1995) (internal
quotation marks and citation omitted). However, because an order of Restitution pursuant to the MVRA
implicates a federal interest, federal law governs whether the Court should disregard corporate formalities in
this case. See United States v. Pena, 731 F.2d 8, 12 (D.C. Cir. 1984) (noting that federal law applies to a
veil-piercing claim where federal interests are implicated).

10 The Court discussed the evidence surrounding the unauthorized compensation scheme in the context of
this case's forfeiture proceedings. The Court is mindful that its inquiry here is different than in forfeiture, as

forfeiture is gain-based and restitution is loss-based, United States v. Torres, 703 F.3d 194, 203 (2d Cir.
2012), and “a sentencing court ordering restitution under the MVRA may not substitute a defendant's ill-gotten

gains for the victim's actual loss,” United States v. Zangari, 677 F.3d 86, 92-93 (2d Cir. 2012). Nonetheless,
under these facts, sufficient evidence of Defendants' unauthorized compensation is also sufficient evidence
of the Company's losses. Defendants' unauthorized compensation is, in its entirety, the Company's loss. See,
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e.g., United States v. Donaghy, 570 F. Supp. 2d 411 (E.D.N.Y. 2008), aff'd, 575 F.3d 226 (2d Cir.
2009) (finding that a National Basketball Association's referee's salary and expenses were properly included
in a restitution award).

11 For instance, by the Court's calculation, the Company was billed $289,187.00 for legal work performed in
October and November 2006. Of that figure, $78,200.00 was for services for which restitution is unavailable.

12 Brooks is cavalier in his request. He requests, in Excel format, a spreadsheet, “that shows, for each investor
trade, the information used to calculate the restitution owed to that investor, including investor name, trading
date, number of shares, and share price.” (Brooks Ltr. Mot. for Disclosure at 3.) To the extent Brooks requests
the data in a different format than that actually used by the Government, the Government may produce the
information in its native form.

13 Nor can Brooks seriously argue that it was the change in Gilardi's figures resulting from the Court's M&O that
suddenly generated the need to review the trade sheet data. His initial request—which the Court denied as
premature—was made before he received the revised calculation.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Aaron S. Craig acraig@kslaw.com; lperry@kslaw.com 
United States Trustee ustpregion16.la.ecf@usdoj.gov 
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